
Setting stages

TAB 1: Introductory slides- The current environment
Current Takeover Environment:  In the past years, there has been less M&A activity happening in U.S.  than in the rest of the world (see graphics in the slides).

Positive factors affecting the current environment:

· Pent-Up Demand

· Strong Consolidation Forces Remain

· Private Equity Players Have Cash

· Non-U.S. Investors Loaded with U.S. Dollars

· Activist Shareholders with Short-Term Outlook

· Proxy Access and Other “Reforms” Will Help Activists

· Sarbanes-Oxley Impact “Pushing” Companies Private

Negative factors affecting the current environment:

· Volatile Stock Market

· Credit Crunch Reduces Available Acquisition Capital

· When Available, Capital is More Expensive and Comes with More Strings and Conditions

· Negative perspective on “deals”

What is M&A:

· Public Company Acquisitions

· Mergers

· Tender Offers

· Exchange Offers

· Proxy Fights

· Private Company Acquisitions

· Acquisitions of Assets/Divisions

· Divestitures, Spin-Offs and Split-Offs LBOs and Going-Private Transactions

· “Hostile” vs. “Friendly”

· The Government as Acquiror

· Shareholders Activism and Corporation Governance

Who are the key players?

• Public Companies

• Financial Buyers

• Boards of Directors

• Management

• Wall Street Community

• Employees, Unions and Other Stakeholders

• Government and Regulators

• Shareholders, Hedge Funds and Institutional Investors

• Shareholder Advisory Services

• Proxy Solicitors, Public Relations Firms

Shareholders Constituencies:

• Controlling Shareholders/Group

• Insiders

• Hedge Funds Institutional Investors and Pension Funds

• Private Equity Investors

• “Mom & Pop”/ Retail Shareholders

• Arbs (Arbitrageurs)

TAB 3: Recent Articles- Why M&A? / Why Not M&A?

1. “Some thoughts for the boards of directors in 2010”, dated November 2009 and “Key issues of directors,” dated December 2008 by Martin Lipton.

I. Introduction:

The economic crisis and second-guessing of corporate decisions has generated a multitude of corporate governance reform proposals that seek to shift decision-making authority from boards to institutional shareholders and shareholder activists. This shift will impede the ability of boards to resist pressures for short-term gain and tie their hands at a time when the need for effective board leadership is particularly acute.

Due to the economic crisis, reforms proposals have been advanced across a full spectrum of legal topics including new and proposed federal legislation and regulations, such as increasing disclosure obligations.

The shareholder base of most large public companies today consists of powerful, sophisticated hedge funds, politically motivated union and public pension funds, and other large institutional shareholders with diverse investment time horizons and objectives. Their ability to influence board decisions has grown substantially and has more often been applied to increase, rather than moderate, risk-taking by companies to produce short-term results.

Considering the ongoing shift of corporate governance, a study published in September 2009 by members of Harvard Business School, concluded that many directors today are interested in obtaining better clarity and a more precise understanding of the proper role of the board, and view this as essential to enhancing board effectiveness. The study reported a strong consensus that board performance is not a government action.

In light of the current reform proposals, it is important to make periodic reviews of the board procedures and functions, which should include the following: 


1. CEO succession plan: board’s most important task is to select the CEO. He is important for the company’s stability and ability to quickly and decisively react to challenges.


2. Long-term strategy: integral part of its role as business and strategic advisor to management.


3. Monitoring performance and compliance: board should oversee the management, monitor government relations policies and practices and be sensitive to “yellow and red flags”.


4. Executive compensation: proliferation of reforms and proposals seeking, among other things, more transparency and non-binding SH votes to approve. Directors should act in an informed basis, good faith and not in their personal self-interest.


5. Risk management: board cannot and should not be involved in the company’s every day-to-day risk.


6. Shareholder and constituent relations: management should generally be the primary caretaker of them.


7. Effective function of the board: open dialogue with management.

II. Some Key Issues Facing Boards in 2010

1. Executive Compensation


It has become a controversy topic. While much of the attention has been focused on executive compensation that is deemed excessive in amount, there has also been a critical assessment of the interplay among compensation policies, corporate risk-taking and short-termism. Many of the reforms that have been adopted so far target the pay practices of banks and other financial institutions. For instance, the SEC has also proposed detailed disclosure obligations regarding compensation consultants who advise on executive or director compensation and provide other services to the company.


In anticipation of impending reforms, many U.S. companies have begun to implement changes to their compensation practices. In this environment, boards and compensation committees should review compensation policies with great care, being mindful of pay-for-performance principles while also seeking to avoid policies that will encourage excessive risk-taking. Directors should also bear in mind the heightened sensitivity to pay packages that could be deemed "excessive" given the new post-crisis emphasis on financial restraint and prudence. At the same time, the board and compensation committee should not lose sight of the underlying goal of executive compensation-namely to attract and retain qualified individuals essentials to the long-term success of the company.

2. CEO Succession Planning


CEO and senior leadership, and planning for their succession, is a critical element of the company's strategic plan and should be approached with an "expect the unexpected" mindset. A leadership gap can undermine public confidence in the future of the company as well as the company's ability to navigate immediate and evolving challenges.


Shareholder activists have increasingly focused on the issue of succession planning. The SEC staff has generally allowed companies to omit proposals seeking CEO succession planning reports on the grounds that they relate to ordinary business matters. However, SEC issued guidance in November 2009 indicating that "CEO succession planning raises a significant policy issue regarding the governance of the corporation that transcends the day-to-day business matter of managing the workforce," and it will take the view that a company generally may not rely on the exclusionary rule for "ordinary business operations" to exclude a shareholder proposal that focuses on CEO succession planning.

3. Risk Management


The global economic crisis has demonstrated that some companies did a better job in anticipating, identifying and managing their risk profiles and responding to the crisis challenges. 

Several reform initiatives are underway that aim to strengthen corporate risk management. There has been a strong focus on the interplay between compensation policies and corporate risk-taking, as illustrated by the SEC's proposed CD&A amendments to require disclosures regarding the relationship between employee compensation policies and risk management.

The board should consider the best organizational structure to give risk oversight sufficient attention at the board level. In some companies, this may include creating a separate risk management committee or subcommittee, or scheduling a review of risk management as a dedicated and periodic agenda item for an existing committee such as the audit committee, coupled with periodic review at the full board level. Risk management can also be allocated among existing committees as long as the committees coordinate their risk management efforts and share information appropriately with each other and with the full board. It is important that risk management be a priority and that a system for risk oversight appropriate to the company be in place.

4. Long-Term Value v. Short-Term Gain


One of the primary talking points used in connection with recent reform efforts has been the importance of restoring long-term value creation.  Unions, public pension funds and other SH activists have argued that strengthening shareholder rights will promote long-term value creation, and they have been successful in inserting this agenda into a number of the legislative proposals introduced in response to the economic crisis.


Directors are bound by legal fiduciary obligations to act in the best interests of corporations and shareholders as a whole. In contrast, hedge funds and other investors are by their nature (short term strategies and take advantage of market volatility) less willing and able to consider either other shareholders or non-shareholder constituencies. This is the key advantage of the director-centric model of corporate governance: a strong, impartial board is best situated to resist pressures for short-term gains and balance competing interests to promote long-term value. In short, what is needed is a comprehensive assessment and recalibration of appropriate governance structures and regulations.

5. Takeover Defense

Hostile activity may be particularly prevalent as the economy begins to slow down; indeed, a recent study issued by Citigroup notes that historically, "hostile M&A tends to rebound sharply after equity market collapses and economic recessions, driven by a desire on the part of the raider to capitalize on the relatively depressed equity value of the target."

Many companies may find they are vulnerable as a result of the sustained attack by shareholder activists and proxy voting advisors on takeover protections in recent years. Moreover, many of the pending governance reforms seek to enhance the influence of shareholders over boards in ways that will prevent companies from adopting defensive measures in response to a takeover bid.

Boards should review their takeover defenses and areas of potential exposure to takeover pressures, taking into account changes in the legal, regulatory and financial environments. 

6. Separation of Chairman and CEO Positions

The issue has also attracted the attention of federal legislators, who have incorporated provisions requiring the separation of these roles in the Shareholder Bill of Rights Act and the Shareholder Empowerment Act. These proposals would also require chairs to meet certain independence requirements that could be more stringent than the director independence definition currently used by the NYSE. In addition, the SEC's proposed disclosure reforms would require companies to include information about their leadership structure, its reasons and why is this the best structure for the company.

The principal rationale cited in support of separating the CEO and chairman positions is that such separation will enhance the accountability of the CEO to the board and strengthen the board's independence from management. The extent to which this holds true for any given board will, however, vary depending on the specific circumstances and dynamic of the company's leadership structure. In any event, companies that do not have an independent chairman should have a lead director or a presiding director to supplement the chairman's role.

7. Directors Elections


For several years, activists have been seeking to enhance their ability to nominate directors and oust directors whom they deem to be inadequately responsive to shareholder demands. In many respects, these efforts have been remarkably successful, as evidenced by the widespread adoption of majority voting standards, declassification of board structures, significant withhold-the-vote campaigns and increasing frequency of proxy fights.


Earlier this year, the SEC proposed proxy access rules that would allow a shareholder or group of shareholders who have owned as little as 1 percent of a public company's shares for a one-year period to require the company to include in its proxy statement the shareholder's nominees for up to 25 percent of the board's directors.


Delaware has amended its corporation laws to provide that the board or shareholders of a Delaware company may adopt a bylaw requiring the inclusion of a shareholder's director nominees in the company's proxy solicitation materials. The statute includes a non-exclusive list of conditions that the bylaws may impose on proxy access. Delaware, efforts are ongoing to amend the Model Business Corporation Act to include a similar proxy access framework.


Another noteworthy development that will significantly impact director elections is the amendment to NYSE Rule 452 to eliminate discretionary voting by brokers in uncontested director elections.


In short, while the full scope and impact of recent director election reforms remain to be seen, these reforms are consistent with a new paradigm of governance that features a more central role for shareholders in the governance and management of public companies.

8. Communications with Shareholders


As shareholders become increasingly empowered by proxy access, withhold the vote campaigns, say-on-pay policies and other reforms that give them a greater voice in governance decisions, it will be a practical necessity for directors, in appropriate circumstances and following consultation with management, to accommodate shareholder requests for meetings and other communications. Dialogue may be helpful in increasing the board's credibility, enhancing the transparency of governance decisions, alleviating the need for shareholder resolutions and proxy fights and otherwise helping the board to avoid contentious relationships with shareholders.

9. Shareholder Proposals

Activists will continue to push their agendas through shareholder proposals as part of their effort to maintain the regulatory momentum and demonstrate continued investor support and focus on corporate governance matters. Directors should consider whether shareholder proposals can be accommodated without significant difficulty or harm to the company, bearing in mind that their receptiveness to shareholder demands is being carefully monitored by activists and proxy advisors and, in this environment, could generate significant publicity.

10. Competition in the Global Market


As mentioned above, all these proposal reforms, if implemented, threat exacerbates short-termism, undercut directorial discretion, further empower institutional investors and shareholder activists, and impose unnecessary and potentially costly burdens on public companies. These proposals proceed in part from opportunistic desire to use the financial crisis as an excuse to enact an activist "wish list" of reforms.

American companies will not be able to compete in the global marketplace with companies that have the advantages of state corporatism, like those in China, if they are forced by activist shareholders to pursue short-term goals. The misguided populist attempt to blame American management and boards for the economic crisis runs the real risk of eventually reducing American business and the American economy to secondary status in the world.

III. The Role and Duties of The Board

The board has always had a dual role as a resource for and advisor of management, on the one hand, and as the monitoring representative of the shareholders on the other, regulators and activist shareholders have been tipping this balance in favor of the board's monitoring role.

This Part III outlines key board roles and responsibilities, which are in addition to the board's duties with respect to CEO succession planning, communications with shareholders, director recruitment, risk management and other functions discussed in other parts of this memorandum.

1. Tone at the top

In setting the tone at the top, transparency and communication is key: the board's vision for the corporation, including its commitment to ethics and zero tolerance for compliance failures, should be set out in the annual report and communicated effectively throughout the organization. The company's code of conduct and ethics should be incorporated into the company's strategy and operations, with appropriate supplementary training programs for employees and regular compliance assessments.

2. Monitoring Performance and Compliance


Board of directors needs to be able to perform the role both of a business and strategic advisor to management and as a monitor of management performance and compliance. To enable the board to effectively perform its monitoring functions, the board and management should together determine the information the board should receive and periodically reassess its information needs.

3. Corporate Management


The board should oversee major capital expenditures, acquisitions and divestitures, and other major initiatives undertaken as part of the company's overall strategic plan.

4. Crisis Management


Once a crisis starts to unfold, the first decision a board must make during a crisis is whether the CEO should lead the corporation through the crisis. In some cases, boards appear either to have overreacted, or to have placed matters in the hands of lawyers, accountants and other outside experts, and thereby lost control of the situation to those outsiders. Trusted and experienced advisors can be helpful in assisting the board to gather information and evaluate options, but directors should maintain control and not cede the job of crisis management to outside advisors.

IV. The Composition and Structure of The Board

1. Independence

Shareholder rights agenda over the past several years has been advocacy of boards composed almost exclusively of independent directors as well as increasingly narrow standards of independence for directors. What companies need are directors who possess sufficient character and integrity to allow them to make judgments that are unbiased by personal considerations.

Companies today must manage increasingly complex businesses and market conditions. The reality is that directors who meet today's stringent standards of independence may be relatively inexperienced in the company's business and lack real expertise and understanding of relevant industries and markets. In short, the irony is that in seeking to ensure independent directors who will hold management more accountable, the result has been to promote directors who are more wholly dependent on management to inform their views of the company and its businesses.


In the current environment, directors should be careful in the current environment to make full and complete disclosure of any relationships or transactions that could be deemed to affect independence. A practical way to deal with situations where such relationships might raise an issue as to the independence of the directors acting on a particular matter is to consider delegating that matter to a committee of directors, each of whom is free of such relationships.

2. Director Recruitment

Director recruiting is also complicated by the ever-narrowing definition of director independence as well as the threat of shareholder litigation and other public attacks on directors. The foremost criterion for director candidates is competence: boards should consist of well-qualified men and women with appropriate business and industry experience. The second most important yet often underemphasized consideration is collegiality. The nominating committee should seek to ensure that the board consists of individuals who understand and are willing to shoulder the substantial time commitment necessary for the board to effectively fulfill its responsibilities. Companies should also consider whether it would be advisable to impose term or age limits on directors.

V. Board Committees

The NYSE requires a listed company to have an audit committee, a compensation committee and a nominating and governance committee, each composed solely of independent directors. The SEC requires disclosures intended to prevent "interlocking" compensation committees between public companies as well as disclosures regarding the financial expertise of audit committee members.

The requirement that a committee be composed of only independent directors does not mean that the CEO and other executives should be excluded from all discussions or work of the committee. In addition to the core committees, boards may wish to establish additional standing committees to meet ongoing governance needs appropriate to the company's particular business or industry, such as a risk management committee (if this function is not being performed by the audit committee), a compliance committee or a committee on social responsibility. Boards may also use special committees from time to time to deal with conflict transactions or other major corporate events.

1. Board and Committee Agendas


The board and its committees should be proactive in working with senior management and the general counsel in setting their agendas for the year as well as for each board or committee meeting.

2. Audit Committee


It is the principal means by which the board monitors financial and disclosure compliance. In view of the audit committee's centrality to the board's duties of financial review, it is important for the board as a whole to receive periodic reports from the audit committee. The audit committee should get regular reports from management and the internal auditor. 

3. Risk Management Committee

The NYSE rules provide that an audit committee must "discuss guidelines and policies to govern the process by which risk assessment and management is undertaken," and accordingly in many companies the audit committee takes the lead· in overseeing the risk management function. However, the NYSE rules permit a company to create a separate committee or subcommittee to be charged with the primary risk oversight function, as long as the risk oversight processes conducted by that separate committee or subcommittee are reviewed in a general manner by the audit committee, and the audit committee continues to discuss policies with respect to risk assessment and management.

4. Nominating and Governance Committee

The nominating and governance committee should promote a formal and transparent director nomination and election process, with appropriate consideration of candidates proposed by shareholders and other constituents.

5. Compensation Committee


Compensation committees should carefully review pay policies in light of pay-for performance principles and the interaction between pay packages and risk-taking incentives, while remaining focused on the need for compensation structures that will permit the company to recruit and retain first-rate executives.

VI. Board Procedures

1. Executive Sessions


Each board should determine the frequency and agenda for these meetings, although in practice, the trend has been toward scheduling regular executive sessions at every board meeting. Executive sessions provide the opportunity for meaningful review of management performance and succession planning, and can serve as a safety valve to deal with problems.

2. Director Education


To the extent that directors lack the knowledge required for them to have a strong grasp of important issues, companies should consider the usefulness of tutorials for directors, as a supplement to board and committee meetings and in order to keep directors abreast of current industry and company-specific developments and specialized issues.

3. Charters, Codes, Guidelines and Checklists

Charters and checklists should be carefully reviewed each year to prune unnecessary items and to add items that will in fact help directors in discharging their duties. Companies need to consider more than just the U.S. anti-bribery and anti-corruption regulations and should update their global compliance programs to address international rules.

4. Confidentiality and Communications by Directors

Directors generally owe a broad legal duty of confidentiality to the corporation with respect to information they learn about the corporation in the course of their duties. Maintaining confidentiality is also essential for the protection of individual directors, since directors can be responsible for any misleading statements that are attributable to them.

5. Minutes

The minutes should reflect the discussions and the time spent on significant issues, both in the meeting and prior to the meeting, and should indicate all those who were present at the meeting and the matters for which they were present or recused.

6. Board, Committee and CEO Evaluations

The NYSE requires the board and the audit, compensation and nominating and governance committees to conduct an annual self-evaluation to determine whether they are functioning effectively. The board should seek to conduct an objective assessment, with a view to continually enhancing board effectiveness. In addition, boards should take steps that will assure constituents (including regulators) that the CEO and senior management are being properly evaluated.

7. Reliance on Advisors


While it is salutary for boards to be well advised and outside experts may be necessary to deal with a crisis, over-reliance on experts tends to reduce boardroom collegiality, distract from the board's role as strategic advisor, and call into question who is in control-the directors or their army of advisors.

8. Director Compensation

The compensation committee or the nominating and governance committee should determine or recommend to the board the form and amount of director compensation with appropriate benchmarking against peer companies.

9. Whistle-Blower Policies

Boards should ensure the establishment of an anonymous whistle-blower hotline and a well-documented policy for evaluating whistle-blower complaints, but they should also be judicious in deciding which complaints truly warrant further action.

10. Major Transactions


Board consideration of major transactions, such as acquisitions, mergers, spinoffs, investments and financings, needs to be carefully structured so that the board receives the information necessary in order to make an informed and reasoned decision.

11. Related Party Transactions


It is entirely appropriate for an informed board, on a proper record, to approve a related party transaction through its disinterested directors. The board should monitor potential conflicts of interest of management, directors, shareholders, external advisors and other service providers, including with respect to related party transactions. In addition, full disclosure of all material related-party transactions and full compliance with proxy, periodic reporting and financial footnote disclosure requirements is essential.

VII. Zone of Insolvency

Once a company is actually insolvent, creditors become the residual beneficiaries of any increase in value of the company and are also the principal constituency injured by fiduciary duty breaches that diminish this value. As a result, Delaware courts have established that creditors of an insolvent corporation have standing to bring derivative claims for fiduciary duty breaches. Unfortunately, the line between solvency and insolvency can be murky, and the solvency of a corporation can rapidly deteriorate. Both shareholders and creditors may have different views as to whether and when the solvency line has been crossed, and both may seek to litigate these views and challenge board decisions with the benefit of hindsight.

In short, directors of financially distressed companies face unique risks and complicated decisions, and such companies should seek the advice of outside financial and legal advisors with respect to, among other things, determinations of solvency, fiduciary obligations, and the legal and financial implications of turnaround strategies and capital-raising transactions.

VIII. Director Liability

1. Personal Liability of Directors


 In the Citigroup derivative action, Delaware Court dismissed the claim declaring that “oversight duties under Delaware law are not designed to subject directors, even expert directors, to personal liability for failure to predict the future and to properly evaluate business risk,". In doing so, the court reaffirmed the "extremely high burden" plaintiffs face in bringing a claim for personal director liability for a failure to monitor business risk and that a "sustained or systemic failure" to exercise oversight is needed to establish the lack of good faith that is a necessary condition to liability. The decision also drew an important distinction between oversight liability with respect to business risks and oversight liability with respect to illegal conduct, emphasizing that Delaware courts will not permit "attempts to hold director defendants personally liable for making (or allowing to be made) business decisions that, in hindsight, turned out poorly." Bad business decisions are not evidence of bad faith.


It is also important to note that courts have taken the view that a breach of duty for failure to exercise oversight would be a breach of the duty of loyalty, which is not subject to exculpation or indemnification by the company. Accordingly, a board is best advised to act well above the minimal standards established by Citigroup and Caremark.

Apart from state law fiduciary duty considerations, directors should bear in mind federal securities laws, which pose a separate threat of personal liability. The WorldCom and Enron settlements, in which directors agreed to personal payments, were federal securities law cases. Directors are liable for material misstatements in or omissions from registration statements that the company has used to sell securities unless the directors show that they exercised due diligence. To meet their due diligence obligation, directors should review and have a general understanding of the registration statements and other disclosure documents that the corporation files with the SEC.

2. Indemnification, Exculpation and D&O Coverage


All directors should be indemnified by the company to the fullest extent permitted by law, and the company should purchase a reasonable amount of D&O insurance to protect the directors against the risk of personal liability for their services to the company. Bylaws and indemnification agreements should be reviewed regularly to ensure they provide the fullest coverage available. 

In August 2009, Delaware law was amended to provide that advancement and indemnification rights under a charter or bylaw provision cannot be impaired by an amendment enacted after the occurrence of the act or omission that is subject to the proceeding for which indemnification is sought, unless the provision in effect at the time of such act or omission explicitly authorizes such impairment. The amendments effectively overturned a Delaware court decision which held that a company could amend its bylaws to eliminate a former director's right to expense advancement.

2. "The System Isn't Broken: A Legislative Parade of Horribles," dated November 2009 by Martin Lipton, David A. Katz and Laura A. McIntosh 

Members of Congress, the Department of the Treasury and the SEC all are currently engaged in putting forth corporate governance initiatives. The proposed reforms include shareholder proxy access rules, corporate governance proxy disclosure requirements, executive compensation proxy disclosure requirements, requirements as to the structure, composition and election of the board of directors, executive compensation clawbacks, say-on-pay referendums, Independence requirements for compensation committees and their outside consultants, supermajority shareholder approval of "excessive" pay, and mandatory majority voting.


The key features of the proposed regulatory and legislative initiatives are discussed below. If these proposals are adopted substantially as proposed, they are likely to have a lasting impact and further impede the ability of American public companies to compete in the global marketplace.

Shareholder Proxy Access

Earlier this year, the SEC proposed proxy access rules that would allow a shareholder or group of shareholders who have owned as little as 1 percent of a public company's shares for a one-year period to require the company to include in its proxy statement the shareholder's nominees for up to 25 percent of the entire board included in the company's proxy statement and on its proxy card, on a first-come, first-served basis. Under this proposed rule, exclusion of proposals related to elections and nominations would be permitted only in very narrowly defined circumstances. 

The SEC's proposed approach is both unwise and unnecessary. The one percent threshold is extremely low 4 and will further empower activists to manipulate the corporate process in pursuit of their own agenda. The first-come, first-served procedure will give shareholders a perverse incentive to rush to nominate directors to ensure their place in line. Moreover, the SEC proposed rule does not require a nominating shareholder to hold, or even to state a commitment to hold, stock in the company for any period of time if it succeeds in electing a nominee to the board. It would be detrimental to provide increased rights to shareholders who are free to seek short-term gain through the manipulation of board composition (and perhaps corresponding movements in stock price) without requiring such shareholders to continue to have an economic stake in the company. If the point of requiring a nominating shareholder to hold a substantial number of shares is to be sure that the shareholder has real "skin in the game," that shareholder ought to be obliged to maintain its "skin" for some period should its nominee be elected. Overall, the proposal raises issues of enormous complexity.

In April 2009, Delaware enacted legislation enabling the adoption-via board action or shareholder initiative-by Delaware companies of bylaws permitting shareholder access to company proxy materials. Delaware’s private-ordering approach enables to keep this issue in the proper realm of state law. Federalizing proxy access on a one-size-fits-all basis was a terrible idea in 2003 and again in 2007. It is no better now. The financial crisis does not provide any rationale for the federal government to overrule state corporate law statutes and private ordering that it has not even given a chance to be applied in practice.

Executive Compensation

“Clawback”: when companies have to develop and disclose a policy for reviewing any unearned bonus, incentive or equity payments that were awarded to executive officers owing to fraud, financial statements that require restatement or some other cause. This mandatory "clawback" obligation would require recovery or cancellation of such unearned payments to the extent feasible or practical.

“Say-on-pay”: mandate shareholders non-binding, advisory say-on-pay votes on executive compensation packages and “golden parachutes”.

Executive pay has long been a touchstone for debate and an easy target for populist-minded reformers. Disclosure and communication are key elements in the process of harmonizing company goals and shareholder interests. Say-on-pay legislation may have superficial appeal to certain groups, but there is no reason to believe that it would increase communication between companies and their shareholders. It is clear that say-on-pay would increase the ability of RiskMetrics (advisory group) and other proxy advisory firms to substitute their judgment for that of the board of directors in establishing compensation.

The fact is that the directors, and not the shareholders, are charged with the responsibility of determining executive compensation. In the current environment, directors would be well-advised to structure compensation that links pay with the long-term performance of the company and to avoid compensation that might encourage undue risk.  It is properly the province of the directors to determine executive compensation, and it would be a mistake for shareholders to attempt to usurp or undermine the proper functioning of the board in this critical area.

Governance Disclosure

SEC proposed a package of new proxy disclosures, generally to be effective for the 2010 proxy season, concerning a wide variety of corporate governance and compensation issues. Among other things, the proposed rules would require a description of, and justification for, a company's leadership structure. The proposed rules also would require a description in proxy statements of the board's role in risk management as well as a discussion in the Compensation Discussion & Analysis section addressing the relationship between a company's overall employee compensation policies and risk management practices and/or risk-taking incentives. These proposals, if implemented, would impose a significant burden on companies that, in our view, is not justified by any benefit.

The SEC staff is reviewing "the entire process through which proxies are distributed and votes are tabulated. This includes a review of the current system that allows beneficial owners to prevent the disclosure of their names and addresses to the companies in which they hold securities.

Conclusion


Many of these reform proposals represent misguided attempts to assert federal control over areas that have traditionally, and successfully, been governed by state law. These proposals would have the effect of increasing unhealthy pressure on companies to focus on short-term stock price results. Hedge funds and professional institutional investment managers control more than 75 percent of the shares of most major companies; in recent years, we have seen how these shareholders have demanded that companies produce unsustainable quarterly earnings results at the expense of long-term stability and growth. As one commentator succinctly put it, these large and active shareholders are not investors, they are traders. 


Inexplicably, it is these very traders that these reform proposals would empower, further promoting the influence of those shareholders who seek short-term profits at the expense of long-term investment; the result is a recipe not for recovery but for relapse.

3. "Mergers: Past, Present and Future," by Martin Lipton, January 10, 2001

The factors affecting mergers have cycles that can change dramatically with shifts in the world and domestic economy and changes in governmental policies.

Exogenous Factors Affecting Mergers: listed in alphabetic order

Accounting. The availability of pooling accounting for mergers has been a significant factor in the 1990s merger activity. Pooling avoids dilution of earnings brought about by the recognition and mandatory amortization of goodwill when a merger is accounted for as a purchase.  Now, at the beginning of 2001, the FASB is proposing that purchase accounting replace pooling but that goodwill should not be automatically written down, but instead should be subjected to a periodic impairment test. Thus, accounting will basically be a neutral factor in 2001 and the foreseeable future, neither significantly stimulating nor restraining mergers. However, the new purchase accounting will make hostile exchange offers practical for the first time in the United States and therefore might be a greater stimulant to merger activity than presently thought.

Antitrust. Government policy can promote, retard or prohibit mergers and is a major factor affecting mergers. The "big is bad" concept has been abandoned. EU has become a bit more restrictive and the U.S., with a change in administration, will be a bit less restrictive. The overall situation can be summarized: Current antitrust enforcement policies will not unduly restrain mergers in 2001.

Arbitrage. Arbitrageurs, together with hedge funds and activist institutional investors, are a major factor in merger activity. They sometimes band together to encourage a company to seek a merger and sometimes to encourage a company to make an unsolicited bid for a company with which they are dissatisfied. By accumulating large amounts of stock of a company to be acquired, they can be, and frequently are, a factor in assuring the shareholder vote necessary to approve a merger. They will continue to be a force both facilitating and promoting mergers.

Currencies. Fluctuations in currencies have an impact on cross-border mergers and current conditions in the foreign exchange markets have contributed to the slowdown in merger activity. The recent strength in the Euro has not had time to become a factor in mergers. The uncertainty as to the U.S. economy, the U.S. trade deficit and the strength of the dollar portend at best slow growth of cross-border acquisitions of U.S. companies.

Deregulation. The worldwide movement to market capitalism and privatization of state controlled companies has led to a significant increase in the number of candidates for merger. The concomitant change in attitude toward cross-border mergers has had a similar effect. Deregulation of specific industries - like financial institutions, utilities and radio and television in the U.S. - has also contributed to an increase in mergers.

Experts. The development of experts in conceiving, analyzing, valuing and executing mergers has been a significant factor. The fact that global investment banks are calling merger opportunities to the attention of all the major companies in the world is a merger stimulant. So too the availability of specialized lawyers, consultants and accountants to provide backup and support to the managements and directors of merging companies has been a merger stimulant.

Hostile Bids. With the demise of the financially motivated bust-up bids of the 1970s and 1980s, and the shift to strategic transactions, major companies have been willing to make hostile bids. In addition there has been a dramatic increase in hostile bids in Europe (Vodafone). The willingness of continental European governments to step back and let the market decide the outcome of a hostile bid has opened the door and led to a significant increase in European hostile bid activity. 

Labor. The general prosperity and full employment in the U.S. in the 1990s resulted in weakened resistance to mergers by the employees of acquired companies. As long as there is a vibrant job market, employee resistance to mergers will not be meaningful. The EU long-pending merger legislation revolves around a last-minute attempt to require company boards to consider employees as well as shareholders prior to effectuating a merger and to authorize target companies to adopt takeover defenses.

LBO Funds. The growth of LBO funds from a humble beginning in the 1970s to the mega-funds of the 1990s has been a significant factor in acquisitions. With tens of billions of dollars of equity to support leverage of two to three to one, these funds have the capability of doing major deals. 

Markets. Receptive equity and debt markets are critical factors in merger activity. Prior to mid 2000 the equity markets were very favorable for telecommunications, media and technology stocks and for five years these sectors led merger volume to new heights. This same period saw an active, growing junk bond market and ready availability of bank loans, both at attractive interest rates. With the NASDAQ down more than 50% from its early 2000 highs and many telecommunications, media and technology stocks down even more, stock mergers in these sectors are no longer readily doable and at this time there is little prospect of a return to conditions conducive to telecommunications, media and technology mergers. The junk bond market has virtually dried up and banks have tightened their lending standards. This has resulted in a reduction of cash acquisitions. Outside of the telecommunications, media and technology sectors, merger activity has been less impacted by the decline in the securities markets, but the uncertainty as to the economy, with concern that the landing will be hard rather than soft, has dampened the merger ardor of many companies. The recent actions of the Federal Reserve in twice reducing interest rates may change market psychology and stem the fall of the equity markets. If so, that restraint on mergers will be ameliorated. 

New Companies. Just as the explosive formation of new companies in the latter part of the 19th Century fueled the first and second merger waves, the recent formation of thousands of new companies in the technology areas has fueled the fifth wave and will be a major factor in merger activity in the future.

Taxes. The general worldwide reduction in capital transaction taxes has lifted a restraint on mergers. 

Autogenous Factors Affecting Mergers:

The foregoing external factors are essentially beyond the ability of companies to control, they do not explain why companies want to merge. What are the autogenous business reasons driving merger activity? Experience indicates that one or more of the following factors are present in all mergers:

Obtaining market power. Starting with the 19th Century railroad and oil mergers, a prime motivation for merger has been to gain and increase market power. Left unrestrained by government regulation it would be a natural tendency of businesses to seek monopoly power. The 19th Century Interstate Commerce Act and Sherman Antitrust Act were the governmental response to the creation of trusts to effectuate railroad and oil mergers. 

Sharing the benefits of an improved operating margin through reduction of operating costs. By improving the acquired company's operations, the acquiror creates synergies that pay for the acquisition premium and provide additional earnings for the acquiror's shareholders. Acquiring firms may reallocate or redeploy assets of the acquired firm to more efficient uses. Additionally, intra-industry consolidating acquisitions provide opportunities to reduce costs by spreading administrative overhead and eliminating redundant personnel.

Sharing the costs and benefits of eliminating excess capacity. The sharp reductions in the defense budget in the early 1990s resulted in defense contractors consolidating in order to have sufficient volume to absorb fixed costs and leave a margin of profit. Examples of an effort to reduce costs by eliminating overcapacity health care industry, oil and gas companies.

Integrating back to the source of raw material or forward to control the means of distribution. Vertical integration continues to be a motivation for a significant number of acquisitions (except for media and entertainment), and is being widely pursued as a response to the Internet. The acquisition of Time Warner by AOL is an example.

The advantage or necessity of having a more complete product line in order to be competitive. This is particularly the case for companies such as suppliers to large retail chains that prefer to deal with a limited number of vendors in order to control costs of purchasing and carrying inventory. 

The need to spread the risk of the huge cost of developing new technology. This factor is particularly significant in the aerospace/aircraft and pharmaceutical industries. 

Response to the global market. The usual and generally least risky means of increasing global market penetration is through acquisition of, or joint venture with, a local partner. Many of the most important and largest product markets for U.S. companies have become global in scope.

Response to deregulation. Banking, insurance, money management, healthcare, telecommunications, transportation and utilities are industries that have experienced mid-1990s mergers as a result of deregulation.

Concentration of management energy and focus. Recognition that a spinoff can result in market valuing separating companies more highly than the whole. The amendment to the tax law eliminating new Morris Trust spinoff/merger transactions had a dampening effect on the level of spinoff/merger activity, but spinoffs have continued as a frequently used means of focusing on core competencies.

Response to changes in technology. Rapid and dramatic technological developments have led companies to seek out acquisitions to remain competitive. 

Response to industry consolidation. When a series of consolidations takes place in an industry, there is pressure on companies to not be left out and to either be a consolidator or choose the best partner. 

The receptivity of both the equity and debt markets to large strategic transactions. When equity investors are willing to accept substantial amounts of stock issued in mergers and encourage deals by supporting the stock of the acquiror, companies will try to create value by using what they view as an overvalued currency. When debt financing for acquisitions is also readily available at attractive interest rates, companies will similarly use what they view as cheap capital to acquire desirable businesses.

Pressure by institutional shareholders to increase shareholder value. Institutional investors and other shareholder activists have had considerable success in urging (and sometimes forcing) companies to restructure or seek a merger. Boards have responded by urging management to take actions designed to maximize shareholder value, resulting in divestitures of non-core businesses and sales of entire companies in some cases. In other cases, shareholder pressure has been the impetus for growth through acquisitions designed to increase volume, expand product lines or gain entrance to new geographic areas.

Less management resistance to takeovers. The recognition by boards of directors that it is appropriate to provide incentive compensation, significant stock options and generous severance benefits has removed much of the management resistance to mergers. 

Disregard of the supposed high rate of merger failure. Most academic studies of mergers argue that a majority of mergers are not beneficial to the acquiring company. Yet companies continue to pursue mergers. The academic studies are criticized and largely ignored on the grounds that they are mostly based on comparing the stock market value of the acquiring company to that of its peers or the general index for periods subsequent to the acquisition. The obvious defect in this analysis is lack of information as to how the acquiror would have fared if the acquisition had not taken place. Personal experience confirms a substantial number of failed mergers; however, my experience does not confirm the academic studies. The overwhelming majority of negotiated strategic mergers that I have been involved in over a 45-year period were successful for the acquiring company. The same cannot be said for hostile takeovers where the culture clash usually results in management disruption that causes failure. 

Merger Waves in the United States

Historians refer to five waves of mergers in the U.S. starting in the 1890s. 

First Period -1893 to 1904: time of the major horizontal mergers creating the principal steel, telephone, oil, mining, railroad and similar giants of the basic manufacturing and transportation industries. The Panics of 1904 and 1907 and then the First World War are pointed to as the causes of the end of the first wave, which some view as continuing through and beyond 1904.

Second Period -1919 to 1929: further consolidation in the industries that were the subject of the first wave and a very significant increase in vertical integration. The major automobile manufacturers emerged in this period. The 1929 Crash and the Great Depression ended this wave.

Third Period -1955 to 1969-73: the conglomerate concept took hold of American management. The conglomerate stocks crashed in 1969-70 and the diversified companies never achieved the benefits thought to be derived from diversification.

Fourth Period -1974-80 to 1989: the merger wave, or takeover wave, of the 1980s. However, its antecedents reach back to 1974 when the first major company hostile bid was made by Morgan Stanley on behalf of Inco seeking to takeover ESE. This period was also noted for: junk bond financing and steadily increasing volume and size of LBOs;  insider trading scandals; corporate raiders; boot-strap; bust-up; hostile tender offers; poison pill in the mid 1980s. In October 1987 stock market crash. It ended in 1989-90 with the $25 billion RJR Nabisco LBO and the collapse of the junk bond market, along with the collapse of the S&Ls and the serious loan portfolio and capital problems of the commercial banks.

Fifth Period -1993 to? the era of the mega-deal, with the assumption that size matters. High stock prices have simultaneously emboldened companies and pressured them to do deals to maintain heady trading multiples. A global view of competition, in which companies often find that they must be big to compete, and a relatively restrained antitrust environment have led to once-unthinkable combinations. Most of the 1990s deals have been strategic negotiated deals and a major part have been stock deals. The buzzwords for opening of merger discussions have been, "would you be interested in discussing a merger of equals". While few if any deals are true mergers of equals, the sobriquet goes a long way to soothe the egos of the management of the acquired company. 

The year 2000 started with the announcement of the record-setting $165 billion acquisition of Time Warner by AOL. After a five-year burst of telecommunications, media and technology mergers, we experienced a dramatic slowdown, as well as all mergers. It started with the collapse of the Internet stocks at the end of the first quarter followed by the earnings and financing problems of the telecoms. 

Given these factors, it is doubtful that merger activity will be robust in 2001. The decline will not be as severe as the 1989-1992 collapse. But it will be significant. However, the fundamental factors motivating mergers continue in bad markets as well as good and I expect 2001 to be more of a pause in the fifth merger wave than its end.

5. "Sensible Motives for Mergers" and "Some Dubious Reasons for Mergers" excerpt from Brealey and Myers, Principles of Corporate Finance, 9th ed. 

- Conglomerate merger: involves unrelated lines of business. It was popular in the 1960s and 1970s, but now is not more at least in developed economies.

Reasons for a merger:


- “mirages”: overconfident management into takeover disasters (AOL acquiring Time Warner)


- economic: many mergers that seem to make economic sense fail because managers cannot handle the task of integrating two firms with different production processes, accounting methods, and corporate cultures.


-Surplus Funds: mature industries, which have a substantial amount of cash, but few investment opportunities, should distribute the surplus cash to shareholders by increasing its dividends of repurchasing stock. However, management is reluctant to adopt a policy of shrink their firm in this way.  As a result, firms with those characteristics often turn to mergers financed by cash as a way to redeploying their capital. The firms that don’t redeploy their capital in any of the ways become a target for takeover by other firms that propose to redeploy the cash for them.


-Eliminating inefficiencies: firms with unexploited opportunities to cut costs and increase sales and earnings are natural candidates for acquisitions by other firms with better management. In this case the acquisition is simply a mechanism by which a management team replaces the old one to improve management.


-Industry consolidation: industries with too many firms and too much capacity seem to have the biggest opportunities to improve efficiency. As a result triggers, this triggers a wave of mergers and acquisitions, which force companies to cut capacity and employment and release capital for reinvestment elsewhere in the economy.


-Synergies: easier to predict merger of synergies than to realize them.

Possible sources of merger synergies: possible sources of adding value


-economies of scale: are enjoyed when the average unit cost of production goes down as production increases. One way to achieve economies of scale is to spread fixed costs over a larger volume of production. It is a natural goal of horizontal mergers.


-economies of vertical integration: vertical mergers seek economies in vertical integration. Vertical merger: involves different stages of production. Expansion is toward the source of raw material or the ultimate consumer. One way to achieve this is with the merger of a supplier or a costumer, which facilitates coordination and administration. Examples: eBay’s acquisition of PayPal. Nowadays, vertical integration is not so popular. Companies are finding more efficient to outsource the provision of many services and various types of production.


- Complementary Resources: many small firms are acquired by large one that can provide the missing ingredients necessary for the small firm’s success. For instance, small firms may have a unique product but lack the engineering and sales organization required to produce and market it on a large scale. The small firm could start all that from scratch, but it may be quicker and cheaper to merge with a firm that already has ample talent.

Buyers should be aware of:


- Value of most businesses depends on human assets- managers, skilled workers, scientists, and engineers. If they are unhappy in the new firm, the best of them will leave.


- Overpaid acquisitions: buyer may overestimate the value of inventory or underestimate the cost of renovation an old plant and equipment. Should be careful with environmental liabilities, because most likely, if there is any seller’s operation or toxic waste, the costs of cleaning up will fall on the buyer. 

Some Dubious Reasons for Mergers:


-Diversification: it is obvious that diversification reduces risk. The problem is that diversification is easier and cheaper for the stockholder than it is for the corporation. There is little evidence that investors pay a premium for diversified firms. Also there is proof that corporate diversification does not increase value in perfect markets as long as investors’ diversification opportunities are unrestricted.


-Increasing Earnings per Share: The Bootstrap Game: acquisitions that offer no evident economic gain nevertheless produce several years of rising earnings per share, when the firm should be worth exactly the same together as they are apart. This is the bootstrap effect, because there is no real gain created by the merger and no increase in the two firms’ combined value. “Bootstrap” or “chair letter” game is when the firm generates earnings growth not from the capital investment or improved profitability, but from purchase of slowly growing firms with low price-earnings ratios. If this fools investors, the financial manager may be able to puff up stock price artificially. 


-Lower Finance Costs: it means not only the borrowing costs are lower for the merged firm, but also that the two firms merge, the combined company can borrow at lower interest rates than either firm could separately. After a merger each enterprise effectively guarantees the other’s debt. Because these mutual guarantees make the debt less risky, lenders demand a lower interest rate.

7. "What are Mergers Good For?" The New York Times Magazine, June 5, 2005 


Not much, unless you’re one of the bankers or executives whose compensation goes up with every deal you do.

Academic research suggests:


· -Acquisitions made during buyout booms are more likely to fail than those made in other periods.

· Repeated acquisitions provide cover for questionable accounting.

· -Acquisitions help companies that are experiencing earnings slowdowns. Mergers make wealth for executives, but the stockholders often lose.

- Corporate acquires use deals to mask deteriorating financial results at their companies and to reap outsize executive pay. The complexity of folding companies into one another makes it more difficult for investors to really know what is going on. Also, because mergers require the extensive use of estimates on matters like job cuts and asset write-offs, for example, deals represent an opportunity for management to make operating results look better than they actually are.

- Perhaps, the biggest downside to mergers is the large-scale layoffs across nation. For most executives that do the deals, it is necessary to eliminate jobs after combining the companies’ operations in order to clear the performance hurdles that investors demand.

- Mergers generate an immense wealth for executives and bankers:

· Golden parachutes: large payouts to managers at a company subject to takeover, used as a way to induce entrenched executives to consider a change in control.

· Hard for shareholders to find out managers real motivation for the deal: a good opportunity for the company or a pot of gold for managers? 

· Shareholders of companies that make a lot of acquisitions should consider whether the deals are being cooked up by executives concerned about a slowdown in growth inside their operations.

· The bigger the company the more the CEO gets (never mind how the company‘s doing). Therefore, “even mergers which reduce shareholder value can be in a manager’s private interest.”

· Usually executives receive: a hefty multiple of theirs average base pay; enhanced retirement benefits; continuation of medical and life insurance benefits; allowances for financial counseling and out placement counseling; reimbursement of all legal fees;  

· Behind the “big” numbers are stock options, which typically vest over a period of years but in a merger can be cashed immediately.

· Why more critics don’t ask about the payoffs for the executives?  One reason is that few people, beyond the executives themselves and maybe the company’s compensation committee, know how costly these pay deals are. What executives will earn under a change of control is undisclosed until the deal is struck. Just a few shareholders have objected about payouts to top executives, such as public pension funds.

11. "Not All Mergers Fail," by Martin Lipton, December 31, 2001

Reasons for a merger to fail:

1. Culture Clash. The cultures of the companies are not compatible and compete for dominance. 

2. Premium Too High. Particularly in hostile takeovers, the acquiror may pay too high a premium. While the shareholders of the acquired company, particularly if they receive cash, do well, the continuing shareholders are burdened with overpriced assets which dilute future earnings. 

3. Poor Business Fit. Technology acquisitions where the architectures did not fit are a 90's example, as are the rush in the 90's by some companies to acquire internet companies or other "new era" businesses they did not understand.

4. Management Failure to Integrate. Often the acquiror's concern with respect to preserving the culture of the acquired company results in a failure to integrate, with the acquired company continuing to operate as before and many of the expected synergies not being achieved. A well conceived plan for business integration, without disruptive culture clash, is the single most important element of a successful merger.

5. Over Leveraged. Cash acquisitions frequently result in the acquiror assuming too much debt. Future interest costs consume too great a portion of the acquired company's earnings. An even more serious problem results when the acquiror resorts to "cheaper" short-term financing and has difficulty in refunding on a long-term basis. A well thought out capital structure is critical for a successful merger.

6. Boardroom Schisms. Where mergers are structured with 50/50 board representation or substantial representation from the acquired company, care must be taken to determine the compatibility of the directors following the merger. A failure to focus on this aspect of a merger can create or exacerbate a culture clash and retard or prevent integration. 

7. Regulatory Delay. The announcement of a merger is a dislocating event for the employees and other constituents of one or both companies. However, where there is a possibility of substantial regulatory delay, there is the risk of substantial deterioration of the business as time goes on, with valuable employees and customer and supplier relationships being lost. It is necessary to include in this evaluation the relationship between the desire to limit antitrust divestitures and the costs attributable to the delay in consummating the merger.

12. "Calculating the Value-Creation Potential of a Deal," Mergers & Acquisitions, July/August 1998 

“The shareholder value approach enables management to determine whether a merger or acquisition can truly add value to the company”.


The basic aim of making acquisitions is the same for any other investment associated with a company’s overall growth strategy- to add value. While mergers and acquisitions involve a more complex set of considerations than other kinds of asset purchases, such as machinery, the economic substance of these transactions is the same. In each case, a current price is paid in anticipation of a stream of future cash flows. For the acquirer to estimate the value creating potential of an acquisition to its shareholders, it must make assessments of the stand alone value of the seller, the value of acquisition benefits, and the purchase price.

Value created by acquisition =

Value of combined company

–

Stand-alone value of buyer

+

Stand-alone value of seller


Maximum acceptable purchase price =






Stand-alone value of the seller







+






Value of acquisition synergies


Value created for buyer =






Maximum acceptable purchase price







-






Price paid for seller

As an alternative of acquisitions, firms can make internal development. However, there are several advantages of acquisitions over internal growth:

· Entry in a product market via acquisition may take weeks or months while internal development typically takes years.

· Acquiring a business with a strong market position is often less costly than a competitive battle to achieve market entry.

· Strategic assets such as brand image, distribution channels, proprietary technology, patents, trademarks, and experienced management are often difficult, if not impossible, to develop internally.

· An existing, proven business is typically less risky than developing a new one.

Corporate Self-evaluation:

It is important to emphasize that the acquiring company needs to value not only the target company but also itself. Two fundamental questions posed by a financial self-evaluation are:

 - How much is my company worth? "Most likely" estimate of the company's value based on management's detailed assessment of its prospects and plans.

- How would -its value be affected by each of several scenarios? An assessment of value based on a range of plausible scenarios that enable management to test the effect of hypothesized combinations of product market strategies and environmental forces.

Benefits of self-evaluation:


1-provides management and the board with a continuing basis for responding to tender offers or acquisition inquiries responsibly and quickly.


2-self-evaluation process might well call attention to strategic divestment or other restructuring opportunities.


3- Financial self-evaluation offers acquisition-minded companies a basis for assessing the comparative advantages of a cash versus an exchange-of-shares offer.


Determining whether mergers and acquisitions create shareholder value is challenging. This is true because the more successful the post merger integration the more difficult it is to measure the value added by the merger. Moreover, other investments and strategic events are likely to overtake and mask the effects of the merger. Thus, an acquirer's post acquisition shareholder return performance cannot be confidently attributed to past acquisitions.

As a consequence, most empirical studies conducted by financial economists focus on the stock market response a few days before and after the announcement date of the merger. The research window is short, the measured price response, like the market itself, is based on long-term expectations.

In brief, the immediate price reaction is the market's best guess about the long-term implications of the transaction. Should the market err in its assessment of the likely consequences of the merger, the resulting mispricing would offer market participants trading opportunities that would move market prices to a more reasonable level. 


The acquisition price invariably includes a premium over the market value of the selling company. If the buying company is going to create value for its shareholders, the acquisition price must be no greater than the stand-alone value of the selling company plus the value created by acquisition synergies.

Acquisition price = Stand-alone value of seller  +  Value of synergies

Premium paid = Value of synergies

To create value, the present value of synergies must be greater than the premium paid. The premium is an advance payment on a speculative synergy bet. It is a concept desperately searching for successful execution. The greater the premium percentage is, and the greater the selling company's stand-alone value relative to the buying company's is, the more vulnerable the buying shareholders are.


In brief, even if a merger creates value it may not be value-creating for the acquirer if the premium paid exceeds the value added In this circumstance all the value created is captured by the selling shareholders.


In order to minimize the risk of buying an economically unattractive business or over paying, manager should use market signal analysis in conjunction with standard acquisition analysis. For example, if within the announcement of the deal the market value declines in an amount superior than the premium paid, the market is signaling that did not believe the deal would be able to generate synergies to recoup the premium paid over the seller’s premerger stand-alone value. 

Using stocks v. cash:

- Use of stocks is higher when company’s shares are overvalued. 


- The use of undervalued stocks makes the acquisition more expensive.


-If management incorrectly values the purchase price at the undervalued market price, the company is likely to overpay for the acquisition or, even worse, earn less than the minimum acceptable rate of return.

Market premium:


The market premium paid by the acquirer represents an immediate gain for the seller.  Acquisition premiums are a two-sided coin. Paying a large premium often leads to a decrease in the buyer's value. On the other hand, when the target company rejects a large premium, selling shareholders may be foreclosed from realizing substantial gains. Therefore, acquisition premiums are a critical issue to the board of directors of both acquirers and targets.



In 1989, Time announced a 14 billion stock offer for Warner Communications, which required no approval from Time shareholders. Later that year, Paramount Communications bid for Time, Time’s board rejected an attractive cash bid. Why? The board believed that Paramount presented a threat to the retention of the "Time culture" and that a combination with Warner offered better long-term returns to shareholders. Time's financial advisers projected that Time-Warner stock would be valued at $208 to $402 per share by 1993.  The market was certainly not convinced and shares were trading at $109. Time-Warner shares traded in the range of $109 to $187 (adjusted for the four-for one stock split in 1992) during 1993, well below the projections made by Time's financial advisers.


Therefore, Target companies that initially resist takeovers as a means of inviting higher bids are, of course, acting in the best interests of their shareholders. Companies with poison pills and other antitakeover provisions can use them as bargaining tools to extract a better price. Today's boards of directors are much less likely to follow the route of the Time board and deny shareholders the opportunity to cash in on generous premiums. Nonetheless, the urge to remain independent, even at a substantial cost to shareholders, is still alive.

13. "The Q-ratio: Fuel for the Merger Mania," BusinessWeek, August 24, 1981

Developed in the early 1960s by Yale University economist James Tobin, "Q" is the economists' way of explaining the level of stock market prices affect capital spending--and thus the overall economy. 

Q-ratio: relates the market value of a company's physical assets to the cost of replacing those assets. 

Q-ratio > 1  
-stock market values a dollar of company's assets at more than a dollar. 

-if stock prices are high, corporations have the incentive to invest in new plant and equipment because the market values each investment dollar at more than a dollar.

Q-ratio < 1
-assets are being valued at less than dollar for dollar.

- if stock prices are low, companies are not inclined to invest much because "the markets are saying that each dollar plowed back into the company is worth less than a dollar in the revenue returns that it can generate. The market's message is that the company would be better off buying financial assets such as Treasury bills or distributing profits to its stockholders.

- Effect of low Q: makes it much cheaper for companies to merge or to acquire the Physical assets of other companies rather than make new capital investments·. Thus, the current merger boom, say economists, is largely the result of the unprecedented low value of Q.

Companies often claim that the price of their stock—and thus Q—in no way affects investment decisions, and for some companies this may indeed be true. But the evidence indicates that for most companies, investment and the level of Q march arm in arm. 

· TAB 4: M&A Theory and Motives – Who does Deals, and Why?

· Reasons for the Merger: Current and Recent Transactions

· Alcatel/Lucent (2006)

· The Wall Street Journal

· Merger of equals? Maybe not. 

· Alcatel’s stock-market value is higher than Lucent’s ($21B v. $14B)

· Lucent’s operating income is more richly valued. 

· Alcatel looks more like and acquirer than a merger partner.

· The Washington Post

· Alcatel/Lucent deal may face scrutiny from the government on security or antitrust grounds.

· However, Alcatel is already working for the US government and Lucent has provided them with telecommunications equipment for years. Therefore, the risk the merger poses to the federal government is minimal.

· In 1996, AT&T span-off its research arm Lucent and its legendary research arm, Bells Lab, went with Lucent. It had done a lot of work for the government, specially during the cold war. 

· The Deal.com

· On paper the deal looks like a merger

· Lucent shareholders will receive a very small premium over market price.

· Surviving entity will be based and trade in Paris

· Lucent’s CEO will lead telecommunications equipment and Alcatel’s chief will take non-executive chairmanship.

· 14 members board will be half Alcatel, half Lucent

· No such thing as a merger of equals.

· The deal seems slanted in Alcatel’s favor. 60% of combined group’s shareholders will be Alcatel’s.

· Probable that Lucent’s shareholder will migrate to other US trades companies.

· Calling it a merger of equals stops Alcatel from having to pay a control premium for Lucent’s shares.

· May turn out to be a fiasco – like the Daimler-Chrysler deal.

· Financial Times

·  Merger will create one of the biggest telecom equipment suppliers, with market value of around $30B.

· Deal favors Lucent.

· The Wall Street Journal

· Even at bargain price, Lucent seems too costly to Alcatel

· Lucent’s shareholders are getting 39% of new company, but will likely contribute less than 39% to the new company’s income and sales.

· Lucent’s CFO says value of the deal is based on long term expectations, not short term ones, where they acknowledge Lucent’s contribution is not so high. 

· Both companies expect to cut costs with the deal.

· The Wall Street Journal Online

· Making the merger a success depends highly on cutting $1.87B in annual costs by 2009. Accomplish it by cutting products and firing 9000 employees. 

· Challenge to achieve transition from current & phased out equipment to new equipment. Also, get rid of products and make clients get the new ones. 

· Challenge to achieve job cuts without protests from French labor unions

· Proxy Statement

· Background of the Merger

· Reason of the merger: further strategic objectives of Alcatel and Lucent.

· Alcatel’s reasons for the merger

· Strategic Considerations

· Create a leader in the industry

· Increase the scope and global scale of the company

· Create one of the larger R&D capabilities on communications

· Combine skills of great business leaders

· Geographical expansion

· Financial Considerations

· Annual cost savings and expense synergies of$1.7B achievable in three years

· Positive impact on the new company’s adjusted earnings per share

· Synergies that will enhance opportunities for future growth

· Other transaction considerations

· Financial and business information

· Alcatel’s assessment that it can efficiently integrate Lucent’s managers and employees

· BoD composed equally of Lucent and Alcatel people

· Executive offices in France

· Opinion of Alcatel’s financial advisor

· Fixed exchange ratio

· Terms of the agreement that create strong incentive for Lucent to complete the deal

· Risks

· Integrating costs may be grater and synergy benefits lower

· Regulatory agencies not approving the merger or imposing costly terms and conditions

· Lucent’s post-retirement benefits may be greater than anticipated

· URS/Washington Group (2007)

· Daily Deal
· Construction company URS to buy smaller peer Washington Group for $2.6B

· Create 4th engineering company in US

· 55% consideration in cash and 45% in stock – nearly $80 per share

· 14% premium over market price of WG’s shares

· URS expects to reduce around $50M pre-tax costs 

· Wells Fargo & Co and Morgan & Stanley provide debt financing for the cash consideration

· San Francisco Business Times

· WG postponed shareholder’s vote to find increasing support for the sell – to date transaction has insufficient votes for approval

· WG’s BoD recommended the deal but large shareholder’s think consideration undervalues value of stock

· Stock was trading above offered price ( $97 v $90 (  shareholders expect rival deal will emerge or offer will increase

· Daily Deal 

· URS raised consideration for WG by 8.5% - now worth nearly $97.89 per share

· Shareholders can elect to receive all cash, all stock or a combination

· Transaction unanimously approved by shareholders of both companies

· After the deal, WG’s shareholders will own around 35% of URS

· The Idaho Statesman

· Deal worth around $96.5 per share

· WG’s chairman Denis Washington will exercise his options to buy WG’s stock and vote them to win approval for the deal, if the deal is at risk of being voted down

· If Washington exercises his option, he will own 10% of WG’s stock, the same the Hedge Fund which opposed the deal owns - Greenlight Capital.

· The price of the option is of around $33 per share. Washington would have to come with around $100M and would receive after the deal around $300M

· Any way, terms of the deal establish that all options are exercised automatically when deal closes

· Factiva from Dow Jones

· 53% of WG’s shares voted on favor of the deal, ending the battle

· Greenlight held support to the deal until the last day

· Associated press

· WG’s CFO said deal will create around 55,000 jobs and $8B in annual revenues

· Proxy Statement

· Background

· URS increase competitive position and diversification strategy

· URS’s clients demand single source vendor and URS lacked construction and procurement capabilities

· Recommendation of URS BoD and Reasons for the Merger

· Strengthen strategic position - Offer customers a single source vendor hat could offer lifecycle of planning, engineering, construction and operation and maintenance services

· Operating efficiencies and synergies – complimentary nature of the businesses

· Position of long term growth – accelerate future revenue and earning growth

· Strategic alternatives 

· Integration of WG – operations of WG could efficiently be integrated to URS’s

· Opinion of financial advisor

· Terms of the Merger Agreement

· Fixed exchange ratio

· No solicitation; termination fee

· Conditions to consummation – likelihood of obtaining all required approvals

· Tax treatment – stock portion of the deal not subject to income tax

· Financing -  URS’s ability to obtain necessary financing and refinancing

· Risks include

· Incremental debt might reduce competitive position 

· Financing obtained less favorable than expected

· Not realize the expected benefits from the merger

· Not complete the merger because of lack of approvals

· Potential loss of customer relationships

· Inability to retain key management

· Recommendation of WG - Reasons for the Merger include

· Enhance WG’s role as engineering and construction leader

· Strategic benefits – complimentary nature of the business plus cost savings

· Expectation to keep management that will run the WG division independently, minimizing impact on employees and customers

· Expectation that merger would increase future revenue and earnings growth – based upon analysis of financial advisors and in-house

· Financial terms of the merger

· Terms of the merger agreement and assumption of certain risks by URS

· Among the reasons to accept the merger after consideration offered was increase was the fact that no other proposal was received by any third party. Also, possibility to choose how to receive the consideration – stock or cash.

· HCA/KKR (2006)

· The Wall Street Journal (July 19, 2006)
· HCA was negotiating one of the largest leveraged buyouts in history
· Bidder was a group that included Bain, KKR, Merrill Lynch and Senator’s Frist’s family
· Expected that the deal will fall apart because HCA’s level of debt ($11B) does not allow bidders to offer a high enough price. Difference btw offered and requested price 10%
· Brakingviews.com

· The HCA leverage buyout is not so big as KKR’s leveraged acquisition RJR Nabisco

· RJR deal  would be worth in 2006 dollars $49B, twice as much as the HCA deal

· RJR acquisition funded with only 19% equity, while HCA is expected to be funded with 26% equity

· RJR took 63% of KKR’s funds, while HCA will only represent 10%

· The Wall Street Journal (July 25, 2006)

· $21B buyout of HCA; Merrill Lynch to invest $1B

· ML also advising the consortium and playing a leading role in raising the $15B needed

· Companies have objected to banks, from who they seek financial advise and funds, act as acquirers is the M&A market

· ML longtime role as advisor to HCA is a potential conflict to his participation in the buyout

· News & Insights

· The most amazing thing of the deal is not its size, but the fact that the bidders have put so much at stake in things that are out of their control

· To make the deal work, owners would have to bring HCA public again in 5 years at 8 times 2011 EBITDA. EBITDA would have to increase 5% per year

· They need to increase earning or decrease costs. Bottom line is that they need more patients to increase revenues. That is the bet: more patients will come. However, you don’t know that. Last year number of patients decreased

· The Wall Street Journal (July 25, 2006)

· In 1989, HCA went private through a $5B buyout. It generated enough cash flows, paid debt and cut costs to go public again three years after.

· The new buyout of HCA is based not in cutting costs, but in growth – growth management buyout. How are they going to create value if

· Future of insurance is an important concern for the growth of HCA – Lots of uninsured people in the States where the hospitals are

· HCA will assume up to $15B in debt

· Frost says debt-equity ratio has to be changed

· The Wall Street Journal (July 2008)

· HCA’s 2006 deal was one of the largest in history with $21.3B buyout plus assumption of $11.7B debt

· Industry is challenged – high number of insured people is serious

· Following is an interview about how it is to run a private company with so much debt (instead of a public company), how to cut costs in a mature company, uninsured people and how much it has cost the hospital to take care of them, the need of a federal health reform and the role of HCA in major disasters.

· Proxy Statement

· Background

· HCA regularly reviews and evaluates business strategies and strategic alternatives to enhance shareholder value

· 2006 ( asked Merrill Lynch, its financial advisor, to review strategic alternatives, including potential acquisitions. Merrill Lynch said a LBO could be possible

· Following advise of Merrill Lynch, management contacted KKR and Bain to discuss a potential LBO with the participation of management. Merrill Lynch introduced management to Merill Lynch Global Private Equity, which also became part of the sponsors

· Reasons for the merger – HCA’s Special Committee

· Belief than the merger was more favorable to the unaffiliated shareholders than remaining a stand-alone, independent company, in light of the company’s business and financial condition

· Belief that merger was more valuable than other alternatives, due to the rewards and risks of such potential alternatives

· Belief that $51 per share was in the high range of price payable for the company given the company’s trend and decrease in its stock price

· The fact that the merger is for cash, which allows the shareholders to immediate realize a fair value

· Risks and negative factors

· Cost for the company if the merger does not close

· Shareholders will not longer participate in potential growth of the company

· Merger is for cash and therefore taxable for the shareholders 

· Fact that the merger is with a shell company with no assets and HCA’s only remedy for a breach is the termination fee of $500M

· Reasons for the merger – BOD

· Financial presentation of Credit Suisse and Morgan Stanley

· Unanimous recommendation and analysis of the special committee

TAB 5: Cross-Border M&A -Checklist for  Successful Acquisitions in the US.
Following is our checklist of important issues that should be considered in advance of any acquisition or strategic investment in the US. each cross-border deal is different, and implementation of the checklist will depend on the facts.
•      Political and Regulatory Considerations.  Requires a comprehensive analysis  of the US.  political and regulatory  implications well  in advance of any acquisition proposal. Require  sophisticated advance planning.   In addition to  securities  and antitrust regulations,  acquisitions  in sen-sitive industries may be subject to  CFIUS  review  (discussed below),  and acquisitions  inregulated  industries  (e.g.,  energy, public utilities,  gaming,  insurance,  telecommunicationsand media,  financial  institutions,  and  defense  contracting) may be  subject to  an additionallayer of approvals.   
• CFIUS. Under U.S. federal law, the Committee on Foreign Investment in the United States (CFIUS) - a multi-agency governmental body - has discretion to review transactions in which foreign acquirors could obtain "control" of a U.S. business or in which a foreign acquiror invests in U.S. infrastructure, technology or energy assets. Three useful rules of thumb in dealing with CFIUS are:
~ first, make a voluntary filing with CFIUS if the likelihood of an investigation is reasonably high or if competing bidders are likely to take advantage of the uncertainty of a potential investigation;
~ second, suggest methods of mitigation early in the review process in order to help shape any remedial measures and avoid delay or potential disapproval; and
· third, that it is often a mistake to make a CFIUS filing naked, without advance discussions with U.S. Treasury officials and other relevant parties. 

• Distressed Acquisitions. This is particularly important in the U.S., where bankruptcy M&A is a more fully-developed specialty, with its own well-developed sub-culture of distressed-sophisticated investors, lawyers and financial advisors. When evaluating a distressed target, acquirors should consider the full toolbox that may be available, including acquisition of the target's fulcrum debt securities that are expected to become the equity through an out of court restructuring or plan of reorganization, acting as a plan investor or sponsor in connection with a plan, backstopping a plan-related rights offering, or participating as a bidder in a court supervised "Section 363" auction process, among others. Acquirers also need to understand the differing of the various constituencies, including bank lenders, bondholders, distressed focused hedge funds and holders of structured debt securities and credit default protection.
	
	

	
	

	•
	Transaction  Structures.   Acquirors  should be willing to  consider a variety of potential

	
	transaction  structures,  especially in sensitive deals.  

	
	Including  no-governance and  low-governance  investments,  minority positions, joint ventures, 

	
	Use  of preferred securities  (rather than plain common) or structured

	
	debt  securities  should also be considered.

	•
	Financing.   Ongoing tightness  in the credit markets has  increased scrutiny on the  financ-

	
	ing aspects  of transactions.   Important questions  to  consider include:

	
	-how  committed the  financing  is;

	
	-which  lenders  have the best understanding of the  target's business;  

whether to  explore alternative, non traditional financing sources and structures.

	
	-how comfortable will the target be with the terms.

-under US.  law,  unlike the laws  of some other countries,  foreign  acquirors  are not

	
	prohibited from borrowing from  U.S.  lenders,  and they generally may use  the  assets  of

	
	US.  targets  as  collateral.


· Acquisition Currency. While cash remains the predominant in cross-border deals, non-US. acquirors should think creatively about potential avenues for offering U.S. target shareholders a security that allows them to participate in the resulting global enterprise. For example, publicly listed acquirors may consider offering existing common stock or depositary receipts (e.g., ADRs) or en-tering into dual-listing arrangements. When target shareholders will obtain a continuing interest in a surviving corporation that had not already been publicly listed in the U.S., expect heightened focus on the corporate governance and  structural arrangements of the non-US. acquiror, including as to the presence of any controlling or large shareholders, and heightened scrutiny placed on any de facto controllers or promoters. 
· Collaboration. If possible, relationships with the target company's management and other local forces should be established well in advance so that political and other concerns can be addressed together, and be able to deal with regulators together later.
Sound,  Sophisticated M&A  Practice. 
Successful execution is more art than science,  and early involvement by  experienced U.S.  advisors  will be important.   Understanding when to respect  and when to  challenge -   a target's sale "process"  is critical.   Knowing how and awhat price level to enter the  discussions may make or break a proposal. In  sensitive transactions,  hostile maneuvers may be imprudent;  in other cases, unsolicited pressure might be the only way to  make something happen. Permissibledeal protection structures, pricing requirements  and defensive measures available  to U.S. targets  also  may differ from what the non-U.S. Sensitivity must also be given to  the  distinct contours  of the target board's  fiduciary duties  and decision making obligations under U.S.  law.

•      Litigation.   Sophisticated counsel can usually predict the  likely range  of settle-

ment costs,  which should be viewed as a  cost of the deal.   In all cases, the acquirors'
shareholders  and domestic reporters and watchdogs  should be conditioned in advance to
expect litigation and not to view it as a sign of trouble.
· Tax Considerations. structure with a view toward withholding tax requirements and should consider the possibility of utilizing a subsidiary located in a country that has a favorable tax treaty network or other tax attributes that will minimize the taxes imposed on the dividends as they cross borders. The relative proportions  of debt and equity will be  important from  a tax perspective,  aswill obtaining U.S.  interest deductions  on acquisition indebtedness. Tax-free (stock-for-stock)  acquisitions.
•      Disclosure  Obligations.  keeping in mind the variousownership thresholds  that trigger mandatory disclosure on a Schedule  13D under the  securities  laws and under regulatory agency rules. While the  Hart-Scott-Rodino Antitrust Improvements Act does not require

disclosure to  the  general public, the Hart-Scott rules  do  require disclosure to  the target's
management before relatively low ownership thresholds can be crossed. 

•      Understanding the Market.   Few U.S.  public companies have one or more  controlling
shareholders, a  circumstance which renders  shareholder approval. Understanding in advance the roles  of arbitrageurs,  hedge  funds,  institutional investors, private equity funds,  proxy voting advisors  and other important market players and their likely views  can be pivotal to the  success or failure  of the  contemplated transaction.

•      Integration Planning.   One ofthe reasons  deals  sometimes fail  is poor post-acquisition
integration,  particularly in cross-border deals where multiple cultures. Be  involved in the  early stages  of the  deal. However, cannot occur prior to  the time most regulatory approvals  are obtained.

•      Corporate  Governance and Securities Law. Troublesome  for  non-U.S.  acquirors who  will be  issuing securities that will become publicly traded in the U.S.  as  a  result of an acquisition.   SEC  rules,  the  Sarbanes-Oxley Act and  stock exchange requirements. Rules  relating to  director independence,  internal control reports  and loans to  officers and directors. This may apply to non-US companies with US security holders.

•      Antitrust Issues.   To the  extent that a non-U.S.  acquiror directly or indirectly competes  or
holds  an  interest in a company that  competes in the  same industry as  the target company,
antitrust concerns  may arise  either at the  federal or state levels.
•      Due Diligence.   Wholesale  application  of the  acquiror's  domestic  due  diligence  standards
to the target's jurisdiction can cause  delay,  waste time  and resources,  or result in missing
a problem.   Due  diligence methods  must take  account of the target jurisdiction's legal re-
gime  and,  particularly important in  a  competitive  auction  situation. Making due diligence requests  that appear to  the  target as particularly unusual or unreasonable  (not uncommon in  cross-border deals)  can easily cause a bidder to  lose  credibility.Similarly, missing a significant local issue for lack oflocal knowledge can be highly problematic.

TAB 6: Doing the Deal Part I: M&A Mechanics
Klung & Nugent “The Basics: Acquisition Methods and an Overview of the Process”

· Acquisitions methods

· Three methods – see pp. 20-27 schemes

· Stock Purchase

· Asset Purchase

· Merger

· Merger

· Direct merger

· Three Party Merger

· Three Party Merger

· Forward subsidiary merger – Rather than merging into P, T merges into S, a wholly-owned subsidiary of P. As a result S –not P- has assumed the assets and liabilities of T.

· Reverse subsidiary merger – S merges into T. As a result, T becomes a wholly owned subsidiary of P.

· Binding Shares Exchange

· Shares of T are exchanged for cash, stock, or securities of P, and P acquires all the shares of T formerly owned by its shareholders. Essentially is a share purchase. 

· Short form merger

· Merger where T is entirely, or almost entirely, owned by P. 

· Eliminate interest of remaining minority shareholders by converting their stock into cash, securities of P or securities (not stock) of T

· Merger can be carried out without approval of BoD or shareholders of T or P (generally – vary State to State)

· Requires approval of BoD of P

· Can be used in conjunction of fwd or reverse subsidiary merger

· Reverse acquisition – T acquires P

· Shares of P will be converted into a majority of shares of T

· Asset transactions, subsidiary mergers and stock purchases can also be reversed

· Merger of equals

· Target repurchase

· Acquisition of stock (either from a large shareholder or new issued shares directly from target) followed by a repurchase of all outstanding shares by T

· Acquisition of a division

· Issues to be considered

· See p. 18-19

· Acquisition Process

· Negotiation on price and terms – Letter of intent

· BoA approval and execution of agreement

· Pre-closing period

· Closing

· Post closing

· Deferred or simultaneous closing – signing and closing at same time – not always possible

· The acquisition agreement

· Structure of normal acquisition agreement – R&W, consideration, etc.

TAB 7: TRANSACTION MECHANICS AND FORMS
I.
Sale of Assets
· Parties 

Purchaser :If Purchaser is an acquisition vehicle (a shell subsidiary established for the purpose of carrying out the acquisition), Purchaser's parent may also be party to transaction.

2. Seller 

B. Mechanics: Seller sells  assets to Purchaser. Purchaser transfers consideration to  Seller. Continuity of Parties :Each corporation continues to exist. If Seller is selling all or substantially all of its assets, Seller may liquidate at or shortly following closing. 

C. Board Approval 

1. Seller --  required unless transaction immaterial. 

2. Purchaser -- required unless  transaction immaterial. 

D. Shareholder Approval 
1. Seller --  generally required if: a) Seller's state of incorporation follows de facto merger doctrine (Delaware follows independent legal significance doctrine instead) or b)Seller sells substantially all assets.  Q!!m: What is "substantially all"? 

1. Quantitative test -- proportion of: Assets  sold to  total  assets  or Revenue produced by assets  sold to total revenue 
11. Qualitative test -- fundamental  change in business 
2. Purchaser -- generally not required unless Purchaser issues stock sufficient to in-crease outstanding shares by 20%, in which case, NYSE, AMEX and NASD rules generally require shareholder approval. 

F. Governmental approvals/third party consents  --  generally required 
G. Appraisal rights for Seller's shareholders -- none in Delaware; in other states appraisal rights generally exist if shareholder approval is required (varies from state to state). 

II.
Sale of Stock
A. Parties 
1. Purchaser :If Purchaser is  acquisition vehicle,  parent of Purchaser may  also be party to  transaction.

2. Seller(s) 

3. Purchased Company 

B. Mechanics  of Transaction(s) :Seller(s)  sell(s)  stock of purchased company to Purchaser. Purchaser transfers  consideration to  Seller(s). May be by tender offer or negotiated block sale(s); if by tender offer, will gener-ally be followed up with a "back-end" or "freeze-out" merger. Continuity of Parties :Each corporation continues to exist. Acquiror now owns purchased company as a subsidi-ary, and may subsequently merge purchased company into acquiror or another subsidiary.

D. Board Approval 

1. Seller (if corporation)  -- treat  as  asset sale by Seller. 

2. Purchaser -- required if material to  Purchaser. 

3. Purchased company --  will  not be required if Purchaser does not  seek any  agree- 

ment with or action by purchased company. In stock sale, Purchaser will often seek, e.g., representations, indemnities and/or agreements from the purchased company, in which case board approval from the purchased company will be re-quired. For public companies with rights plans or "shark repellants," board action may be necessary to permit stock sale to proceed. 

E. Shareholder Approval 

2. Seller (if corporation)  -- treat as  asset sale by Seller. 
2. Purchaser -- generally not required unless Purchaser issues sufficient stock as consideration to increase outstanding shares by 20%, in which case, NYSE, AMEX and NASD rules generally require shareholder approval. 

3. Purchased company -- shareholders of purchased company are by definition agreeing to sell their shares in the stock sale; no additional shareholder vote is generally required unless so provided in charter, bylaws or agreement. 

F. Governmental approvals and third party consents --generally not required but many ex-ceptions, particularly in regulated industries; depends on the circumstances and provisions of agreement. 

G. Appraisal rights for Seller's shareholders -- will generally be required if shareholder approval required (varies from state to state). 

Merger
A. Parties to Transaction :At least two constituent corporations. 

B. Mechanics of Transaction :One constituent corporation merges into the other. Shareholders of merged or disappearing corporation receive consideration; generally, shareholders will be required to tender the certificates formerly representing merged corporation stock in order to receive consideration. Continuity of Parties: One constituent corporation survives, one merges into the other (and ends its separate corporate existence). 

C. Board approval required for both corporations. E. Shareholder Approval 

1. Surviving corporation -- generally required unless certain tests specified by state corporation law are met; under Delaware law: 

a. Surviving corporation does not issue stock as consideration sufficient to increase outstanding shares by 20% and 

b. Does  not alter terms  of outstanding stock. 

2. Merged or disappearing corporation -- requires approval. F.Governmental approvals and third party consents -- varies

1. Many contracts, licenses, etc.,  are silent and are implicitly transferable 
2. Others require consent 

G. Appraisal rights for shareholders -- generally exist if shareholder approval required (var-ies from state to state). Many states provide a "market exception" where merged corpora-tion is publicly traded and its shareholders receive publicly traded stock in merger. 

Consolidation (rarely used)
A. Parties to Transaction :At least two constituent corporations. 
B. Mechanics of Transaction 

1. Constituent corporations consolidate into a new entity. 
2. Shareholders of both constituent corporations receive consideration from new en-tity. 

C. Continuity of Parties :Each constituent corporation disappears,  new entity created. 
D. Board and shareholder approval; appraisal rights; approvals and consents -- generally same as for merger. 

TYPES OF CONSIDERATION: a)Cash b)Securities of Purchaser or affiliate  (such as parent) of Purchaser . Equity securities: a. Common stock (voting rights may vary) b. Preferred stock 
Debt securities a.Senior or subordinated b.May be convertible into equity c.May be redeemable and/or exchangeable d.Secured or unsecured. Other property purchaser.

TAB 10

Note: This reading is a whole statute. I have selected the parts that are important taking into account what we have seen in class. Also I tried to sumarize the parts selected to make them sorter. 

DELAWARE CODE ANNOTATED
§  251 MERGER OR CONSOLIDATION OF DOMESTIC  CORPORATIONS AND
LIMITED LIABILITY COMPANY.
(a) Any 2 or more corporations can merge, consolidate fpursuant to an agreement of merger in accordance with this section.

(b) The board of directors  shall adopt a resoltution to approve the agreement of merger.The agreement shall state: (l) The terms of the merger; (2) the mode of carrying the same into effect; (3) the certifiate of incorporation (4) in the case of a consolidation, that the certificate of incorporation of the resulting corporation shall be as is set forth in an attachment to the agreement; (5) the manner of converting the shares of the target to the acquiror, the cash recived, property, rights or other securities,which the holders of such shares are to receive in exchange of their shares and (6) a provision including the terms of payment. Any of the terms of the agreement of merger or consolidation may be made dependent upon facts ascertainable outside of such agreement. 
(c) The agreement shall be submitted to the stockholders of each constituent corporation at an annual or special meeting for the purpose of acting on the agreement. Due notice and a copy of the agreement or a summary of the directors advice shall be mailed to each holder of stock at least 20 days prior to the date of the meeting. At the meeting, the agreement shall be considered and a vote taken for its adoption or rejection. 
In lieu of filing the agreement of merger or consolidation, the surviving corporation may file a certificate of merger, which states:
· The name and state of incorporation of each of the constituent corporations; 

· That  an  agreement  of  merger  or  consolidation  has  been  approved,  adopted, executed and acknowledged by each of the constituent corporations in accordance with this section;

· The name  of the surviving or resulting corporation; 

· Amendments  or  changes  in  the  certificate  of incorporation of the surviving corporation, or a statement saying that no changes are desired…. 
· Among others.
(d) Any agreement may contain a provision that allows the board of directors to terminate the agreement before filing with the Secretary of State notwithstanding approval of the agreement by the stockholders. If the agreement is terminated after the filing but before the agreement has become effective, a certificate of termination or merger or consolidation shall be filed. Any agreement may be amended before filing. (there are some execptions to amendments)

(f) This section states the situations where no vote of stock holders of a surviving corporaiton shall be necessary to authorize a merger: if the agreement does not amend the certificate of invorporation, if each share of stock is exchanged for an identical share of the surviving corporation, or the issuance of shares do not exceed 20% of the oustanding number of shares among others.

(g) This section specifies when no vote of stockholders of a constituent corporation shall be necessary to authorize a merger with or into a single direct or indirect wholly-owned subsidiary of such constituent corporation. 

§ 252 MERGER OR CONSOLIDATION OF DOMESTIC AND FOREIGN
CORPORATIONS; SERVICE OF PROCESS UPON SURVIVING OR RESULTING CORPORATION.
(a) Any 1 or more corporations of this State may merge or consolidate with 1 or more other corporations of any other state or states of the United States, or of the District of Columbia as long as the laws or the other jurisdiction of the other state permit it. 
(b) The agreement shall state the same as in the domestic merger requirements plus others required by the law of the other state or states.
In lieu of filing the agreement of merger or consolidation, the surviving or resulting corporation may file a certificate of merger or consolidation, and this shall state the same as in a domestic merger: the name, amendments to the certificate of incorporation…
(d) If the corporation surviving or resulting from the merger or consolidation is to be governed by the laws of the District of Columbia or any state or jurisdiction other than this State, it shall agree that it may be served with process in this State in any proceeding for enforcement of any obligation of any constituent corporation of this State, including any suit or other proceeding to enforce the right of any stockholders as determined in appraisal proceedings.

§ 253 MERGER OF PARENT CORPORATION AND SUBSIDIARY OR
SUBSIDIARIES.
(a) In any case in which at least 90% of the outstanding shares of each class of the stock of a corporation, would be entitled to vote on such merger. In case the parent corporation shall not own all the outstanding stock of all the subsidiary corporations, a resolution of the board of directors of the parent corporation shall state the terms and conditions of the merger, including the securities, cash, property, or rights to be issued, paid, delivered or granted by the surviving corporation upon surrender of each share of the subsidiary corporation or corporations not owned by the parent corporation, or the cancellation of some or all of such shares. If the parent corporation be not the surviving corporation, the resolution shall include provision for the pro rata issuance of stock of the surviving corporation to the holders of the stock of the parent corporation and shall state that the proposed merger has been approved by a majority of the outstanding stock of the parent corporation entitled to vote thereon at a meeting duly called and held after 20 days' notice of the purpose of the meeting mailed to each such stockholder. 
(d) In the event all of the stock of a subsidiary Delaware corporation party to a merger effected under this section is not owned by the parent corporation immediately prior to the merger, the stockholders of the subsidiary Delaware corporation party to the merger shall have appraisal rights as set forth in §262 of this title.
§ 262 APPRAISAL RIGHTS.
· Any stockholder of a corporation of this State who holds shares of stock, who has neither voted in favor of the merger or consolidation nor consented thereto in writing shall be entitled to an appraisal by the Court of Chancery of the fair value of the stockholder's shares of stock.
· In the event all of the stock of a subsidiary Delaware corporation party to a merger effected under §253 of this title is not owned by the parent corporation immediately prior to the merger, appraisal rights shall be available for the shares of the subsidiary Delaware corporation
· Any corporation may provide in its certificate of incorporation that appraisal rights under this section shall be available for the shares. 

· The Court shall direct the payment of the fair value of the shares, together with interest, if any, by the surviving or resulting corporation to the stockholders entitled thereto
§ 271 SALE, LEASE OR EXCHANGE OF ASSETS;  CONSIDERATION;  PROCEDURE.
(a) Every corporation may at any meeting of its board of directors or governing body sell, lease or exchange all or substantially all of its property and assets, including its goodwill and its corporate franchises, upon such terms and conditions and for such consideration, which may consist in whole or in part of money or other property, including shares of stock in, and/or other securities of, any other corporation or corporations
(b) Notwithstanding authorization or consent to a proposed sale, lease or exchange of a corporation's property and assets by the stockholders or members, the board of directors or governing body may abandon such proposed sale, lease or exchange without further action by the stockholders or members, subject to the rights, if any, of third parties under any contract relating thereto.
(c) The property and assets of the corporation include the property and assets of any subsidiary of the corporation. 

§  146 SUBMISSION OF MATTERS FOR STOCKHOLDER VOTE.
A corporation may agree to submit a matter to a vote of its stockholders whether or not the board of directors no longer recomends it to them.

TAB 11: NYSE LISTING MANUAL
312.00 Shareholder Approval Policy
312.01
Shareholders'interest: Shareholders' interest and participation in corporate affairs has increased. Increase of the number of corporate decisions that are being referred to shareholders for their approval. 
The Exchange encourages this growth in corporate democracy. For example, approval of stock options and similar plans of compensation.

312.02
Companies are urged to discuss questions relating to this subject with their Exchange representative sufficiently in advance of the shareholders’ meeting and the solicitation of proxies where shareholder approval may be involved. The Exchange will advise whether or not shareholder approval will be required in a particular case.
312.03
Shareholder approval: Is a prerequisite to issuing securities:
· for equity compensation plans. 

· prior to the issuance of common stock, or of securities convertible into or exercisable for common stock, in any transaction or series of related transactions, to: a director, officer or substantial security holder of the company (each a "Related Party");  a subsidiary, affiliate…; if the number of shares of common stock  exceeds either one percent of the number of shares of common stock or one percent of the voting power outstanding before the issuance. 
NO shareholder approval: if the issuance relates to a sale of stock for cash at a price at least as great as each of the book and market value of the issuer's common stock, unless the number of shares of common stock to be issued, exceeds either 5% of the number of shares of common stock or of the voting power outstanding before the issuance.
(c) Shareholder approval is required prior to the issuance of common stock, if: the common stock has, or will have after the issuance voting power equal to or in excess of 20 percent of the voting power outstanding before the issuance OR the number of shares of common stock to be issued is, equal to or more of 20 percent of the number of shares of common stock outstanding.
NO shareholder approval for any issuance involving any public offering for cash; any bona fide private financing, if such financing involves a sale of common stock or securities convertible into common stock for cash at a market/book value price.
(d) Prior to an issuance that will result in a change of control of the issuer. 

Limited Transition Period

Prior to December 21,2006, this rule included an exception from the required calculations for issuances of treasury stock for the companies that have executed a binding contract prior to October 23,2006 with respect to the issuance of common stock, the exception will be applicable for the transaction even though the transaction does not close until after the date the SEC approval of this proposed rule change.
"Voting power outstanding" refers to the aggregate number of votes that may be cast by holders of those securities outstanding that entitle the holders thereof to vote generally on all matters submitted to the company's security holders for a vote. 

"Bona fide private financing" refers to a sale in which either: 

· a registered broker-dealer purchases the securities from the issuer with a view to the private sale of such securities to one or more purchasers; or 

· the issuer sells the securities to multiple purchasers, and no one such purchaser, or group of related purchasers, acquires, or has the right to acquire upon exercise or conversion of the securities, more than five percent of the shares of the issuer's common stock or more than five percent of the issuer's voting power before the sale. 

312.05
Exceptions: when (1) the delay in securing stockholder approval would seriously jeopardize the financial viability of the enterprise and (2) reliance by the company on this exception is expressly approved by the Audit Committee of the Board and a letter is mailed to all shareholders.
312.06
In the event that the shares are to be listed: Exchange procedures will ordinarily permit the filing of applicable listing applications and Exchange approval to precede the shareholder vote subject to notice to the Exchange of the results of the shareholder vote.
312.07
The minimum vote which will constitute shareholder approval for listing purposes is a majority of votes cast on a proposal in a proxy,(over 50% in interest of all securities entitled to vote on the proposal.)

313.00 Voting Rights

(A)   Voting Rights  Policy: The Exchange new policy will consider, the economics of such actions or issuances and the voting rights being granted. The Exchange's interpretations under the Policy will be flexible, recognizing that both the capital markets and the circumstances and needs of listed companies change over time. 
(B)   Non-Voting Common  Stock: 

(1) Listing requirements and rights are the same as voting common stock (except the right to vote.)
(2) holders of any listed non-voting common stock must receive all communications, including proxy material.

(C) Preferred Stock, Minimum Voting Rights Required
Preferred stock, voting as a class, should have the right to elect a minimum of two directors upon default of the equivalent of six quarterly dividends. 
The right to elect directors should remain in effect until cumulative dividends have been paid in full or until non-cumulative dividends have been paid regularly for at least a year. 
Increase in Authorized Amount or Creation of a Pari Passu Issue-
• An increase in the authorized amount of a class of preferred stock or the creation of a pari passu issue should be approved by a majority of the holders of the outstanding shares of the class or classes to be affected. The shareholders can authorize the Board of Directors to increase the amount of a series or create an additional series.
Creation of a Senior Issue-
· Creation of a senior equity security should require approval of at least 2/3 of the outstanding preferred shares. 

Alteration of Existing Provisions-
• Approval by the holders of at least 2/3 of the outstanding shares of a preferred stock should be required for adoption of any charter or by-law amendment that would materially affect existing terms of the preferred stock.


314.00
Related Party Transactions
Related party transactions normally include transactions between officers, directors, and principal shareholders and the company.
While the Exchange does not specify who should review related party transactions, the Exchange believes that the Audit Committee or another comparable body might be considered as an appropriate forum for this task. Following the review, the company should determine whether or not a particular relationship serves the best interest of the company and its shareholders and whether the relationship should be continued or eliminated.
The Exchange will continue to review proxy statements and other SEC filings disclosing related party transactions and determine whether or not it should be permitted to continue.

TAB 12:Opinion  of Texaco's Financial Advisor
Credit Suisse First Boston Corporation has acted as Texaco's financial advisor in connection with the merger.
	In  connection with Credit Suisse First Boston's engagement, Texaco requested that Credit Suisse First Boston to evaluate the fairness, from a financial point of view, to the holders of Texaco common stock of the exchange ration provided in the merger. Normally the fairness opinions does not address any other aspect of the proposed merger or any related transaciton and does not constitute a recomendation to any stockholder as to how to vote or act on any matter relating to the merger.
	
	
	


In arriving to an opinion the financial advisor reviewed:

1. publicly available business and financial information relating to Texaco and Chevron. 

2. Financial forecasts, provided to or discussed with us by Texaco and Chevron

3. evaluation of the information of the meetings with the managements of Texaco and Chevron to discuss the business and prospects of Texaco and Chevron. 

4. comparation of financial and stock market data of Texaco and Chevron, with similar data for other publicly held companies in businesses similar to Texaco and Chevron.

5. other information, financial studies, analyses and investigations and financial, economic and market criteria which we deemed relevant.
Valuation Analysis
Credit Suisse First Boston conducted three valuation analyses:  (I) discounted cash flow analysis,(2) comparable companies analysis and (3) comparable transactions analysis.

Discounted Cash Flow Analysis: Credit Suisse First Boston estimated the present value of the stand-alone, unlevered, after-tax free cash flows that Texaco could produce over calendar years 2001 through 2004 and that Chevron could produce over the same period to reflect, among other things, differing assumptions about future oil and gas prices.
Comparable Companies Analysis: Credit Suisse First Boston compared financial, operating and stock market data of Texaco and Chevron to corresponding data of three categories of companies in the integrated petroleum business. 

Comparable  Transactions Analysis: Credit Suisse First Boston analyzed the implied transaction multiples paid in the following selected merger and acquisition transactions announced since August 1998: it compared market values in the selected transactions.
Relative Analysis: Credit Suisse First Boston also conducted two relative analyses -  relative contribution  analysis and i :,.orical stock trading analysis - and compared the exchange ratio in the merger of O.17x with the exchange ratios implied by those analyses.
Relative Contribution Analysis: Credit Suisse First Boston performed an exchange ratio analysis, based on adjusted management case estimates of Texaco and Chevron, comparing the relative contributions of Texaco and Chevron to estimated net income and after-tax cash flows  of the combined  company  in calendar years 2000, 2001  and 2002.
Historical Stock Trading Analysis: Credit Suisse First Boston performed an exchange ratio analysis comparing the exchange ratios implied by average daily closing stock prices for Texaco common stock and Chevron common stock on October 13,2000, and during the one-week, one-month, three~month, six-month, one-year, two-year and three-year periods preceding October 13,2000, and the premiums over market exchange ratios for those periods implied by the exchange ratio in the merger. 
Pro  Forma  Merger Analysis: Credit Suisse First Boston analyzed the potential pro forma effect ofthe merger on Chevron's estimated diluted earnings per share, commonly referred to as diluted EPS, and estimated diluted after-tax cash flows per share for calendar years 2001 and 2002, based on the adjusted management cases of Texaco and Chevron, both before and after giving effect to potential cost savings and other synergies anticipated by the management of Texaco and Chevron to result from the merger. 
Other Analysis: Precedent transactions, ofthe premium paid to the capitalized expected synergies;a comparison of the premiums  paid  in precedent transactions; and a comparison of the return  on gross  invested capital  for Chevron and Texaco versus industry averages.Credit Suisse First Boston compared market values in the selected transactions 
TAB 13:Pricing Formulations in Stock for Stock mergers
note: This tab is an example of how to fix the price in a stock for stock merger.

A= Acquirer

T= Target

T stock is 30 dollars per share

A stock is 15 dollars per share

T is going to merge with A. Stockholders will receive stock from A.

· Fixed Exchange Ratio (Without  “Collar”)

·  Example 2:1

·  Means that at the effective time of the merger, each outstanding share of T stock will be converted into 2 shares of A stock.

·  A decrease of “A” stock price will increase the value of consideration to be provided by A to T’s stockholders in the merger

· A decrease in “A” stock price would reduce the value of the consideration to be received by T stockholders form A in the merger.

· Fixed Dollar Value (Without “Collar”)

· Example $30 million
· At the effective time of the merger, each, outstanding share of T stock will be converted into the number of shares of A stock determined by dividing $30 by the closing A stock price.
· A decrease in “A” stock price would increase the number of “A” shares required to be issued by A to T stockholders in the merger
· An increase in “A” stock price would reduce the number of A shares to be received by T stockholders form A in the merger.
· Fixed Exchange Ratio, With “Collar”

· Example: ratio 2:1, collar; at $10/$20 per “A” share.
· At the effective time of the merger; each outstanding share of T stock will be converted into 2 shares of A stock provided, however that:
· If the closing A stock price is less than $10 per share, then each outstanding share of T stock will be converted into the number of shares of A stock determined by dividing $20 by the closing A stock price. And
· If the closing A stock price is greater than $20 per share, then each outstanding share of T stock will be converted into the number of shares of A stock determined by dividing $40 by the closing A stock price.
· T will always get an amount of shares that equals $20 in value if the stock price is less than $10 per share.
· If the stock price is greater $20 per share, T always gets a total value of $40 and no more.
· Here the collar limits the value T can get.
· Fixed Dollar Value, With “collar”

· Example: fix dollar value $30 million; collar; at $10/$20 per “A” share. 
· At the effective time of the merger, each outstanding share of T stock will be converted into the number of shares of A stock determined by dividing $30 by the closing A stock price; provided however that;
· If the closing A stock price is less than $10 per share, then each outstanding share of T stock will be converted into 3 shares of A stock.
· If the closing A stock price is greater than $20 per share then each outstanding share of T stock will be converted into 1.5 shares of A stock.
· If the price of “A” stock is less than $10, T will get more shares that are worth less money, however if the price is greater than $20 T is going to get less number of shares with more value. If the price of “A” stock is between $10 and $20, you will apply the fix dollar value of 30 million dollars worth of shares.
· Here the collar limits the number of shares T can get.
TAB 14: SUMMARY OF TAX REQUIREMENTS FOR MERGERS
INVOLVING STOCK AS CONSIDERATION
Target shareholders who receive Acquiror stock in a merger generally expect the receipt of that stock to be tax-free. There are generally four forms of transaction in which tax-free treatment can be achieved for shareholders who exchange their stock in a U.S. target ("T") for stock in a U.S. acquiror ("A"). 

a.     Direct Merger: T merges with and into A. Stock must constitute at least 40% of the total consideration. If that requirement is met, then the merger will generally be nontaxable to T, A and T's share-holders who receive only common stock of the surviving corporation. T shareholders will be taxed on the receipt of any cash in an amount equal to the lesser of (x) the amount of cash received and (y) the amount of gain (i.e., the excess of the total value of the consideration received over the shareholder's adjusted tax basis in the T stock surrendered) realized in the exchange.

b.     Forward Triangular Merger: T merges with and into an at least 80% owned (and usually wholly -owned) direct subsidiary of A ("Merger Sub"). The requirements are the same as with a direct merger. However, there are two additional requirements. First, no stock of Merger Sub can be issued in the transaction. Thus, preferred stock of T may not be assumed in the merger but must be reissued at the A level or redeemed prior to the merger. Second, Merger Sub must acquire "substantially all” of the assets of T, generally 90% of net assets and 70% of gross assets. Under recent tax law changes, Merger Sub may be a limited liability company wholly-owned by A, in which event, the “substantially all” requirement would not apply.

c.     Reverse Triangular Merger: Merger Sub merges with and into T. In order for this transaction to be tax-free, A must acquire at least 80% of all of T's voting stock and 80% of every other class of T stock in exchange for A’s voting stock. The corollary of this rule is that no more than 20% of the consideration paid for the voting and non-voting stock. In addition, T must retain sub-stantially all of its assets after the merger.

d.     Section 351 Transaction: For both A and T to be acquired by a new holding company, H, under Section 351 of the Internal Revenue Code. H creates two subsidiaries, one of which would merge into A and the other into T in two simultaneous triangular mergers. Shareholders of A and T would receive tax-free treatment to the extent that they received H stock, which may be common or, generally, non-redeemable preferred provided that the shareholders of A and T own at least 80% of the voting stock and 80% of each other class of stock of H immediately after the transaction. There is no limit on the amount of cash that may be used in the transaction. Cash or other boot received will be taxable up to the amount of gain realized in the transaction.

c.     Reverse Triangular Merger
Merger Sub merges with and into T. In order for this transaction to be tax-free, A must acquire at least 80% of all of T's voting stock and 80% of every other class of T stock in exchange for A’s voting stock. The corollary of this rule is that no more than 20% of the consideration paid for the voting stock and no more than 20 % of the consideration paid for any class of non-voting stock can be cash. Nonvoting preferred stock of T must either be exchanged for A voting stock, connected to T voting stock representing less than 20% of T’s voting power or redeemed prior to the merger. In addition, T must retain sub-stantially all of its assets after the merger.

d.     Section 351 Transaction
A less frequently used structure (but more flexible) is for both A and T to be acquired by a new holding company, H, under Section 351 of the Internal Revenue Code. The structure is used in transactions that cannot satisfy any of the percentage tests described above (for example, a transaction where 30 % of the consideration is stock and 70% is cash). As a corporate matter, this would be achieved by H creating two subsidiaries, one of which would merge into A and the other into T in two simultaneous triangular mergers. Sharehold-ers of A and T would receive tax-free treatment to the extent that they received H stock, which may be common or, generally, non-redeemable preferred provided that the sharehold-ers of A and T own at least 80% of the voting stock and 80% of each other class of stock of H immediately after the transaction. Unlike the other forms of transactions, there is no limit on the amount of cash that may be used in the transaction as long as the 80% ownership test described above is satisfied. Cash or other boot received will be taxable up to the amount of gain realized in the transaction.
TAB 15

Important definitions:

1. Parties to the merger agreement: 

· HCA Inc – (the “Company”)

· Hercules Holding II, LLC – (the “Parent”)

· Hercules Acquisition Corporation – wholly owned subsidiary of the Parent – (“Merger Sub”)

2. Agreement: the present merger agreement. 

3. Effective Time: at the Closing, the Company will produce a certificate of the merger to be filed with the Secretary of the State of Delaware. The merger will become effective at such time. 

4. Merger: at the Effective Time Merger Sub will merge with and into the Company, the separate corporate existence of Merger Sub will cease and the Company will continue to exist as the Surviving Corporation as a wholly owned subsidiary of Parent
.

Acronyms:

1. BoD: Board of Directors.

2. FTC: Federal Trade Commission.

3. DoJ: Department of Justice.

	Article Number
	Concept
	Importance to us

	Recitals
	
	Do not have legal effect

	Article I Definitions
	
	

	Material Adverse Effect
 
	Any event, state of facts, circumstance, etc that is materially adverse to the business, financial condition or results of operations  of the Company and subsidiaries, other than: (i) any effect resulting from changes in the country, industry, accounting principles, whether, etc; or (ii) any failure to meet internal or published projections, forecasts, earning predictions, etc for any period. 
	Is one of the most negotiated terms in merger agreements. Favors buyers who seek to have assets in general.  The most important thing when a company is being purchased is the prospect future. Prospects are outside of the control of the target and are influenced by external circumstances which could not be controlled by the target. 

	Article II The Merger
	
	Mechanics of the Merger

	Section 2.2 Closing
	Will take place after the satisfaction or waiver of the conditions for the merger.
	Closing is delayed until the completion of a “Marketing Period”. Buyer needs time to obtain financing after: (i) regulatory approvals have been obtained; (ii) target’s financial information for the debt financing has been obtained. During Marketing Period private equity funds and target’s management meet with investors to finance the transaction.  

	Section 2.4 Effects of the Merger
	
	Transfer of all the rights and obligations from the Company and Merger Sub to the Surviving Corporation.

	Article III Effect of the Merger on the Capital Stock of the Constituent Corporations
	
	Treatment of outstanding common stock, options and other equity awards

	Section 3.1 (a) Treasury Acquiror Shares
	Shares of the Company shall cease to exist. Shares owned by wholly-owned subsidiaries of Parent or Company shall remain outstanding after Effective Time.
	

	Section 3.1 (b) Merger Sub
	Shares of the Merger Sub will become newly issued, paid and non-assessable common stock of Surviving Corporation.
	

	Section 3.1 (c) Outstanding shares
	Shares issued and outstanding prior to Effective Time shall be canceled and converted into the right to receive $51.00 in cash payable to the holder.   
	Sets forth the consideration to be received by the Company’s stockholders. Private equity transactions are generally for cash and strategic deals are often for stock. 

	Section 3.1 (d) Dissenters’ shares
	If required shares issued and outstanding prior to Effective Time and held by holders who have not voted in favor of the Agreement will not be entitled to merger consideration. Holders of those shares will receive payment of the fair value of such dissenting shares.
	Case law regarding dissenting shares does not take into account any synergy or values obtained through the merger.  

	Section 3.2  Payment of cash for merger shares
	Prior to Closing, the Company shall enter into “paying agent agreement” with a financial institution (reasonably satisfactory to Parent) in order to serve as the Paying Agent for the merger consideration. At the Effective Time the cash corresponding to the merger consideration will be deposited by the surviving corporation or Parent with the paying agent. 
	Mechanics for the Company stockholders to receive their cash. Deposit of cash would be done following the Effective Time and not before, in case it is necessary to adjust the price. 

	Section 3.2 (g)
	As of the Effective Time the holders of outstanding shares (different to dissenters) will only have the right to receive merger consideration. 
	

	Section 3.3 Treatment of Options and Awards

 (a)
	As of the Effective Time each Company option will be extinguished and will receive the excess of the product of the number of shares subject to option and the merger consideration.
	Management’s options will be cashed out in the deal.

	Section 3.3 (b)
	As of the Effective Time restricted shares will become free and converted to receive the merger consideration.
	Accelerated vesting.

	Section 3.3 (d)
	At the Effective Time amounts withheld by the Company regarding employees’ plans will be deemed to have been used to purchase common stock which in turn will be converted into the right to receive the merger consideration.  
	

	Article IV Representations and Warranties (R&W)
	Except: (i) information released in the disclosure letter
; and (ii) information disclosed in the SEC filings, the Company represents and warrants to Merger Sub that:
	To read along Section 8.2 (a) below. These representations confirm to Parent the state of the business and exposure to liabilities. R&W function as a means to conduct diligence on the target and to give Parent a right to walk away from the deal if the R&W are so untrue at the Closing that cannot be satisfied. R&W set forth in this agreement are “light” in comparison to other deals. Here there are not as many R&W and are qualified by “knowledge” or “Material Adverse Effect”.  

	Section 4.1 Corporate Existence and Power
	Recognizes the concept of good standing of the Company and subsidiaries.
	

	Section 4.2 Corporate Authorization
	Company has authority to execute this Agreement. The consummation by the Company of the merger has been duly authorized by the BoD. The BoD has determined that the transaction is in the best interests of the stockholders, approved the transaction, and resolved to recommend the stockholders to approve the Agreement. 
	Is a key representation. A majority of the outstanding shares of the Company common stock must approve the transaction. The declaration of the BoD approval fulfills statutory requirements and provides protection for Parent. The risks that could arise thereupon:

(i) Shareholders do not approve deal;

(ii) Shareholders sue management by breach of its fiduciary duty.   

	Section 4.3 Governmental Authorization
	The only governmental authorizations required: (i) filing of the certificate of the merger; (ii) compliance with Antitrust and Exchange Acts requirements, (iii) compliance with NYSE; (iv) compliance with foreign or state securities laws; (v) disclosure letter. 
	Regulatory approvals and filings required for the merger. The difficulty in obtaining them affects the “deal certainty”, risk that a deal will be announced but not closed. The market’s measure of deal certainty will be reflected in the spread (difference between the public trading price of the Company and the per share consideration between signing and Closing).   

	Section 4.4 Non- Contravention
	The Agreement, Merger and corresponding transactions do not contravene the Company’s organizational and governing documentation and do not violate any law.
	

	Section 4.5 Capitalization

(a)
	Parent is purchasing all of the outstanding shares, the total consideration depends on exactly how many shares are outstanding. 
	Linked to the deal’s price. Since in this case the buyer is not paying an amount of money divided into “x” number of shares, but it is paying 51 dollars per share, if the information regarding the number of shares is not accurate the fluctuation in the price can affect the transaction. 

	(d)
	Commitment of the Company to not contribute capital to anything/anyone different to intercompany debt
. 
	

	Section 4.6 Company’s subsidiaries and joint ventures


	All of the equity interests of the Company subsidiaries and joint ventures are validly issued, free and clear of any lien.
	

	Section 4.7 Reports and Financial Statements

 (a)
	The Company has complied with the obligation of filing truthful and complete reports before the SEC.
	Accounting standard. Buyer reads SEC files but needs the financial information to be accurate and fairly presented to the SEC.

	(b)
	The financial statements of Company and subsidiaries included in the SEC reports fairly represent in all material respects the results of the consolidated operations and changes in stockholders. 
	This representation is extremely important.This is the standard of accounting. When the target is public, due diligence is limited and acquiror is expected to rely on publicly available information. 

	(c)
	Management does the maximum to ensure that material information related to the Company is made known to the CEO.
	

	Section 4.8 Undisclosed Liabilities
	Manifests that the target has not hidden liabilities that the acquiror would not know about after reading target’s public filings. 
	This is a key representation for the buyer who wants to ensure that there are not hidden liabilities. Is also a dangerous representation in terms of the future liabilities because it might not be too easy for the buyer to walk away when those “undisclosed liabilities” are not considered “major things”.

	Section 4.9 Disclosure Documents
	The proxy statement and Rule 13E-3 transaction statement will not contain any untrue statement of material fact.
	Because the shares of the executives who are “rolling over” may be viewed as being on both sides of the transaction, the executives need to file a Schedule 13E-3 (extensive disclosure/more than normal). Whether a Schedule 13E-3 must be filed and whether the private equity funds must sign on the filing are circumstances that must be analyzed (not required in all circumstances where management is investing in acquiror). 

	Section 4.10 Absence of Certain Changes of Events
	Declares that: (i) since the last fiscal period nothing has occurred which would reasonably be expected to have, individually or in the aggregate, a Material Adverse Effect on the Company; and (ii) the Company and subsidiaries have carried out the business in all material respects in the ordinary course of business.  
	This is a key representation. Parent can get out of the transaction if there is a Material Adverse Effect at any time between the time of the Company’s last audit and the signing of the Agreement (not Closing). 

All of the provisions set forth in Section 4 are qualified by disclosure or SEC dispositions. This provision is established taking into account that there is no similar reference in Section 6 of the Agreement
 (does not make reference to a problem deriving in a Material Adverse Effect that would impede the Closing). This is a broad provision that reverts the risk to the target.  

	Section 4.11 Litigation
	Neither the Company nor any of its subsidiaries has pending any legal, administrative, arbitral or other material proceedings against the Company or subsidiaries.
	Professor Gordon says that this clause is useless since we are already covered by Section 4.10. 

	Section 4.12 Taxes
	The Company is in good standing with respect to its taxes’ obligations.
	

	Section 4.13 ERISA (Employee Retirement Income Security Act) (a)
	The Company doesn’t have liabilities with respect to the benefit plans for its employees.
	

	Section 4.14 Compliance with Laws  (a)
	Declaration of compliance with the laws applicable to the Company, except the noncompliance that has not had a Material Adverse Effect on the Company.
	

	(b) and (c) 
	Declarations that the Company is up to date in all material respects with American authorities.
	

	(d)
	The Company maintains its good standing with the corresponding authorities.
	

	Section 4.16 Opinion of Financial Advisors
	
	This representation confirms the receipt by the special committee of the BoD of investment banker “fairness” opinion. This is important for the shareholders’ votes and for the vigilance of the fiduciary duties.

	Section 4.17 Affiliate Transactions
	The only transaction that can exist is the merger. 
	

	Section 4.18 Rights Agreement; Anti-Takeover Provisions
	The Company does not have any stockholder rights plans in effect.
	If the target company has takeover defenses, they may need to be dismantled for the merger, but carefully so that defenses will still apply in case a third party tries to take over the target before the planned merger. 

	Article V 

R&W of Parent and Merger Sub
	
	Obligations of the buyer. The target needs to know that the acquiror has the financial ability, power and authority to complete the transaction. Since the operation here is in cash the representations of the buyer are little compared to the seller ones. In a stock-stock merger the set of representations is more complex since the buyers will be shareholders of the target. In a stock-stock deal the target will do the due diligence but not in a detailed manner as it would have to do it in a cash deal. Here the buyer does not want the target to have more rights before Closing than those they will thereupon.

	Section 5.1 Corporate Existence and Power
	Representations of good standing of Parent and Merger Sub.
	

	Section 5.2 Corporate Authorization
	Parent and Merger Sub have the authorization from the BoD to execute the agreement and perform the merger. 
	

	Section 5.3 Governmental Authorization
	Representation that Parent and Merger Sub do not require further authorization than the ones set forth in the Agreement
. 
	Target doesn’t want injunctions or restraints (different to injunctions between courts and governmental authorities).  

	Section 5.4 Non-Contravention
	The execution of the Agreement is in consistency with the constituent documents of Parent and Merger Sub.
	

	Section 5.7 Financing
	Parent has delivered to the Company copies of: (i) commitment letter – debt financing commitments (between Parent and banks); and (ii) equity commitment letters. Debt financing commitments can be superseded at the option of the Parent.
	Crucial representation for the Company because it needs confidence that Parent has the ability to finance the transaction. Private equity transactions are financed with a combination of equity and debt. The commitment letters must be issued by reputable banks demonstrating that buyers have access to sufficient financing. Private equity firms will provide the financing of the transaction by purchasing equity of the acquisition vehicle. Parent has some flexibility to restructure its financing transaction after signing. 

	Section 5.9 Guarantees
	Asserts that Parent has delivered to the Company the guarantees of the private equity firms. 
	Private equity investors have delivered separate letters to Company guaranteeing obligations of Parent under the Merger. Company has agreed that the exclusive remedy for the failure of Parent to complete the merger is the termination fee.

	Article VI Conduct of Business pending the Merger
	
	Conditions to the parties’ obligations to complete the Merger. These are covenants (which in stock-stock deals shouldn’t be similar). 

	Section 6.1 Conduct of the Company and Subsidiaries
	1. Company must keep running the business under reasonable best efforts (maintain capital structure, permits, services relations with customers and suppliers, etc).

2. Company should not let employees walk away.
	General requirement that contains the restrictions on the Company’s pre-closing behavior.  Parent wants strict limits on how the Company operates during the interim period. The 2nd point it is a controversial provision since the target cannot assure that the workers don’t want to leave the Company. The idea of this provision is to keep the target in a narrow pad “do your business but don’t do crazy things”. This general requirement is followed by number of specific prohibitions
.

	Section 6.1 (h) Capital Expenditures
	Company and subsidiaries shall not authorize capital expenditures in excess of US$ 20 million.  


	This is a difficult provision because there are interests conflicting: (i) the obligation of the Company to do its business; (ii) the Company needs a cushion to assume contingencies; (iii) there could be new (innovative) projects that would require the injection of capital. The seller doesn’t know whether the deal will close (case where seller will be damaged). 

	Section 6.1 (m) Dividends 
	Company and subsidiaries cannot amend the terms of their securities, amend the distribution of dividends, issue, redeem or repurchase their securities. 
	Any such action will increase the price of the deal. 

	Section 6.1 (n) New Employee Benefits
	Company and subsidiaries cannot increase the employees’ benefits. 
	Do we expect to see these same commitments in: (i) a cash deal where it is required a warranty of the financing for the Closing; or in (ii) stock-stock deal where is questionable this limit (should be as strict on the buyer as it is on the target)? 

	Section 6.1 (o) Litigation 
	Company and subsidiaries shall not settle or compromise any litigation or arbitration that do not exceed US$ 10 million in the aggregate and must not impose any material restrictions on the operations of the Company.  
	

	Section 6.2 Conduct of Parent and Merger Sub
	General obligation to prevent delay and impediment to consummate the Merger.
	

	Section 6.3 No Control of Other Party’s Business
	Parent cannot control the Company or its subsidiaries prior to the Effective Time and vice versa.
	Covenant directed towards compliance with US Antitrust laws. Granting too much control of the acquiror before closing constitutes a violation of the Sherman Act. 

	Article VII

Additional Agreements
	
	

	Section 7.1  Stockholder Meeting; Proxy Material 

(a)
	Stockholder Meeting: Company shall take all action to give notice and hold meeting of stockholders and use reasonable best efforts to adopt the Agreement. However, if the BoD determines in good faith that failure to change the recommendation could violate the fiduciary duty, the BoD must do so.     
	The BoD must recommend the transaction initially but can change its opinion if failure to change it could constitute a violation of the fiduciary duty. This provision must be read along with Section 7.4 below. 

	
	Notwithstanding any recommendation withdrawal the Agreement must be submitted to the stockholders for its approval. 
	This is the “force to vote” clause. Requires the company to hold a shareholder vote on the merger even if the BoD no longer supports the deal.  Question: would this be an “appeal” of the decision of the BoD? 

	(b)
	Proxy material:  the Company shall be in good standing and up to date with the filings before the SEC.
	

	Section 7.2 Reasonable Best Efforts

(a)
	Each Party commits to: (i) use its reasonable best efforts to consummate the merger; (ii) file the corresponding antitrust reports
.
	Basic underlying obligation of “not to undermine the transaction”. “Best efforts” is considered the highest standard of efforts. 

	(c) 
	If the transaction is challenged by a third party or any governmental authority (i.e. FTC of DoJ) each of the parties commits to use reasonable best efforts to resolve the challenge and to procure the consummation of the transaction. However, the intents to stop the challenge of the transaction must not become a Material Adverse Effect on the Company.
	This provision also imposes on the buyer the duty to obtain regulatory approval. This provision could be turned to be a more target-friendly formulation:

1. The “hell-or-high water” provision: the buyer is required to divest any of its assets to satisfy antitrust objections; 

2. The “secret hand shake” provision. 

	Section 7.3 Access to Information

(a)
	Review of all the documentary evidence of each of the parties to the agreement 
	Allows continued diligence and pre-closing acquisition planning by both sides. 

	Section 7.4 Solicitation (a)
	Between the  date of the Agreement and a determined date (the “No – Shop Period Start Date) the Company and Subsidiaries have the right to initiate, solicit and encourage proposals for its acquisition, provided that will inform the Parent on that regard. 
	Is the “go-shop” provision as opposed to the “no-shop” provision (see section below). The former one allows the Company to affirmatively solicit alternative proposals. In case it finds a better deal it can terminate the merger agreement by paying a reduced termination fee. 

	 (b) and (c)
	From the “Non-Shop Period Start Date until the Effective Time the Company and its Subsidiaries are impeded to initiate, solicit or encourage attempts to constitute alternative acquisition proposals.  At the start time of the “No-Shop Period” the Company shall cease any previous and ongoing attempt of proposal of acquisition unless such proposal is deemed by the BoD as a superior proposal. After consultation with its independent financial advisors, the BoD must resolve in good faith that a rejection of such proposal will constitute a violation of the fiduciary duty. 
	This is the “no-shop” period. After the end of the “go-shop” period, the Company may not proactively seek alternative bids, but may, respond to unsolicited proposals (as provided in Section 7.4 (c) below).  However, the Company can be authorized to continue discussions initiated during the “go-shop” period with third parties if it is demonstrable that the proposal would reasonably result in a superior proposal.  

This provision should be read along with Section 7.1 (above). 

	(d)
	If the circumstance described above is realized, the BoD must effect a recommendation withdrawal of the present Agreement and/or terminate it only if:

1. The Company provided prior written notice to Parent and Merger Sub of its intention of recommendation withdrawal;  

2. The Company provided a copy of the relevant proposed transaction to the Parent and Merger Sub. 

3. Has negotiated with Parent and Merger Sub the present deal in order to obtain from them the same deal offered by the superior proposal.
	This is a key provision determining when the BoD of the Company can withdraw its recommendation in favor of the deal. However, in order to exercise such a right, the BoD must grant to the Parent the right to make the offer of the merger at the same level as the new superior proposal (“match right”). 

	Section 7.8 Notice of Current Events
	Each of parties has the duty to inform the other part about any abnormalities that may occur. 
	

	Section 7.9 Employee matters
	In a period of one year starting at the Effective Time the Surviving Corporation shall maintain for each employee the salary rates and benefits. However, the Surviving Corporation has the right to terminate the employment of any current employee at any time  
	

	Section 7.10 Financing (a)
	Prior to the Effective Time the Company and Subsidiaries commit to use their reasonable best efforts in order to provide all cooperation reasonable requested by the Parent in connection with the debt financing. The Company also commits to furnish the Parent with the financial data under the Securities Act and customarily included in private placements. 
	Very debatable provision. Covenant that sets forth what the Company must do to assist Parent’s financing efforts. The risk is that any difficulty in obtaining financing could result in a decision of the Parent to terminate the Agreement and walk away without paying the termination fee. 

Since the debt financing will be a private placement, the offering memorandum does not need to include all the financial statements included in public offer prospectus. 

	(b) 
	Parent shall use its reasonable best efforts to arrange the debt financing promptly. 
	

	Section 7.14 Resignation of Directors
	At the Closing the Company shall deliver to the Parent evidence of the resignation of all directors of the Company.
	This is a big provision for the target because within its scope Parent is allowed to sue the banks in order to obtain the deal. 

	Article VIII

Conditions to the Merger 
	
	

	Section 8.1 Conditions to the Obligations of Each of the Parties
	1. Stockholder approval.

2. Regulatory approval.
	Sets out the mutual conditions.

	Section 8.2 Conditions to the Obligations of Parent and Merger Subsidiaries
	
	Conditions to buyer’s obligations to close the merger.

	(a)

Representations and Warranties
	The R&W as regards the: (i) capitalization
; (ii) Company, subsidiaries and joint ventures
; (iii) compliance with the corporate integrity agreement entered into with the department of health of the US 
; shall be true and correct in all material respects as of the Effective Time as if made at and as of such time (without giving effect to any qualification as to “Material Adverse Effect”) except where the failure to be so true and correct individually or in the aggregate, has not had, and would not reasonably be expected to have a Material Adverse Effect (MAE) on the Company. 
	This is a very important provision. Is referred to as the “bring down” clause because representation must be true at signing and Closing, something unusual (particularly with capitalization in this case where every single share makes a difference). Parent does not have to close if Company’s representations have become untrue. However, Parent can walk out of the deal depending on which of the representations is untrue (if the representation is not that important the buyer is still need to close the deal). Three qualifications of “true and correct”: (i) has not had a MAE on Parent’s ability to obtain debt financing; (ii) not giving effect to qualification of MAE; (iii) would not have at all a MAE. The parenthetical of this clause was suggested by the buyer because permits him to walk away if I get to demonstrate that a problem which individually does not breach an obligation it does it in the aggregate. (Example of several US$ 2 million breaches that in the aggregate amount to a threshold of MAE. 

	(b) Performance of Obligations of the Company
	
	Parent does not have to close if the Company has not complied with its obligations under the Agreement in all material respects. Breaches of covenants will always have the “intentional” element as opposed to R&W where the element of intention is not controllable. 

	Article IX Termination
	
	Who has the right to terminate the deal and what would be the result. 

	Termination Event
	Who Terminates
	Fee Payable

	Mutual Consent
	Company or Parent
	No.

	Drop-dead date
	Company or Parent
	Parent pays termination fee if Company terminates and the conditions set forth in 8.1
 and 8.2
 have been satisfied.

	Legal Prohibition
	Company or Parent
	No.

	Company’s stockholders vote down
	Company or Parent
	Company pays the Parent expenses and termination fee if: (i) prior to Company stockholder meeting a bona fide acquisition proposal becomes public and (ii) within 12 months after termination Company consummates such proposal.

	Parent breaches
	Company
	Parent pays termination fee if at the time of termination there are no circumstances that would reasonably be expected to cause conditions set forth in 8.1
, 8.2 (a)
 and (b)
 not to be satisfied prior the end date.

	Superior Proposal
	Company
	Company pays termination fee.

	Parent doesn’t consummate
	Company
	Parent pays termination fee.

	Company breaches
	Parent
	Company pays Parent’s expenses and termination fee if: (i) prior to Company’s breach a bona fide written proposal becomes public; and (ii) within 12 months after termination the Company consummates such proposal.

	Remuneration withdrawal
	Parent
	Company pays termination fee. 

	Article X Miscellaneous
	
	

	Section 10.2 R&W
	None of the R&W, covenants, agreements and instruments delivered pursuant to the Agreement shall survive the Effective Time.
	R&W expire at Closing. In private deals R&W survive and each party indemnifies the other for breaches, in public transactions this is not the case because who would you sue? 

	Section 10.8 Counterparts; Effectiveness; Third Party Beneficiaries
	
	There are not third party beneficiaries. Employees can’t enforce the provisions respecting employee benefits.

	Section 10.11 Remedies
	The Company acknowledges that the maximum aggregate liability of Parent and Merger Sub for any damages in connection with the Agreement will be limited to US$ 500 million  
	NY law looks to damages to corporation.


Tab 16:  Kling and Nugent, Excerpts from “Seller Representations and Warranties”. 

General Considerations: 

The seller’s representations and warranties is the cornerstone of the agreement and the entire acquisition process and, therefore, is often the first part of the agreement to be negotiated by the attorneys. This is logical since many of the other sections, such as the bringdown provision in the conditions and the indemnification provisions, are based on representations and warranties.  

 Purpose of Representations: 

In a typical acquisition agreement, the Seller’s representations perform two roles: 

a) They “paint a picture” of the business being acquired at the time that the parties become contractually bound. It is the target company as so described that the Buyer believes it is paying for, and much of the remainder of the acquisition agreement deals with the consequences of this picture either providing in retrospect to have been inaccurate or changing prior to the closing. 

b) To set forth a road map of many of the events that must occur between signing and closing. ( For example, a representation by the seller as to which governmental approvals are required in connection with the execution). 

Another important aspect is related to the rights that accrue to the Buyer if the picture shown by the representations is wrong, either at signing or at closing. These will depend in large part on the conditions and indemnification articles of the agreement, and how the representations and warranties interact with these other provisions. For example, most acquisitions agreements provide that if the Seller;s representations made ai signing are no longer true at closing the Buyer is not required to go forward and consummate the acquisition. If the representations and warranties were also not true at signing, The Buyer could generally refuse to close and, in addition, sue the Seller for damages. In the case that the Buyer consummates the transaction, its claims for damages is dealt with in the indemnification article of the agreement.   

There are 3 distinct reasons for the Buyer to want a Seller to make representations and warranties: 

1. To assist the Buyer in understanding the business it is acquiring and in doing its due diligence.

2. To allow the Buyer to refuse to close the transaction if the representations are not true at closing,

3. To enable the Buyer to recover damages if a representation turns out to have been false when made, whether or not the transaction closes, and

On the other hand, the Seller’s views about its representations are in large part the inverse of the Buyer’s. The Seller does not want to spend long hours creating a detailed disclosure schedule increasing the likelihood that the Buyer may renegotiate the purchase price. The Seller also wishes to limit the the Buyer’s right to refuse to close the transaction and does not want to have to return any part of the purchase price post closing because of a misrepresentation. 

Scope of the Representations: 

The universe of representations that a Seller can be asked to make is limited only by the ingenuity of the buyer and its counsel. In fact, the representations reflect the parties’ relative bargaining power and the other attendant circumstances (including time pressure).

In a case of an LBO transaction, where the acquisition agreement does not provide for indemnification, and the agreement contains a financing condition that neither Buyer or Seller is obligated to close the transaction unless the Buyer has been able to obtain financing, representations are not needed since , if anything turns out to be seriously wrong with the business, the Buyer will in all likelihood be unable to obtain financing, thereby causing the financial condition not to be satisfied. The outcome in this situation has traditionally been an agreement with basic representations: due organization, authorization, no violation, capitalization, financial statements, no MAC, accuracy of SEC filings and possibly some others. 

Timing considerations and Representations: Effect of the bringdown: 

Representations generally speak as of the day of the agreement, for purposes of the closing conditions, as of closing, often times by not specifying a different date. However this is not always the case. 

Consider the next differences in the Seller’s representation: 

1. The company is in compliance with all laws applicable to it. 

2. As of the date of the agreement, the company is in compliance with all laws applicable to it. 

3. The company, as of the date of the agreement, is and, as of the closing date, will be in compliance with all laws applicable to it. 

Consider also the situation where the company is in compliance with applicable law when the acquisition is executed but not when the parties are ready to close. In that case the condition would not be satisfied in case 1 and 3 but would be satisfied in case 2 and therefore the buyer could not be excused from closing. The difference between version 1 and 3 is that the buyer can only seek damages in version 3. 

Knowledge Qualifications: 

Sellers often refuse to make various representations on the grounds that they simply do not know whether they are true or not. Therefore it is common to use knowledge qualifications ( i.e. There is no litigation pending ot, to the best of Seller’s knowledge, threatened against the Company). At the end this is a method of risk allocation and the common approach to the allocation of risks is that the party that is in a better position to know whether there exists a basis for a lawsuit should bear the risks. 

Materiality limitations: 

Perhaps the most important way in which a Seller can limit the scope of its representations is by imposing a materiality standard on many of its representations. 

There are a number of preliminary points to be made about such materiality limitations. The first is that the level of item or problem which is material will vary signicantly from transaction to transaction. Second materiality is by nature a very imprecise concept and will depend upon the context.

On the other hand it is very important to consider the exact placement of the materiality limitation and what it modifies. This will depend on the party who you are representing. 

Appropriate use of materiality qualifications: 

There is no right answer as to when a materiality qualification is appropriate and it will depend on the bargaining power of the parties.     

In a large transaction the choice in many instances may be between use of materiality exceptions and long disclosure schedules containing endless list of exceptions to the representations. Therefore in the situations were speed and secrecy are essential the use of materiality qualifiers becomes critical. 

The effect of the materiality qualification is that the due diligence is still performed but to a lesser extent, the buyer won’t learn about the business and its problems in the same detail, but it should still find about the serious problems. Similarly, the Buyer will have the ability to walk from the transaction as well as enjoy the benefit of the indemnification provisions, the only difference is that none of this rights will be triggered unless the is a material problem. 

An alternative to protect the Seller without qualifying the representations with a material qualification is by inserting a materiality limitation into the bringdown condition itself; another by using baskets or thresholds in the indemnification area. 

Double materiality: 

It happens when the Sellers wishes to qualify the same representation with materiality limitations in two places (i.e. “the merger will not violate in any material respect any material agreement of the Company”).It can also happen when the bringdown is also qualified with materiality. The last possibility of double materiality is when, beside of the materiality limitation, there is also a basket or threshold that must be exceeded before the buyer is entitled to be indemnified for losses. 

No Material Adverse Change: 

Another critical representation which is almost always found in acquisition agreements concerns the absence of any material adverse change in the company’s business since the date of the most recent balance sheet or audited balance sheet, of the company delivered to the Buyer. Sometimes the representation will also include a warranty that the Company’s business has been conducted in the ordinary course since such date. 

Whether a material adverse change has occurred depends in large part on the long term impact of the event in question and, second, that an acquirer’s pre-signing knowledge about trends and possible events could diminish its ability to successfully claim that a material adverse effect has occurred. 

Tab 17: Representations and warranties: 

Acquisition agreements generally consist of six broad categories of provisions: (1) provisions setting forth the pricing and structure of the deal: (2) representations and warranties; (3) covenants, (4) conditions; (5) indemnification, if any; and (6) miscellaneous provisions. 

The representations and warranties contained in an acquisition agreement can serve three important functions: (1) to assist the due diligence investigation by requiring the disclosure of liabilities and establishing the parameters of the property being acquired; (2) to allocate as between the acquiror and the seller the risks associated with the property being acquired, whether or not known or disclosed; and (3) to establish set of basic conditions to the consummation of the acquisition. 

The representations and warranties included in an acquisition agreement will vary depending upon the size of the transaction, the nature of the targets business and, most significantly, on whether the acquiror is purchasing its stake in the target from another corporation or small group of shareholders on the one hand or from public shareholders on the other hand.  Normally, if the target is public company, and does not have large block of shares held by an individual or small group of shareholders, fewer representations and warranties are provided than if the target is not. This is because much information is publicly available about such companies, and because, without large block of shares concentrated in the hands of an individual or small group of shareholders to stand behind the representations and warranties, an acquiror will have, as practical matter, little recourse for misrepresentation or breach of warranty after closing. 

Accordingly, representations and warranties that are of less importance to an acquiror of public company, and which do not also serve as the basis for closing conditions, do not normally appear in the agreement to acquire public company. 

Where an acquired company is held by one or small group of individual or corporate shareholders, representations and warranties may also serve to allocate risk as between the parties to the agreement. 

With the appropriate representations and warranties in place, the parties, in the acquisition of a closely held company, will also negotiate an indemnity that will provide for each party to indemnify the other for any damages that it suffers as a result of a misrepresentation or breach of warranty. Since the public shareholders are the sellers of a public company, such an indemnity is generally not feasible in an acquisition of a public company. 

The final function that representations and warranties serve is to provide a basic set of conditions to the closing of the acquisition agreement.   

-Tab 18: The Deal Pipeline, Why contracts matter (2007)
· Due to credit crisis, private equity buyers have been in problems due to the financing.  Nevertheless, they are in a better position than the corporate sellers

· PE buyers argue that the seller suffered an MAE that gives them the right to walk without a penalty.

· Strategic buyers rarely claim a target has suffered an MAE

· Establishing an MAE is extremely fact-specific and depends on how it was defined in the contract

· Penalty for losing a trial is high: may have to purchase the target due to specific performance clause

· In recent buyouts, contracts often limit target’s remedy to a breakup fee of 3% of the deal value and excluded specific performance as a remedy

· Since MAE in most agreements exclude industry-wide changes, a similar decline at a company selling to a strategic buyer might not have led to a price renegotiation

· To comply with fiduciary duties, sellers can take a higher bid, and by doing so, must pay a breakup fee.  PE buyers have preserved their financing out, at a price in the form of a reverse break fee.

· In other M&A agreements, the seller had the right to sue for damages if the buyers decided they did not want to purchase the retailer absent an MAE or unavailability of financing.

· Go-shops reflected an overheated market where sellers were more concerned about getting a better offer than protecting the deal they were signing. When specific performance was unclear in some buyouts, the term “liquidated damages” removed doubts about the effect of the reverse breakup fee.

· There was a two-tier breakup fee.  

· Buyers would owe $66MM if they cannot get financing and $110MM if they have financing and opt not to close in the absence of an MAE or higher offer

-Tab 19: In re IBP, Inc. Shareholders litigation (Del. Ch. 2001)
· Many merger agreements contain specific exclusions from MAE clauses that cover declines in the overall economy or the relevant industry sector, or adverse weather or market conditions.  MAE in specific agreement did not

· Court:

· These negotiating realities (company is consistently profitable but subject to strong swings in annual EBIT and net earnings; Foodbrands was hardly a stable source of earnings; Rawhide Projections indicated that IBP would not reach the same level of profitability as originally reported until FY2004) bear on the interpretation of the MAE clause and suggest that the contract language must be read in the larger context in which the parties were transacting.

· For a long-term acquirer, the important thing is whether the company has suffered an MAE in its business or results of operations that is consequential to the company’s earnings power over a commercially reasonable period, which one would think would be measured in years rather than months.

· Policy: Practical reasons lead me to conclude that a NY court would incline toward the view that a buyer ought to have to make a strong showing to invoke an MAE exception to its obligation to close.  Merger contracts are heavily negotiated and cover a number of specific risks explicitly.

· MAE should be material when viewed from the long-term perspective of a reasonable acquirer.  A short-term hiccup in earnings should not suffice.

· Even after a negotiation trying to lower the purchase price, Merrill Lynch still concluded that a purchase of IBP at $30 per share was still within the range of fairness and a great long-term value for Tyson.  This analysis casts great doubt on Tyson’s assertion that IBP has suffered an MAE.

-Tab 20: Ruling on Tyson-IBP Deal May Mean Breaking Up is Harder to Do (2001)
· Walking away from a deal is an incredibly difficult task.  Difficult to manufacture reasons to terminate a transaction if not initially provided in the merger agreement

· IBP’s earnings hurt by slowing economy and industry wide concerns about mad-cow and foot-and-mouth disease.  There were also accounting irregularities in a food unit.

· While Judge Strine determined that Tyson’s attempt to cancel the deal was wrong, the right time to break up a transaction remains unclear.

· Tyson said it will not appeal the decision, but would rather work with IBP to complete the deal on its original terms

· The two sides may be more inclined to outline specific conditions under which a deal can be broken, although the negotiations would be difficult and having a number in, assures the party that there is no right to argue about something less than that number.

Tab 21: John C. Coates Report on United Rentals, Inc. v. Ram Holdings, Inc. (2007)
· Expert testimony on customs and practice with respect to deal structures for buyouts of public companies by financial sponsors

· URI deal was consistent with industry customs and practices

· Shell entities with few if any assets are often the buyers in buyouts of public companies by financial sponsors, not the private equity funds or other entities that expect to own the ongoing equity post-buyout company

· If the shells were to default on their obligations, they would customarily have no assets to satisfy a default judgment.  This is the case even if there is specific performance, since the shells are unable to perform even if directed by a court.

· Until recent years even the shell entities had a financing condition, excusing the shell from closing if financing was unavailable.

· Targets have relied on reputation of buyout sponsors to protect against risks of non-consummation as much if not more than on contractual rights against buyer shells or sponsors

· Only in limited circumstances are there limited guarantees of shell entity obligations from sponsors and/or third party beneficiary rights

· Negotiations range from extent of the guarantee and/or whether targets will have third party beneficiary rights under the sponsor’s agreements with the shells.

· Buyout deals commonly permit the buyout sponsor to refuse to complete a transaction in return for a fixed fee

· Recent buyouts, including many negotiated by counsel to URI, were structured similarly to URI Deal, with reverse termination fees similar in magnitude.

· Provides the buyout shell entities and sponsors with certainty as to what their real financial exposure would be in case deal is not consummated.

· Practical effect of a reverse termination fee is to permit the buyer to walk away from the transaction upon payment of the fee.

· Deal-enhancing value of reverse termination fees would be greatly undermined if the target had available to it the remedy of specific performance.

· Terminology “subject to” or “notwithstanding” used by deal lawyers to reduce amount of blacklining and editing.  These phrases allow the parties to specify that one phrase or provision will take precedence over others, and thus avoid the need to attempt to synthesize every provision of every related agreement that is or may be partly or wholly in conflict with the provision in question.

Tab 22: WSJ United Rentals Terminates Merger Pact with Cerebrus (2007)
· URI terminated its merger agreement with Cerberus Capital Managamente LP following a court ruling that the PE firm was not obligated to complete its proposed $4 billion buyout of the construction-equipment rental company

· Judge concluded Cerberus suffered from “buyer’s remorse”, but was still acting within its contractual rights

· Cerberus will have to pay the $100MM termination fee required by the merger agreement.

Tab 23:  Tennessee Court orders Finish Line to close merger with Genesco, NY Ruling Awaited (2008)
· Court declares that Finish Line breached the merger agreement by not closing and declares it cannot invoke the termination procedures of Section 8 of the agreement.

· Finish Line shall specifically perform the terms of the merger agreement and shall use its reasonable best efforts to take all actions to consummate the merger and obtain financing.

· In holding that The Finish Line is required to close the merger with Genesco, the Nashville Court expressly reserved for determination by the NY Court whether the merged entity would be insolvent.  If the NY Court so holds, the merger will be halted.

Tab 26: Hanson Trust v. SCM Corp:
	Hanson Trust PLC v. SCM Corp

US Court of Appeals for the Second Circuit 

	Significance to Us
	What is a Tender Offer

	Facts 
	· On August 21, 1985 Hanson announced its intention to make a cash tender offer of $60 per share for any and all outstanding SCM shares. 

· On August 30, SCM, having recommended to SCM’s shareholders that they not accept Hanson’s tender offer, announced a preliminary agreement with Merrill under which a new entity, formed by SCM and Merrill, would acquire all SCM shares at $70 per share in a LBO.      

· On September 3, Hanson increased it TO to $72.

· On September 10, SCM- Merrill increased the LBO offer to $74 per share with a crown jewel irrevocable lock-up  option to Merrill. 

· On September 11, Hanson, having been deterred by the poison pill, announced that it was terminating its cash TO. 

· Afterwards, on the same date, Hanson made five privately negotiated cash purchases of SCM stock and one open market purchase acquiring 25% of SCM’s stock at a price of $73.50. 

· SCM sought and obtained the preliminary injunction under which judge Kram restrained Hanson from acquiring any shares of SCM and from exercising any voting rights with respect of the shares acquired on September 11. 

· Hanson appealed   

	Legal Issue(s)


	Whether the private purchases made by Hanson after terminating the TO became a “de facto” tender offer within the meaning of §14(d) of the Williams Act.    

	Holding(s) / Rule(s)


	No. Hanson’s September 11 negotiation of five private purchases and one open market purchase of SCM shares, totalling 25% of SCM’s outstanding stock, did not under the circumstances constitute a tender offer within the meaning of the Williams Act, given that the sellers had the information needed to make a carefully considered appraisal of the proposal put before them.  

	Reasoning
	“Although 14(d)(1) clearly applies to classic tender offers of the type described above, courts soon recognized that in the case of privately negotiated transactions or solicitations for private purchases of stock many of the conditions leading to the enactment of 14(d) for the most part do not exist. The number and percentage of stockholders are usually far less than those involved in public offers. The solicitation involves less publicity than public tender offer or none. The solicitees,  who are frequently directors, officers or substantial stockholders of the target, are more apt to be sophisticated, inquiring or knowledgeable concerning the targets business, the solicitors objectives, and the impact of the solicitation on the targets business prospects. In short, the solicitee in the private transaction is less likely to be pressured, confused, or ill-informed regarding the businesses and decisions at stake than solicitees who are the subjects of public tender offer. 

These differences between public and private securities transactions have led most courts to rule that private transactions or open market purchases do not qualify as “tender offer” requiring the purchaser to meet the prefiling strictures of 14(d)”. 

“We prefer to be guided by the principle followed by the Supreme Court in deciding what transactions fall within the private offering exemption provided by section 4(10 of the Securities Act of 1933, and by ourselves in Kennecott Copper in determining whether the Williams Act applies to private transactions. That principle is simply to look to the statutory purpose. In SEC v. Ralston Purina Co., the Court stated, “the applicability of 4(1) should turn on whether the particular class of persons affected need the protection of the Act. An offering to those who are shown to be able to fend for themselves is a transaction not involving any public offering”. Similarly, since the purpose of section 14(d) turns on whether a solicitation constitutes a “tender offer” within the meaning of section 14(d) turns on whether, viewing the transaction in the light of the totality of circumstances, there appears to be a likelihood that unless the pre-acquisition filing strictures of that statute are followed there will be a substantial risk that solicitees will lack information needed to make a carefully considered appraisal of the proposal put before them.

Applying this standard, we are persuaded on the undisputed facts that Hanson’s September 11 negotiation of five private purchases and one open market purchase of SCM shares, totalling 25% of SCM’s outstanding stock, did not under the circumstances constitute a “tender offer” within the meaning of the Williams Act”.

Additionally, even if the principle used should be the eight factor test, it is clear that given that the purchases did not constitute a widespread solicitation, that the sellers were highly sophisticated, that the sellers were not pressured, that there was not a public solicitation, that the price of the purchase did not involve a premium, that there was not a fixed number of shares to be purchased and that there was no time limit, the purchases did not constituted a TO.     

On the other hand, it is also clear that the private purchases made by Hanson did not constituted a de facto continuation of the TO taking into account that the termination of the TO was final, and, therefore, there was no TO to be continued.            




Tab 27: Field v. Trump
	Field v. Trump

US Court of Appeals of the Second Circuit

	Significance to Us
	· What is a TO

	Facts 
	· The dispute originates in Pay’n Saves acquisition of Schucks Auto Supply Inc in January1984.

· This transaction left the former owners of Schucks holding 18.4% of Pay’n Saves outstanding common stock and in March 30, 1984 Pay’n Save management obtained a standstill agreement in which the Stroums agreed not to sell or otherwise dispose of their shares or to offer to purchase Pay’n Save and in return Stroum and Sloan received seats on the company’s board. 

· On August 31 the Trumps proposed to the Pay’n Save board cash tender offer at $22.00 per share for two-thirds of the company’s outstanding shares to be followed by cash-out merger at the same price. One week later the Trumps raised their offer to $22.50 but warned that it would be withdrawn if it were not approved.

· In September 1984 Pay’n Save issued press release announcing that it had reached merger agreement with the Trumps and that the Trumps were initiating tender offer at $22.50. In a statement of their own the Stroums called the Trump offer skimpy and accused management of acting in unseemly haste. 

·  On September 12, after a meeting between the Trumps, Stroum and Sloan, the Trumps told Pay’n Save’s board that they were withdrawing their previously announced offer in order to facilitate the negotiations with Stroum and Sloan.

· The Trumps and the Stroums entered into a Settlement Agreement under which the Trumps paid the Stroums $3300000 for an option to purchase the Stroums shares at $23.50 per share and in addition, the Trumps paid the Stroums $900000 for the Stroums fees and expenses. The $4200000 payment (option price plus fees and expenses) when added to the $23.50 per share purchase price, amounted to a price of $25 per share. 

· The Settlement Agreement was subject to the Pay’n Save boards approval of an amendment to the September merger agreement that would provide for an increased price of $23.50 per share for the tender offer and merger. This amendment was approved and Pay’n Save issued press release announcing that the Trumps would soon proceed with a tender offer at the new $23.50 price. 

· The plaintiff alleged that the $4200000 received by the Stroums constituted premium of $1.50 per share above the price received by other shareholders in violation of Section 14d(7)  and Rule 10b-13 (best price rule). 




	Legal Issue(s)


	Whether the purported withdrawal effectively ended the offer so that the $4,200,000 payment was not during or part of a tender offer. 

	Holding(s) / Rule(s)


	No. The purported withdrawal for the $4,200,000 payment made to the Stroums was not effective since the Trumps did not abandon their original  goal to obtain control of Pay’n Save. Therefore the premium of $1.5 per share made to them constituted a breach of the best price rule.    

	Reasoning
	“Unless successive tender offers interrupted by withdrawals can in appropriate circumstances be viewed as a single tender offer for purposes of the Williams Act, the “best price rule” is meaningless”. 

“For purpose of the “best price rule”, therefore, an announcement of a withdrawal is effective when the offeror genuinely intends to abandon the goal of the original offer”. 

“In establishing criteria to govern the integration of formally separate offerings, the SEC has identified the following factors, inter alia, as relevant: “(1) are the offerings part of a single financing; (2) do the offerings involve issuance of the same class of security; (3) are the offerings made at or about the same time ...?”Section 3(a)(11).  Analogous factors may thus point to integration in the context of formally separate tender offers:(1) are the offers part of a single plan of acquisition; (2) do the offers involve the purchase of the same class of security; and (3) are the offers made at or about the same time? These factors are useful in determining the ultimate fact of whether an offeror has abandoned the goal of an initial tender offer in announcing a withdrawal of that offer. As previously noted, where the goal has not been abandoned, a purported withdrawal followed by a “new” offer must be treated as a single continuing offer for purposes of the “best price rule”. 

“Accepting as true the facts alleged in plaintiff;s complaint, all of the listed factors weight in favour of treating the Trumps’ acquisition of Pay’n Save shares as a single tender offer. If the allegations are proven, the alleged $1.50 premioum to the Stroums would violate Section 14(d)(7)”.  


Tab 28: SEC Adopts Amendments to “Best Price” Rules in Exempt Compensatory Arrangements (2006)
· Amendment modify the language of Rule 14d-10

· Exempt the consideration offered or paid pursuant to employment compensation, severance or other employee benefit arrangements that are entered into with security holders of the target, subject to:

· Amount is being paid or granted as compensation for past services performed, future services to be performed, or future services to be refrained from performing, by the security holder

· Such amount is not calculated based on the number of securities tendered or to be tendered in the tender offer by the security holder

· Create a safe harbor that the two requirements are deemed satisfied if the compensatory arrangements are approved by the compensation committee of either (i) the target company’s board of directors, whether or not the target company is a party to the arrangement, or (ii) the bidder’s board of directors, if the bidder is a party to the arrangement.  All members of the committee approving the arrangement must be independent.

· Amended rule will not apply if a security holder entering into such an arrangement did not tender its shares into the tender offer. `

Tender Offer Rules under the Williams Act

· Regulate tender offers and other significant acquisitions of publicly traded equity securities.

· Idea is to prevent shareholders from being stampeded into tendering both by providing information and time to consider it.

· Substantial Accumulations

Section 13d - Requires disclosure by persons or groups who acquire beneficial ownership of more than 5% of publicly traded equity security

Section 13e (Repurchase of own stocks) - Regulates purchases by an issuer of its own publicly traded securities including purchases subsequent to commencement of tender offer or self-tender offer
Section 13f – (Private equity Funds) - Requires disclosure by institutional investment managers exercising investment discretion with respect to accounts holding Section 13f securities if the aggregate fair market value of such accounts exceeds $100 million Rule 13f-1requires that this disclosure be made within 45 days after the end of each calendar quarter
Section 13g - Requires disclosure by institutional investors who acquire beneficial ownership of more than 5% of publicly traded equity security and who elect to file Schedule 13G in lieu of Schedule 13D
Passive Investors who acquire beneficial ownership of more than 5% but less than 20% of publicly traded equity security can also use Schedule 13G.

Also requires disclosure by any person who beneficially owns more than 5% of publicly traded equity security but is not required to file Schedule 13D.

Schedule 13D requires information that enables investors to make informed investment decisions based upon knowledge of the person who is seeking corporate control its plans for the target and the likelihood of shift in control. A person ordinarily must file Schedule 13D within ten days after acquiring an ownership interest that equals or exceeds 5%

Schedule 13G for Institutional Investors - The 10-day requirement is relaxed for certain institutional investors  whose purchases are made in the ordinary course of business and not with the purpose of changing or influencing the control. Such persons need file only Schedule 13G and they must do so only within

forty-five days after the end of the calendar year rather than within ten days of reaching or exceeding the 5% threshold. Schedule 13G requires much less information than Schedule 13D

Schedule 13G for Passive Investors - persons who are not institutional investors who acquire more than 5% but own less than 20 % and have not acquired the securities with any purpose or with the effect of changing or influencing the control of the issuer can use Schedule 13G but the filing must be made within 10 days of the date the percent threshold is reached.
However if institutional investors or passive investors should determine that they now hold such stock with the purpose or effect of influencing control of the target assuming that they continue to own more than 5 % they must file full Schedule 13D within ten days of making that decision. During that period until the tenth day after the Schedule 3D is filed those persons can neither vote their previously acquired shares nor buy any additional shares of the target.

Rule 13d-3 Beneficial Ownership - person beneficially owns any registered security if he either has
or shares direct or indirect power to vote sell or determine the disposition of that security. Nonvoting securities however are not usually subject to Schedule 13D reporting although the owner must include when calculating beneficial ownership for purposes of Section 13d any voting securities that can be received by converting nonvoting securities.

Group Purchases - For purposes of the Williams Act group is formed when two or more persons agree to act together to acquire hold vote or dispose of securities. If group acquires percent or more of the outstanding

shares of corporations class of equity securities that group must file Schedule 13D. Intended to prevent persons who agree to pool their interests from evading the disclosure requirements on the theory that each group member individually owns less than percent of the issuers securities.

Key parts of content of the Schedule 13D: Purpose of Transaction; Interest in Securities of the issuer; Contracts Arrangements Understandings or Relationships with respect to Securities of the Issuer. 

· Tender Offer Regulation

Section 14d - Regulates substantive aspects of and requires disclosure in connection with tender offers by bidders who upon consummation of the tender offer would beneficially own 5% or more of publicly traded equity security.

Section 14e - Prohibits fraud and certain other practices.

Section 14f - Requires disclosure if other than at shareholder meeting majority control of target company board of directors is to be changed subsequent to transaction subject to either Section 13d or 14d.

· Benefits of Tender Offer Versus Merger

· No Pre-Clearance SEC pre-clearance of tender offer materials is not required unless it is an exchange offer using securities as consideration in which case the offer can commence but cannot be consummated until the SEC declares registration statement effective

· Speed tender offer can be completed relatively quickly generally 20 business days in the case of 

· Tender offer is made directly to shareholders and does not require shareholder vote or board approval

· Definition of Tender Offer
The Williams Act does not define the term tender Offer

The courts have used two tests:

a) Eight factor test

b) Totality of circumstances test - 

a) Eight Factor Test

- active and widespread solicitation of public shareholders

- solicitation for substantial percentage of target stock

- offer made at premium over the prevailing market

- price

- terms are firm rather than negotiable offer contingent on the tender of minimumnumber of shares

- offer open for limited period of time

- offeree subjected to pressure to sell stock and

- public announcements precede or accompany rapid accumulation of large amounts of target stock

Obs: Need Not Have All Eight Factors

· Commencement of Tender Offer
Tender offer commences at 12.01 A.M on the date when the bidder first publishes sends or gives the means to tender to the security holders of the target company.

For purposes of Rule 14d-2 providing the means to tender includes distributing letters of transmittal for

holders to tender their securities.

As soon as practicable on the date of commencement

bidder must comply with filing requirements of Rule 14d-3a; dissemination requirements of Rule 14d-4a or

disclosure requirements of Rule 14d-6ª.

· Pre-Commencement Communications
A communication by the bidder will not be deemed

to constitute commencement of tender offer if It does not include the means for security holders to tender their shares into the offer. 

· Permitted Communications

Safe harbor does not restrict the content of communications. Oral communications need not be filed. Written communications include web-site postings

· Early Commencement of Exchange Offers (Offer including shares)

Rules permit third-party exchange offers to commence upon filing of the registration statement

Completion of offer Any securities tendered in the offer may not be purchased until after the registration

statement becomes effective and the minimum 20 business day tender offer period from commencement has expired. 

Material changes/SEC comments -  If material change to prospectus is required either as result of SEC

review or other changes bidder must extend offer  in order to permit holders to review and act upon the information

· Dissemination of Tender Offer to Security Holders

For cash tender offers and exempt exchange offers bidder may disseminate by Long Form Publication in Newspaper or Newspapers. These methods for dissemination are not exclusive

· Minimum Offering Period

Rule 4e- 1a requires that tender offer be held open for not less than 20 business days from the date it is first

published or sent or given to security holders.

Mandatory Extensions

Rule 4e-1b requires the bidder to keep the offer open for at least ten business days from the date that the bidder first disseminates to security holders notice of any increase or decrease in the percentage of the class of securities being sought other than increases of 2% or less of the securities being sought or the offered consideration. 

Extension Procedure - Rule 14e-1d provides that the only way bidder may extend itsoffer is by issuing notice of extension

· Withdrawal Rights

The SEC gives tendering security holders the right to withdraw their securities during the period such offer request or invitation remains open

The Concept of Proration - Prorationing is the concept of how you determine which shares will be purchased when the partial offer is oversubscribed

All Holders Rule - Rule 14d-1O requires that tender offer be made to all shareholders of the class of securities subject to the tender offer

· The Statutory Best Price Rule

Under Section 14d7 if the bidder varies the terms of the offer before its expiration by increasing the offered

consideration the increased consideration must be paid to each security holder whose securities are accepted and paid for pursuant to the offer.

· The SECs Best-Price Rule

Rule 14d-1O requires the consideration paid to any security holder pursuant to Section 14d tender offer to

be the highest consideration paid to any other security holder during the offer.

· Contents of Summary Advertisement Restricted - Provides what the summary advertisement of the tender offer must contain

· Schedule TO Required Information: 

Timing On the commencement date of the Tender Offer the bidder must file Schedule TO with the SEC

Schedule TO requires disclosure among other matters of: the following information

Summary Term Sheet Security holders must be provided with summary term sheet that must briefly describe most material terms of the tender offer; Security and Target ; Identity and Background of the bidder

Source and Amount of Funds or Other Consideration; Purpose; Persons Retained Employed or to be Compensate; Financial Statements of Certain Bidders

· Announcement of Targets Position - requires the target no later than 10 business days from the date of commencement of the offer to disseminate to holders of the securities being sought by the bidder statement disclosing its position with respect to the offer. However the target board need not oppose or reject the offer in the required statement nor must it accept the offer

· Rule 14d-9

If any person including the target recommends that the targets shareholders accept or reject the tender offer then it must among other things file Schedule 14D-9 the Schedule 14D-9 disclosure obligation does not arise until the 10th business day after commencement of the offer

· Antifraud Provisions

· Disclose or Abstain from Trading - Subsequent to bidder taking substantial step to commencing tender offer any person other than the bidder in possession of material nonpublic information relating to such tender offer may not purchase or sell the tender offer securities.  

· Anti-tipping Provisions The bidder the target and their officers directors partners employees advisors and persons acting on their behalf may not communicate material nonpublic information relating to the tender offer. Exception is made for communications made in good faith

· Rule 14e-4

Rule 14e-4 This rule prohibits short tendering whereby person tenders securities that such person neither owns nor has the right to acquire and hedged tendering whereby person tenders to partial tender offer and then sells those shares such person estimates will be returned unaccepted by the bidder

· Rule 14e-8

Under Rule 14e-8 announcing tender offer without intent or ability to follow through or with intent to manipulate price of bidder and/or targets securities would be deemed fraudulent practice within the meaning of Section 14e of the Exchange Act. 

Tab 34 – Securities Exchange Act of 1934
14a-1 – establishes the definitions of associate, employee benefit plan, entity that exercises fiduciary powers, exempt employee benefit plan securities, last fiscal year, proxy, proxy statement, record date, record holder, registrant, respondent bank and solicitation.

14a-2 – talks about solicitations to which 14a-3 to 14a-15 apply. This article lists the situations where articles 14a-3 to 14a-15 do not apply.

14a-3 – establishes the information that must be provided to security holders in order for a solicitation to be made.  It also talks about the kind of information that must be provided in case of affirmative written consent and implied consent.

14a-4 – establishes the requirements as to proxy material (such as form of proxy); indicates the matters about which the proxy may and may not confer discretionary authority to vote on.

14a-5 – talks about how must information be presented in proxy statements, including the dates that must be contained in the proxy statements. 

14a-6 – establishes filing requirements as to preliminary proxy statements, definitive proxy statement and other soliciting material, personal solicitation materials, release dates, public availability of information, confidential treatment, communications not required to be filed, solicitations subject to 14a-2(b)(1), revised material, fees, merger proxy materials, computing time periods, roll-up transactions, cover page, solicitation subject to 14a-2(b)(4) and solicitations before furnishing a definitive proxy statement.

14a-7 – establishes the obligations of registrants to provide a list of, or mail soliciting material to, security holders in case the registrant has made or intends to make proxy solicitation in connection with a security holder meeting or action by consent or authorization.

14a-8 – addresses issues of when a company must include a SH’s proposal in its proxy statement and identify the proposal in its form of proxy when the company holds an annual or special meeting of SHs. In order to have your SH proposal included on a company’s proxy card, the SH must be eligible and follow certain procedure. Under few specific circumstances, the company is permitted to exclude the SH’s proposal but only after submitting its reasons to the SEC. the issue addressed are: what is a proposal, who is eligible to submit a proposal and how to demonstrate that the SH is eligible, how many proposals may the SH submit, how long can a proposal be, what is the deadline for submitting the proposal, what happens if the SH fails to follow one of the eligibility steps, who has the burden of persuading the SEC that the proposal can be excluded, must the SH appear in person at the SHs’ meeting to present the proposal, on what basis can the company rely to exclude the SH proposal, what procedures must the company follow to exclude the SH’s proposal, may the SH submit his own statement to the SEC responding to the company’s arguments, what information about the SH must the company include along with the proposal, what can the SH do if the company includes in the proxy statement reasons why it believes SHs should not vote in favor of the SH’s proposal and the SH disagrees with the reasons.

14a-9 – talks about false and misleading statements included in proxy statements, form of proxy, notice of meeting or other communication. Defines what could be considered as misleading. 

14a-10 – establishes prohibitions of certain solicitations. 

14a-12 – establishes situations where a solicitation may be made before furnishing a proxy statement to the security holders.

14a-16 – talks about the possibility of internet availability of proxy materials (requirements, eligibility and obligations).

14a-17 – establishes the possibility of a SH, registrant or third party acting on behalf of a SH or registrant to maintain or operate an electronic SH forum to facilitate interaction among the registrant’s SHs and between the registrant and its SHs.

Tab 35 – The System isn’t Broken: A Legislative Parade of Horribles, November 2009.
In 2009, regulators and lawmakers have proposed a dizzying array of reforms that, if implemented, would exacerbate short-termism, undercut directorial discretion further empower institutional investors and shareholder activists, and impose unnecessary and potentially costly burdens on public companies. The proposed reforms appear to proceed in part from a misguided impulse on the part of regulators and lawmakers to be seen as doing something about the current recessionary environment and in part from an opportunistic desire to use the financial crisis as an excuse to enact an activist wish list of reforms. Members of the Congress, the Department of Treasury and the SEC all are currently engaged in putting forth corporate governance initiatives. The proposed reforms include shareholder proxy access rules, corporate governance proxy disclosure requirements, composition and election of the board of directors, executive compensation clawbacks, say-on-pay referendums, independence requirement for compensation committees and their outside consultants, supermajority shareholder approval of excessive pay and mandatory majority voting. If these proposals are adopted as proposed, they are likely to have a lasting impact and further impede the ability of American public companies to compete in the global marketplace. 

Shareholder Proxy Access – the proposal requires issuers to include in their proxy materials director nominees (up to 25% of the board on a first come first served basis) proposed by SHs who satisfy ownership (1% of stock) and other requirements (hold 1% of stock for at least 1 year). However, (i) the 1% threshold is very low and will empower activists to manipulate the corporate process in pursuit of their own agenda; (ii) the first come, first served procedure will give SHs a perverse incentive to rush to nominate directors; (iii) the proposed rule does not require a nominating shareholder to hold stock in the company for any period of time if it succeeds in electing a nominee to the board. It would be detrimental to provide increased rights to SHs who are free to seek short-term gain through the manipulation of board composition without requiring such SHs to continue to have an economic stake in the company; (iv) it could have a negative effect of causing corporate disruption and waste, deterring qualified candidates from standing for election and undermining the effectiveness of board processes; (v) the adoption of this proposal would result in a very significant increase in SHs nominations and proxy contest; (vi) Delaware enacted legislation enabling the adoption by companies of bylaws permitting SHs access to company proxy materials, which enables companies and their SHs to tailor proxy access to their own specific circumstances and keeps the issue of proxy access in the proper real of state law; (vii) the role of the board of directors is an element that appears to be absent from the proposal. The SEC should not be mandating a process that could lead to dysfunctional boards of directors of public companies at little or no cost to the proponents. 

Executive Compensation – executive pay has long been a touchstone for debate. Disclosure and communication are key elements in the process of harmonizing company goals and SHs interests. Say-on-pay legislation may have superficial appeal but there is no reason to believe that it would increase communication between companies and their SHs. Some CEOs have raised concerns that say-on-pay (i) could lead to further government intervention and SH micromanagement with the result that talented executives could leave public companies for privately-held firms; (ii) could be used by institutional SHs and hedge funds to attempt to coerce management into making certain short-term decisions that would not be in the company’s best long-term interests. Additionally, directors are charged with the responsibility of determining executive compensation. Indeed, directors should be confident in following normal procedures, with the advice of an independent consultant and the company’s legal counsel, as they make decisions on the executive pay. Case law is clear that courts will protect decisions on executive pay made by directors on an informed basis, in good faith and without a taint of self-interest. Directors would be advised to structure compensation that links pay with the long-term performance of the company and to avoid compensation that might encourage undue risk. It is properly the province of the directors to determine executive compensation, and it would be a mistake for SH to attempt to usurp or undermine the proper functioning of the board in this critical area.

Broker discretionary voting – the SEC approves the NYSE’s proposal to eliminate broker discretionary voting in uncontested elections. As a result, broker will not be able to vote on behalf of clients who fail to provide voting instructions in uncontested director elections at NYSE-listed companies. In addition to the increase in the proxy solicitation expenses for annual meetings, the rule change is expected to have an even more harmful effects of significantly empowering activist and institutional SHs, marginalizing retail SHs and precipitating more frequent board changes. The impact of this proposal will depend on two factors: the relative size of the public company and its SH composition. Each of these companies may face quorum issues in situations where the quorum is not established through routine proposals: (i) Controlled companies should not be affected by the proposal even in situations where the controlling SHs do not have an absolute majority of the outstanding shares since the voting outcome is likely to arrive at the same result whether or not the brokers can vote. (ii) Large or Mega-Cap companies are likely to see the next smallest impact as they tend to have the highest percentage of institutional ownership, since institutional investors tend to provide direction on how to vote their shares and are likely to have even greater power since a lower percentage of the outstanding shares will be voted. This is likely to increase institutions’ and activists’ ability to run successful withhold vote campaigns; (iii) Mid-Cap companies tend to have a lower percentage of institutional ownership and therefore are likely to face a more substantial impact from the elimination of the broker discretionary voting. As more and more companies adopt a majority voting standard for election of directors, withhold vote campaigns will be increasingly meaningful as they will give SHs the ability to block directors from being elected and potentially force the resignation of incumbent directors. For the company to prevail in such circumstances, it would need to hire a proxy solicitor and expend significant resources and funds in an effort to communicate with the underlying SHs and to attempt to get them to vote; (iv) Small-Cap companies are likely to fare the worst as a result of the proposal since they tend to have the largest percentage of retail SHs. These companies, who are likely to be the least able to spend additional funds, will face the greatest need to do so. Unless the company can get their retail SHs to vote their shares, they are unlikely to achieve satisfactory vote levels. Moreover, since public companies need to publicly disclose their voting results, these companies are likely to be viewed as very attractive targets by hedge funds and other activists investors since for a relatively small investment they will be able to exert great influence at a SH meeting.

Board Requirements – the proposal would require all publicly-traded companies to split the role of board chairman and CEO, being the chairman an independent director. Director independence became a touchstone of corporate governance via regulatory and legislative reforms. Standards of independence now are firmly ingrained in corporate culture and are periodically being further increased. However, there can be a downside to excessive independence: independent directors tend to be ignorant directors. Independence means that they don’t know what’s going on, except managers tell them. The proposal also refers to the elimination of staggered boards. This, however, would increase the vulnerability of public companies to unsolicited takeovers and would further infringe a territory properly governed by state corporate laws.    

Governance Disclosure – The SEC proposed a package of new proxy disclosures, concerning a wide variety of corporate governance and compensation issues such as: (i) description and justification for including whether and why a company has chosen to combine or separate the positions of CEO and chairman of the board; (ii) whether and why a company has a lead independent director; (iii) description in the proxy statements of the board’s role in risk management and discussion addressing the relationship between a company’s overall employee compensation policy and risk management practices and/or risk-taking incentives; (iv) information about directors, board nominees and executives would be significantly expanded; (v) detailed disclosures regarding compensation consultants; among others. These proposals would impose a significant burden on companies that is not justified by any benefit. 

Proxy mechanics – the proposal includes a comprehensive review of the mechanics by which proxies are voted and the way in which information to SHs is conveyed. However, the SEC is advocating vast changes, proposing regulation on matters such as proxy access without first fixing underlying systems that gives institutional and activist SHs a built-in advantage over retail SHs. The proxy ‘plumbing’ should be fixed before these changes are implemented so that the playing field for public companies is fair and transparent for all constituencies. 

Many of these proposals represent misguided attempts to assert federal control over areas that have traditionally, and successfully, been governed by state law. The benefits of the state law model have been demonstrated time and again by states’ useful regulatory innovations, timely responsive actions and individualized regimes that help companies to maximize efficiency and minimize unnecessary burdens. A one-size-fits-all approach would have the effect of forcing conformity where it does not belong and serves no useful purpose. These proposals would have the effects of increasing unhealthy pressure on companies to focus on short-terms stock price results. 

Tab 36 – Icahn’s Time Warner Blueprint
Financial Time, 02.08.2006 – Carl Icahan and his advisors prepared a report (Lazard Report) to recommend Time Warner to be split into four independent companies. This report marked the formal launch of a 3-month proxy fight for full control of Time Warner’s board aimed at forcing structural changes to boost the company’s share price. The study argues that Time Warner has underperformed major stock market indices since Dick Parsons became chief executive in May 2002 and attributes this to a lack of a clearly defined strategy. Their view is that the company has been managed for the short-term and that this has damaged the company’s fundamental competitive position and its prospects for growth. The report’s recommendation are for a $20bn share buyback, a split into 4 divisions and a reduction in corporate overheads since these moves would lift Time Warner’s shares between $23.30 and $26.57. Mr. Parsons has argued that it is better to retain a conglomerate structure to have access to different businesses at a time of rapid technological changes.

Time Warner Statement on Agreement with Icahan Partners, 02.17.2006 – The statement says that Time Warner entered into an agreement with Icahan Partners, under which Icahan Partners will not contest the company’s slate of directors at the 2006 Annual Meeting of Stockholders. Time Warner said it would undertake the following: (i) the company will increase its existing share repurchase program and extend the program’s ending date; (ii) the Nominating and Governance Committee will recommend the election or appointment of two new independent directors to the board; (iii) Time Warner has begun a comprehensive review of costs at each of its operating divisions and at its corporate parent with the objective of better aligning its costs with the long term needs of the business; (iv) the company will continue to review the Lazard Report and will continue its dialogue with Icahan Partners regarding the recommendation in the report. 

Tab 38- Prisoner’s Dilemma
“The prisoner's dilemma is a fundamental problem in game theory that demonstrates why two people might not cooperate even if it is in both their best interests to do so.”

Exercise:

· Target Company Stock trading at $50 in market

· Raider announces T.O to buy up to 60% of the target’s outstanding stock at $60. If successful it will then engage in a squeeze out merger for the remaining 40% at $30. 

· 1,000 shares outstanding. 

Should you tender your shares?

	
	Other SH decision

	Your Decision
	
	Tender
	No Tender

	
	Tender
	$48
	$60

	
	No Tender
	$30
	$50


Possible Situations

1) Everyone tenders: you get 60 dollars for 60% of your shares, the rest at 30 dollars: average of 48 dollars per share. 

2) Only you tender: you get 60 dollars for all your shares: average 6o dollars (best situation, not probable that you will be the only one to tender)

3) You don’t tender: You get the squeeze out merger price: 30 dollars average. (Worst case scenario)

4) No one tenders: you get the market price, 50 dollars; you are neither worse nor better off. (Not probable that no one tenders). This is exactly why the prisoner dilemma is so famous. Suspicion will make some tender some refrain, instead of working together, and in the end you end up worse off. 

· Acting alone, you might conclude that tendering is your better option. The thing is that others will think exactly like you, leaving everybody worse off, with an average of $48. 

· This shows how Tender Offers can negatively affect shareholders. Because of abuse of the structure that led to coercion to SH, the TO were regulated by the Williams Act. 

· The Act gives SH time and information to make an informed decision of whether they should tender their shares or abstain. 

· However, the Act cannot make SH act in concert, or to be cooperative among them. Add to this scenario the fact that SH pool is big and disperse and you end up with the prisoner dilemma. 

Tab 39: Omnicare Documents:
· The Documents comprise a series of letters that were sent by Omnicare’s CEO to NeighborCare’s CEO; press releases made by these companies; news. 

· The first letter sent by Omnicare is considered a “Bear hug” letter. (March 30, 2004: ) 

· Unsolicited letter from a prospective buyer to a target company's management. (In our case it is directed to Neighbor Care’s CEO: puts direct pressure on him either to consider it and discuss it with the Board of Directors [BOD] or disregard it and have fiduciary duties triggered)
· Intended to pressure target management by triggering their fiduciary duties

· Letter can invite negotiations or make a detailed proposal

· May or may not be publicly disclosed by bidder:

· If public, first step in a hostile takeover

· If private, target can make it public for tactical reasons

· First paragraph (¶): nice greeting words. Mentions the proposal to combine both companies. 

· Second ¶: discloses Omnicare intentions with regards to the consideration involved in the deal: in this case: combination cash and stock. The price is a premium over the closing market price. Last sentence open the dialogue between two companies: “open to discuss the form of the consideration or any other matter relating to a proposed combination”

· Third ¶: refers to previous conversations ( history around the negotiation that is taking place. Mentions that it would be a good opportunity for Neighbor care SH to realize a substantial return on their investment. 

· Fourth ¶: obligatory: wooing the other CEO with compliments about his accomploshments. 

· Fifth ¶: why. Good for both companies. Both would be realizing substantial benefits. 

· Sixth ¶: Emphasizing seriousness of the letter: commitment to the proposal. Mentions that have already engaged outside professionals and that regulatory approval are feasible. 

· Seventh ¶: Confidentiality. Proposal subject to further due diligence. 

· Response Letter from NeighborCare [NC] (April 20, 2004)

· Strong letter: rejecting the proposal.

· Mentions that the BOD has reviewed it.

· A: BOD unanimous in thinking that it is Opportunistic and not in the best interest of NC SH.  

· BOD confident in management and new plan after spin-off. 

· Last ¶: kind of threat: counterproductive for both companies. 

· Omnicare Goes Public: press release informing the public of its letter that was sent to NC. 

· ¶ 2: mentions that they are making a 70% premium cash offer to Sh. Cash deals are well received given that they provide for certainty and are seen as strong dependable offers. 

· Second Letter sent by O 

· Disappointed that the BOD rejected the offer. For this reason they are going public with the offer. Stresses their willingness to discuss consideration or any other related issue. 

· Mentions that they have obtained commitment from different banks (financial) and that there are no further actions at the corporate level to be taken. Open for discussion. 

· Intention to work on an agreed transaction, no intention of being hostile. 

· Another Press Release

· NC confirms the reception of the letter. Offer is similar to one already considered by the BOD. 

· Will review this one, consistently with their fiduciary duties. Mentions rhe engagement of financial and legal advisors on the part of NC to assist the BOD.

·  Another Press Release from NC

· NC rejects unsolicited proposal from O

· “blatantly opportunistic” Confidence in their corporate plan and managers. Just 5 months after the spin-off: confident this will bring benefits. O trying to deprive their SH of the upside their plan will provide them with. 

· Another Press Release from O

· Insist that they are disappointed.

· Want to work a friendly deal. 

· O announces intent to commence Tender Offer [T.O] to acquire NC

· NC responds with a press release: will review (fiduciary duty) (June 14,2004)

· Urges SH not to tender before the BOD has made a recommendation

· Finally rejects it: inadequate from a financial point of view. (Opinion from their financial advisors says so: Goldman Sachs); uncertain: conditioned as to financing and regulatory matters; BOD intents to protect the best interest of the co and its constituents: SH, e, customers, and communities in which it does business. 

· O raises its cash offer to $32. Urges them to negotiate with them. HSR Antitrust Improvements Act 1976: waiting period has expired. 

Hart-Scott-Rodino Antitrust Improvements Act of 1976
The Act provides that before certain mergers, tender offers or other acquisition transactions can close, both parties must file a "Notification and Report Form" with the Federal Trade Commission and the Assistant Attorney General in charge of the Antitrust Division of the Department of Justice. The filing describes the proposed transaction and the parties to it. Upon the filing, a 30-day waiting period (15-days for all-cash tender offers) then ensues during which time those regulatory agencies may request further information in order to help them assess whether the proposed transaction violates the antitrust laws of the United States. It is unlawful to close the transaction during the waiting period. Although the waiting period is generally 30 days (again, 15 days if the transaction is an all cash tender offer), the regulators may request additional time to review additional information and the filing parties may request that the waiting period for a particular transaction be terminated early ("early termination").

· Another Press Release: NC rejects O revised offer

· Not prove NC SH value they deserve

· Stock traded above revised offer

· O able to pay a better price

· Urge SH not to tender

· Joint Public Statement: negotiations are ongoing. July 5, 2005. 

· 34,75 cash offer of all outstanding shares. 

· July 7, 2005: signed merger agreement. Cash deal: $34,75

· Opinion of O financial advisor. 

· NC BOD accepted the merger agreement, consider it fair and in the best interest of NC. 

Tab 43: ISS Study finds companies with stronger takeover defenses outperform other companies
This study found that companies with poison pills and other takeover defenses performed better than companies without such defenses.

The study’s main rationale is that companies with weaker overall corporate governance perform more poorly, with respect to shareholder return, profitability, dividend payout and risk, than companies with stronger overall corporate governance. 

For the study, “good corporate governance” was defined by measures including (i) board composition; (ii) compensation; (iii) takeover defenses. Even though board composition was the most important factor in explaining good corporate governance ratings, strong takeover defenses were found to be correlated with higher shareholder returns, stronger profitability measures, higher interest coverage and operating cash flow to liability ratios.

Tab 44: Comments on the share purchase rights plan
The basic objectives of the rights plan are:

(i) Deter abusive takeover tactics by making them unacceptably expensive to the raider

(ii) Encourage prospective acquirers to negotiate with the target’s board rather than to attempt a hostile takeover.

(iii) As a consequence, increase the board’s negotiating power.

Flip-in structure: designed to deter creeping accumulations of a company’s stock; It is structured to be available from an specific threshold (usually 10 to 15%). The flip-in feature would give shareholders, other than the holder triggering the flip-in, the right to purchase shares of the company at a discount to market price (thereby diluting the triggering shareholder).

Flip-over structure: provides shareholders protection against being forced to dispose of their equity interest in the company; gives shareholders the right to purchase shares of the acquiring company at a discount in the event of a freeze-out merger or similar transaction

Consequences before activation: 

a. no effect on a company’s balance sheet or income statement

b. no tax effect on the company or the shareholders. The text says that companies have split their stock, issued stock dividends and combined their stock without interference from the plan.

Legality of the rights plan: since the 1985 decision in the Household case, DE courts have widely recognized the legality and legitimate uses of a variety of pills. The Household case and subsequent case law establish that adoption of a plan does not change the fiduciary standards to be followed by a board of directors in responding to a takeover bid. In the event of a specific takeover bid, the plan and its operation will have to be assessed in light of the response that the board decides is appropriate based on the advice at that time of the company’s financial advisors and legal counsel. The decisions in Paramount v. Time, QVC v. Paramount and Unitrin cases support the view that, where the board has not made a decision to sell the company, the board may “just say no” and refuse to redeem the rights if the board determines in its business judgment that the bid is not in the best interests of the shareholders and would interfere with the company’s long-term business plan and strategy.

Tab 45 [Moran v. Household Int’l]
Facts: The Board of directors of Household adopted a rights plan (poison pill) “on a clear day”, which would be triggered in the following scenarios: (1) announcement of a tender offer for 30% of Household shares (“30% trigger”); (2) acquisition of 20% of Household shares by any single entity or group (“20% trigger”). The rights plan was voted 14 x 2 by the board. Two directors (Moran and Whitehead) voted against. Moran and his company, DKM, filed this suit as they had intentions of buying Household.

Holding: Applicability of the BJR as standard of review for the adoption of the poison pill. There is no indication that § 157 of the DGCL is limited to the issuance of rights for the purposes of corporate financing. § 157 allows the issuance of rights of another’s capital stock because anti-destruction clauses generally ensure holders of certain securities of the protection of their right of conversion in the event of a merger by giving them the right to convert their securities into whatever securities are to replace the stock of their company. The board had authority to issue the rights under § 141(a) of the DGCL. 

When a pill is made in good faith, by an informed board, and is reasonable in relation to the threat posed, the decision is protected by the BJR. 

In Unocal the court held that when the business judgment rule applies to adoption of a defensive mechanism, the initial burden will lie with the directors. The directors must show that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed. They satisfy that burden, by showing good faith and reasonable investigation. In addition, directors must show that the defensive mechanism was “reasonable in relation to the threat posed”. Then, the burden shifts back to the plaintiffs who have the ultimate burden of persuasion to show a breach of the directors’ fiduciary duties.

In this case, there were no allegations of bad faith, no allegations of entrenchment. Board demonstrated that the pill was adopted in reaction to what was perceived to be the threat in the market place of coercive two-tier tender offers. The Court concludes that directors were not grossly negligent in adopting the pill. Also, the Court finds that the mechanism was reasonable in relation to the threat posed because directors reasonably believed the company was vulnerable to coercive acquisition techniques.  

Nevertheless, the actual use of the pill will only be evaluated when there is an actual bid. The ultimate response to an actual takeover bid must be judged by the directors’ actions at that time. 

Tab 46 [Quickturn v. Howard Shapiro]
Facts: Dispute arises from ongoing effort by Mentor Graphics, a shareholder and hostile bidder, to acquire Quickturn Design, the target company. Mentor launches tender offer for all shares at $ 12.125 per share, a 50% premium over immediate pre-offer price but a 20% discount compared to the levels 6 months ago (stock price fluctuated a lot in the last months). Once consummated, the tender offer would be followed by a second step merger in which the nontendering stockholders would get the same consideration. Mentor also announced its intent to solicit proxies to replace the board at a special meeting, since the by-law allowed a 10% shareholder to call a shareholder meeting. 

In response to Mentor’s tender offer and proxy contest to replace the Quickturn board, the Quickturn board enacted two defensive measures: (i) it amended Quickturn shareholder rights plan by adopting a “no hand” feature of limited duration (“delayed redemption provision” or DRP); (ii) it amended the corporations’ by-laws to delay the holding of any special stockholders meeting requested by stockholders for 90 to 100 days after the validity of the request is determined. 

Court of Chancery determined the bylaw amendment to be valid, but the DRP was seen as invalid. In the appeal, Quickturn argues the Court of Chancery erred in finding that the DRP is illegal. 

First issue: bylaw amendment

The old bylaw allowed stockholders holding 10% or more of the stock to call a special stockholders meeting. The amendment provides that if any such special meeting is requested by shareholders, Quickturn would fix the record date for, and determine the time and place of, that special meeting, which must take place not less than 90 days nor more than 100 days after the receipt and determination of the validity of the shareholders’ request. The effect of the bylaw would be therefore to delay a shareholder called special meeting for 3 months. 

The Court of Chancery found that the amendment was legal because (i) the original version was incomplete, since it did not explicitly state who would be responsible for determining the time, place and record date for the meeting and (ii) the original language would have allowed a hostile bidder holding the requisite percentage of shares to call a special meeting on minimal notice and force the shareholders into making a decision without time to become reasonably informed. 

The court found that this amendment did not violate the board Unocal’s fiduciary duties. Since Mentor did not appeal against this ruling, the amendment was not an issue in the appeal and the decision has become final.

Second issue: the delayed redemption provision

At the time Mentor initiated its bid, Quickturn had in place a rights plan that contained a “dead hand” provision: it had a limited “continuing director” feature that became operative only if an insurgent that owned more than 15% of Quickturn’s common stock successfully waged a proxy contest to replace a majority of the board. In that event, only the directors in office at the time the poison pill was adopted could redeem the rights.

At the same meeting at which it amended the bylaws, the board also amended the rights plan to include a “delayed redemption provision” in it. It provided that, if a majority of the directors were replaced by stockholder action, the newly elected board could not redeem the rights for six months if the purpose or effect of the redemption would be to facilitate a transaction with a party that nominated or financially supported the election of the new board.

By adopting this provision, the board built into the process a six month delay period in addition to the 90 to 100 day delay mandated by the bylaw amendment

Holding: defensive actions are subjected to enhanced judicial scrutiny. Target board must (i) establish that it had reasonable grounds to believe that the hostile bid constituted a threat to corporate policy and effectiveness; (ii) the defensive measures were “proportionate”, that is, reasonable in relation to the threat that the board reasonably perceived. 

One of the most basic principles of Delaware corporate law is that the board of directors has the ultimate responsibility for managing the business and affairs of a corporation. Section 141(a) requires that any limitation on the board’s authority be set out in the certificate of incorporation. The Quickturn certificate had no provision purporting to limit the board’s authority. The DRP, however, would prevent the new board from discharging its duties to the corporation for six months. Also, while the DRP limits the board of directors’ authority in only one aspect, the suspension of the rights plan, it nonetheless restricts the board’s power to negotiate a possible sale of the corporation. It therefore imposes an illegal limitation on the board’s power, which under section 141(a) have FULL POWER to manage and direct the business and affairs of a DE corporation.

Tab 50 Corporate governance update: poison pills – maintain flexibility in takeover defense
David Katz and Laura McIntosh (January 2006)

Under pressure from Institutional Shareholder Services (
ISS), boards have adopted rights plans containing self-limiting features such as a three-year independent director evaluation, a qualified offer clause or a high trigger threshold of 20 percent or more. 

In 2005, ISS was recommending withholding votes from directors who:

i. amend a poison pill that has any kind of continuing director or “dead-hand” feature;

ii. adopt a pill without shareholder approval and without committing to put the pill to a vote within 12 months.

Bottom line of the article: for the authors, it is bad for the board to simply ignore a majority shareholder vote to redeem the poison pill, since it can bring shareholders against management. On the other hand, adopting pills as recommended by the ISS is not helpful, for they do not provide the protection that a poison pill was designed to give. A chewable pill permits a bidder to bypass the board in certain circumstances and undermines the centralization of bargaining power in the hands of the board. 

Authors’ proposal: one advantage of the pill is that the board may adopt it very quickly – sometimes in 24 hours, generally within a few days. Therefore, when confronted with shareholder pressure, there is no need for a board to incur negative publicity by renewing an unpopular poison pill or to tie its own hands by adopting a weak rights plan or a policy that would limit its options. A company is better served when its board eschews a fight on this issue and simply retains the flexibility to adopt an effective rights plan in response to a takeover threat. 

Tab 51: Takeover Defenses Work.  Is That Such a Bad Thing?
Mark Gordon (2002)

Note – I do not remember talking about this article in class, but last class he said that we should know the different positions in takeover defenses.

Overview

Article written by Gordon to criticize The Powerful Antitakeover Fore of Staggered Boards: Theory, Evidence, and Policy, Bebchuk, Coates and Subramanian (BC&S).

Introduction

In The Powerful Antitakeover Fore of Staggered Boards: Theory, Evidence, and Policy BC&S purport to demonstrate that hostile takeover targets that have a poison pill rights plan and an “effective” staggered board (ESB) can, and most of the time do, remain independent rather than sell themselves to the initial raider or another buyer.

I. Analytical Concerns

The BC&S study contains three basic findings:

1. Companies with an ESB are much likely to remain independent after receiving a hostile takeover bid that are companies without an ESB.

2. Remaining independent in the face of a hostile bid makes stockholders worse off compared with selling to the initial suitor or to another buyer.

3. The aggregate harm to stockholders of those companies that receive hostile takeover bids but remain independent because ESB outweighs any countervailing benefit targets that allow themselves to be acquired but, perhaps, use the ESB to get a better price.

The study concludes that the presence of ESBs reduces the overall returns for stockholders of hostile bid targets.

Problems with the BC&S study:

· Overly narrow data set (92 hostile takeover bids from 1996 – 2000)

· No particular basis for limiting the data to hostile transactions  ( If ESBs give targets additional leverage to negotiate a better premium in hostile transactions, it stands to reason that ESBs should have the same effect in friendly transactions as well, hence the study should include all deals (3038 from 1996 – 2002).

· Indicates that the bargaining power effect turns out to be quite small as an empirical matter, though the sample size is too small to draw definite conclusions.

· In concluding that hostile takeover targets that remain independent experience inferior returns compared to targets that sell out, the study fails to correct for, or take into account, the harm done to the target by the hostile bid itself.

· Fails to distinguish among different types of “hostile bids”.  Nearly half of the 45 hostile bids in the study were the weakest form of bid (bear hug), compared with about 25% for non-ESB targets causing the overall incidence of remaining independent unfairly inflated for ESBs.

· Fails to make an assessment of whether an ESB has a stronger antitakeover effect that an effective annual term (EAT – company in which the whole board can be replaced, although this replacement can only happen at the annual meeting, not at any other time).  The study purports to show that hostile takeover targets that do not have and ESB remain independent less often than those with an ESB, but not having ESB u not the same thing as having an EAT.  The study alleges, however, that ESBs are more highly correlated with “bad” decision making that are EATs.

· Fails to break out from their analyses the results solely for Delaware targets, since their analyses and policy prescriptions are grounded in and directed toward Delaware statutory and case law – Only about half of the targets in the study were Delaware corporations subject to Delaware law.

· Assumes that in each case where the hostile bid target remained independent, independence was achieved over the objection of the stockholders – there must have been cases where remaining independent was the preferred choice of both the directors and the stockholders.

II. Do we really need the board inflexible new rule of director behavior and judicial intervention that BC&S propose?

The BC&S proposes that the law should not allow directors to continue blocking a takeover bid after they lose one election conducted over an acquisition offer.  After loss of one election that is effectively a referendum on the offer, incumbents should ne required to redeem the poison pill rights plan and allow the bidder to proceed with its bid.

It seems highly unlikely that the mere presence of an ESB should change the nature or quality of board decision-making.  Experience suggests that boards that are truly independent of senior management and other insiders ultimately “do the right thing.”  Virtually every one of the classic “horror” stories trotted out by opponents of takeover defenses falls into the category of non-independent board.

It is imperative that BC&S examine whether the composition and independence of each of the ESB companies in their study that elected to remain independent differ form that of those that agreed to be sold.

Conclusion

Conventional wisdom suggests that “ultimate powers and threats” available to bidders and targets seem to have reached a reasonable balance.  ESBs play an important role in that balance by solving a key vulnerability problem of the pill/EAT combination.

The Powerful Antitakeover Force of Staggered Boards: Further Findings and a Reply to Symposium Participants, BC&S (2002)

Overview

BC&S reply to five responses to their original study (among the responses, was Gordon’s paper).

I. The effect of ESBs on the outcomes of hostile bids

A. The welcome concession of defense proponents

None of the commentators who are critical to the study challenge the basic finding that ESBs allow hostile bid targets to remain independent and by allowing that, ESBs are, on average, detrimental ex post to target shareholders.

B. Effect of Independent Directors

i. Case Study Union’s Pacific hostile bid for Pennzoil

Union Pacific made a bid with a 41% premium ($84 p/share).  Pennzoil board (independent, except for CEO) rebuffed friendly overtures.  Pennzoil had in place the pill-ESB combination.  Three months after the initial bid, Union Pacific changed it to an all cash deal, and 61% of Pennzoil’s shareholders had tendered into the offer.  Pennzoil board did not change its initial position.  Union Pacific withdrew its offer, the value of Pennzoil shares dropped to approximately $35 p/share over the next 30 months.

ii. A more systematic look

· Takeover targets that remain independent 9 months after the hostile bid was launched, 67% of directors of ESB targets and 64% of directors of non-ESB targets are outside directors.

· Among the targets in the sample that remained independent, 78% had majority independent board.  Among the targets that chose to sell, 84% has majority independent boards.

· In testing the hypothesis that high CEO ownership is correlated with higher likelihood of remaining independent, it was shown that 57% targets in the sample with high CEO ownership remained independent, while 48% with low CEO ownership remained independent.  Making inconsistent the theory that high ownership is correlated with remaining independent.

C. The uneasy case for absolute

Having a majority of independent directors provides with no confidence that the board will do what is right for the shareholders.

The presence of a majority of independent directors in the past has not reduced the likelihood of a harmful “just say no” defense in the context of a hostile bid.

D. Other objections

Gordon argues:

· That the data set is stacked against ESBs because ESBs receive a greater portion of bear hug bids than non-ESBs ( In fact, the study control for the potential effect of bear hugs in their multivariate regression models.

· That study fails to make any assessment whether an ESB has a stronger antitakeover effect than an EAT ( The study did include EAT as an independent variable but find that it has no statistically significant effect on bid outcomes.

· That calculation of the effects of remaining independent ignores the harmful effect of the hostile bid itself ( This assertion is incorrect, if hostile bids harm targets, then targets that sell should also produce lower returns.

II. Countervailing benefits in friendly acquisitions

Gordon and Bainbridge argue that ESBs can have potentially beneficial effects in the form of higher premiums for targets negotiated transactions

A. Do ESBs necessarily increase premiums in friendly negotiations?

A study by one of the authors has concluded that this is not the case.  In fact, recent empirical evidence indicates that managers are willing to accept lower premiums for shareholders in acquisitions providing more favorable treatment of managers.

B. Poison Pill “Evidence”

Gordon has pointed out to the poison pill studies as evidence in favor of the higher premium hypothesis.  These studies are flawed in two ways: (i) they do not distinguish between a story in which defenses allow target boards to extract higher premiums and a story in which low-premium bids are simply deterred by the pill; and (ii) virtually all companies have “shadow pills” that can be put in place after a hostile bid has been launched.

C. New evidence on higher premiums hypothesis

On the sample, there are only slight difference between premiums for ESB and non-ESB targets – in fact, sample medians are lower for ESB targets.  However, to be sure, more work should be done on a larger sample.

III. Proposed Approach

A. Rules vs. Standards

The revised view would be the same rule, but the target board should have an opportunity to persuade a court that its reasons for maintaining a pill were justified by unusual facts or circumstances.

B. Judicial Moderation

In the authors’ view, their approach provides the least intrusive yet principled way to prevent Delaware courts from falling into complete deference to board veto.

Conclusion

An important element of an improved corporate governance system would involve reviving hostile takeover – not in its full and uncontrolled form, but as responsible yet viable mechanism for achieving value-creating changes in corporate control.

Tab 52A: NeighborCare, Inc.
State of Incorporation: Pennsylvania (Important because of Pennsylvania’s Antitakeover statue).

Rights Plan in place (Poison Pill)

Staggered Board of Directors: Directors can be removed by a majority of outstanding shares entitled to vote thereon at a meeting called for that purpose.

Shareholders can call special meeting by written request of 30% of the shares entitled to vote.

Bylaws can be amended or repealed by 75% of the shares entitled to vote.

Tender Offer Provisions: The board may oppose a tender offer.  In their decision, they may consider any pertinent issues, including but not limiting, the following:

(i) If price is acceptable based on operating or financial results

(ii) Whether a more favorable price could be obtained

(iii) The impact on constituencies (customers, employees, suppliers, community)

(iv) Reputation and business of offeror and its management

(v) Value of securities being offered

(vi) Antitrust and other regulatory issues

If the board determines the offer should be rejected, it may take any lawful action to accomplish its purpose.

Board: CEO and 7 independent directors.

Tab 52B

Summary Terms of Rights Plan

One right per share, Exercise Price: $100, Redemption Price: $.01 per Right

Trigger Point: 20%

Exercisability: 10 days after public announcement that a group or person has acquired 20% or 10 business days after group or person begins a tender offer, which if completed, such will own 20% or more.  Board may reduce the threshold from 20% to not less than 10%.

Tab 53: State Takeover Statues
Types of Statues:

· Control Share Statues: generally prevent a hostile acquiror from voting its shares (or acquiring shares) unless approved by the target’s disinterested shareholders at a shareholders’ meeting (Arizona).

· Business Combination Statues: restrict the ability of an acquiror to enter into business combinations with target for a number of years after its acquisition (Delaware, NY).

· Other Statues: permit or require the board of a target to consider non-shareholder constituencies or the target’s long-term interests in carrying out its fiduciary duties. (Arizona, Indiana, NY) In addition, Indiana has expressly reject Unocal’s “enhanced business judgment rule.”

· Other Statues: prohibit targets from adopting golden parachutes for their executives or paying greenmail without shareholder approval (Arizona), require appraisals in management-led buyouts (California), authorize the adoption of discriminatory rights plans without shareholder approval (NY), or give targets shareholders the right to put their shares to the target at a fair price after an acquiror obtain a threshold percentage of the target’s shares (Pennsylvania). 

· Profit Disgorgement Statues: provide that any profit form the disposition of any equity security of publicly traded corporation realized by a person or group that owns, offered to acquire or publicly disclosed intention to acquire 20% or more of the voting power of such corporation shall generally be recovered by such corporation within 18 months after such person became a controlling person or group (Pennsylvania, Ohio).

Most state takeover statues apply to targets incorporated in the state that have enacted the statue; many also apply to target which have some other nexus to the statue’s state, but to the extent they do so, they may be of doubtful constitutionality.

New York has enacted legislation that reduces the tax benefits generated by acquisitions.

Tab 54: Delaware General Corporation Law
Section 203.  Business combinations with interested stockholders.  A corporation shall not engage in any business combination with any interested shareholder (owner of 15% o more of the voting outstanding stock) for a period of 3 years following the time that such stockholder became an interested stockholder, unless:
1. Prior to such time the board approved either the business combination or the transaction, which resulted in the stockholder becoming an interested shareholder.

2. Upon consummation of the transaction, which resulted in the stockholder becoming an interested shareholder, the interested shareholder owned at least 85% of the voting stock of the corporation.

3. At or subsequent to such time the business combination is approved by the board and authorized at an annual or special meeting of stockholders by an affirmative vote of at least 66 2/3% of the outstanding voting stock.

Restrictions do not apply if:

1. Certificate of incorporation contain provision expressly electing not to be governed by this section.

2. The corporation adopted and amendment to its bylaws within 90 days of Feb. 2, 1988, expressly electing not to be governed by this section.

3. Stockholders adopts and amendment to its certificate of incorporation or bylaws expressly electing not to be governed by this section.

4. Corporation does not have a stock that is: (i) listed, or (ii) held of record by more than 2,000 stockholders.

5. A stockholders becomes an interested stockholder inadvertently and (i) as soon as practicable divests itself of sufficient ownership, and (ii) would not, at any time within the 3-year period immediately prior have been an interested shareholder.

6. The business combination is proposed prior to the consummation or abandonment of and subsequent to the earlier of the public announcement or the notice required hereunder of a proposed transaction.

7. The business combination is with an interested stockholder who became interested at a time when the restrictions contained in this section did no apply.

Tab 57: AlliedSignal’s $130MM Profit on Failed Bid for AMP
Is endangered by Pennsylvania Law (1999)

Pennsylvania State law requires a hostile bidder to hand over to the target any profits gained in the course of a takeover bid, in some circumstances.

AlliedSignal acquired a 9.9.% stake in AMP at $44.50 p/share, two months after making a tender offer for the entire company at the same price.

AlliedSignal was outbid by Tyco, which bided $51 p/share, AlliedSignal has a paper profit of $130MM, Pennsylvania law would require AlliedSignal to disgorge its profit and render it to AMP unless it holds the stock for 18 months.

One scenario could be that AlliedSignal is forced into an involuntary conversion.  At that point, it would probably end up in court.

One incentive for AlliedSignal to recover the money, beyond the obvious, is to pay its $15MM in costs associated with the failed bid.

Bill could foil to buy Taubman (2003)

A Michigan state Senate passed a bill packed by Taubman Centers Inc. that would potentially derail as $1.68MM hostile takeover for the company by rivals Simon Porperty Group Inc. and Westfield America Inc.

The ruling could do so because it effectively restores shareholder-voting rights to the founding Taubman family.

The bill restores voting rights voided by a federal judge in May, which ruled that a series of voting agreements that the family made with friendly shareholders to block takeover constituted and “acquisition” under Michigan law, requiring the consent of other shareholders.  The judge voided the 33% block.

The bill would establish that the formation of a group is not an acquisition, and that any shares voided in the past for that reason are valid.

Simon, Westfield drop Taubman Bid (2003)

Simon Property Group Inc. and Westfield America Inc. dropped their $1.68B hostile bid for the Taubman Centers Inc., a day after the governor in Taubman’s home state of Michigan signed a law to protect the real-estate investment from the unwelcome offer.

Taubman’s just-say-no defense infuriated many of its common shareholders, including dedicated REIT investors who sold their positions in the company.

Tab 60: Information Sharing in the Pre-Merger Context:
How to Avoid Antitrust Liability

Some regulatory voices have expressed the view that pre-merger information sharing can run afoul antitrust laws if the sharing comes too close to the coordination of competitive conduct.

Some suggestions for playing it safe:

1. Before the merger is finalized, the parties must remain competitors in every sense of the word.

2. Exchange competitive information only when absolutely necessary.

3. Limit who gets access to the competitive information, usually only individuals planning for post-merger integration.

4. Limit the directional flow of information, in some situations there is no need for both parties to provide information, it may only be necessary that the seller provide certain information.

5. Issue information sharing guidelines and follow up on them preferably with antitrust counsel.

6. Be a problem solver, do not flatly prohibit any exchange of information without exhausting every possible way to avoid the suggestion that the exchange constitutes coordination of competitive activities.

Tab 64: IRS Issues Final Golden Parachute Regulations
On August 4, 2003, the IRS published final regulations concerning the so-called “golden parachute” provisions of Sections 280G and 4999 of the Internal Revenue Code, which, respectively disallow the tax deduction for the company paying “excess parachute payments: and impose a 20% excise tax on the recipient.

In a merger, only one of the two parties can experience a “change in control” for purposes of the parachute tax.

Section 280G exempts parachute payments that are contingent on a change in control of a corporation that is not publicly traded immediately before the change, if the payments are approved by a cote of persons holding 75% of the corporation’s stock after adequate disclosure.

Tab 65: Corporate Governance: Advice on Coping with Hedge Fund Activism
Hedge Funds Today

Hedge funds have become major players in both corporate governance activism and financial activism.

Hedge funds often are run by well-trained former investment bankers or research analysts.  Proposals and analyses proffered by the hedge fund activists often are viewed by the market with interest, putting pressure on companies to respond quickly and thoroughly to hedge fund attacks.

Activist hedge funds, unlike long-term investors, may hedge their economic risk by using derivatives and other trading mechanisms that effectively allow them to vote share over which they have little or no economic interest.

Assessing Vulnerability to Attack

There are varying degrees of vulnerability to attack.  Management should be prepared to answer questions from shareholders and industry analysts as to why there may be a shortfall in one or more criteria against peer company performance.

The vulnerability of a company depends as well upon the state of its structural and other corporate defenses.  

Preparing for an Attack

Thoughtful consideration of strategic alternative in advance of any attack.  Ideally, a company would understand the various alternatives that activists are likely to propose and have detailed, qualitative and quantitative answers ready as to why the company’s current strategy is a superior plan.

Similarly, companies must follow analysts’ reports carefully and be prepared to respond to proposals or suggestions made in such reports as quickly as possible.  Investor relations’ personnel should be alert to signs that an analyst may be planning to propose structural changes so they can communicate with executive and have a head start.

The company should undertake to educate its shareholders as to what the company’s strategy is and why it makes sense, as well as stay in touch with institutional investors and consider their concerns.

Effective communication between management and the board of directors is also important.

A company will find it useful to have a team of internal and external people engaged in ongoing preparation against hedge fund attacks and misguided analysts proposals.

Responding to an Attack

Generally, the initial approach of a hedge fund is a private letter or phone call from an activist hedge fund to inform a company that it has a significant investment in the company’s stock.  In other cases, the company becomes aware of activity through Schedule 13D or other regulatory filing.

Often, hedge fund activists will request a meeting with management.  Traditionally companies shunned meetings with shareholder activists; today, the decision should be made on a case-by-case basis.  One advantage is that the company will often gain a clear sense of the activists’ game plan and thus enhance its ability to respond appropriately.

Engaging in contact with hedge fund activist also permits a company to respond directly and, preferably, privately to the hedge fund’s proposals.  Whatever the outcome of the decision to meet with an activist hedge fund, the board should be appropriately informed of the situation.

There are benefits of having a counsel present at a meeting between management of a company and an activist hedge fund.

In formulating a litigation strategy, like any other type of response, a company needs to understand the nature of both the activist hedge fund and the company’s shareholder base.

Conclusion

Preparing and responding to attacks by activist hedge funds is a serious responsibility of management in today’s environment.  When done properly, it is a process that is time-consuming, labor-intensive and ongoing.  The process can be a healthy one, however, and offers substantial benefits beyond simply preparation for an attack that may never come.

M&A BRIEFS

UNOCAL v. MESA PETROLEUM CO., No. 152,1985, SUPREME COURT OF DELAWARE
Summary: The issue and question of this case regards the validity of a corporation's self-tender for its own shares which excludes from participation a stockholder making a hostile tender offer for the company's stock. This case relates to the measures a company can take to defend itself from a hostile tender offer.
Procedural Matters:The Court of Chancery concluded that a selective exchange offer, excluding Mesa, was legally impermissible, and granted preliminary injunction to the plaintiffs Mesa. The Supreme Court considers that the device Unocal adopted is reasonable in relation to the threat posed, and that the board acted in the proper exercise of sound business judgment. The Supreme Court will not second guess this decision, and therefore they reversed and order the preliminary injunction to be vacated. 
Facts: On April 8, 1985 Mesa was the owner of 13% of Unocal stock.  Mesa decided to make a two-tier front loaded tender offer for 64 million shares of Unocal (37% of the company), which, together with their 13%, would give the majority control. The first step of the tender offer had a price of $54 cash per share. The second step or back end of the tender offer, the remaining SH would get a bond exchange apparently worth $54, but really worth less (“junk bonds”). It was a front-loaded tender offer in that the first step has a higher value than does the second step.
Unocal’s BOD consisted of 8 independent and 6 dependent directors.  

On April 13, 1985 they met to consider the offer. They meet for 9.5 hours, and gets advice from outside counsel and bankers. They say the offer is inadequate. Price should have been above $60. 

They propose a defensive strategy: Unocal should do a self tender offer for its own stock a price between $70 and $ 75. They accept this. The final conditions of the tender offer were:

· A $72 per share self tender offer for 49% of all the shares that Mesa did not buy in its tender offer.

· There was also a Mesa exclusion. Mesa could not tender its own share in this self tender offer.

· At the same time there was a Mesa condition. The self tender offer would only be triggered if Mesa was able to get 51% through its own tender offer (or 64 million shares.. (This is when Unocal would buy the remaining 49% at $72.

Mesa challenged this transaction on April 22. And the Unocal BOD decided to lower the benchmark for the Mesa condition to them buying 50 million shares, (30%). They were also concerned about the Mesa exclusion and realized they would have to prove a valid corporate purpose. The purpose was to protect the SH at the back-end of the offer.

Why does this strategy works and screws Mesa?

· It stops them because now the tender offer is back-loaded (you wind up in a better position if you don’t tender to Mesa).

· It screws them because Mesa owns 13% of Unocal and they can’t tender to Unocal (if some SHs get to tender at a higher price and others don’t, those who remain in ownership get screwed.

Reasoning and Holding

Problem: Did the Unocal board have the power and duty to oppose a takeover threat it reasonably perceived to be harmful to the corporate enterprise, and if so, is its action here entitled to the protection of the business judgment rule?

Mesa argues the transaction violates director’s duties. The benefits of the self tender offer are not available to all SH, and such a transaction cannot be covered by the business judgment rule. Unocal argues that the board's approval of the exchange offer was made in good faith, on an informed basis, and in the exercise of due care. Under these circumstances, Unocal contends that its directors properly employed this device to protect the company and its stockholders from Mesa's harmful tactics.

The Court affirms: “Delaware corporation may deal selectively with its SH provided the directors have not acted out of a sole or primary purpose to entrench themselves in office”. They have an obligation to protect the corporate enterprise.

To be cover by the business judgment rule in a transaction where the corporation itself is buying stocks with the corporation funds, and a threat to control is involved, (creating an inherent conflict of interests), directors need to prove that they had reasonable grounds for believing that danger to corporate policy and effectiveness existed because of another person’s stock ownership. 

But to fulfill the burden they only need to prove that they acted in good faith and with reasonable investigation. The good faith and reasonable investigation are proven if the decision was approved by a majority of the independent BOD. 

“The restriction placed upon a selective stock repurchase is that the directors may not have acted solely or primarily out of a desire to perpetuate themselves in office”.  Inequitable action might not be taken. A defensive tactic to impede a takeover must be made in good faith, free of fraud or misconduct. The tactic must have a balance, must be reasonable in relation to the threat posed. (Court seems to appoint to the possibility of taking into consideration other corporation constituencies to determine possible harm of a tender offer).

When is an offer coercive? When SH are not treated equally. For the Court it is a reasonable response to keep Mesa out of Unocal’s offer, because the purpose was to protect SH who did not tender to Mesa, and give them a fair price. 

Unocal Test For Defensive Actions

1. There must be reasonable grounds to believe that the hostile tender offer is detrimental to corporate policy and effectiveness. (In this case since it was a front loaded offer, it was a coercive offer, the price was inadequate, and Mesa had a reputation of being a greenmailer)

How to prove this?

a. Good faith and reasonable investigation.  (In this case they delivered for a long period, they had investment bankers, and they had a majority of independent directors). 

b. This is materially enhanced if you have the approval of a board which has a majority of independent directors, or to have the independent directors meet separately.

2. The defensive measure must be reasonable in relation to the threat posed. (In this case the measure was consistent with the purpose of giving SH in the back end a substantial equivalent value.
a. Concerns include:

i. Inadequacy of the price

ii. Nature and timing of the offer

iii. Questions of illegality

iv. Effect on other constituencies [creditors, customers, employees, and community]

v. Greenmail

vi. Risk of non-consumption

vii. Quality of securities being offered in the exchange

· This kind of measures, called discriminatory self tender offers  have been prohibited.

REVLON, INC.v. MacANDREWS & FORBES HOLDINGS, INC. Nos. 353, 354, 1985. SUPREME COURT OF DELAWARE, 506 A.2d 173; 66 A.L.R.4th 157
Summary

The Court of Chancery found that the Revlon directors had breached their duty of care by granting Forstmann an option to purchase certain Revlon assets (the lock-up option), a promise by Revlon to deal exclusively with Forstmann in the face of a takeover (the no-shop provision), and the payment of a $25 million cancellation fee to Forstmann if the transaction was aborted, all to thwart the efforts of Pantry Pride to acquire Revlon. This transaction effectively ended the possibility of an active auction for the company. The trial court ruled that such arrangements are not illegal per se under Delaware law, but that their use under the circumstances here was impermissible. The Supreme Court agrees. The Court considers for the first time the validity of such defensive measures in the face of an active bidding contest for corporate control. Additionally, they address for the first time the extent to which a corporation may consider the impact of a takeover threat on constituencies other than shareholders.

Lock-ups and related agreements are permitted under Delaware law where their adoption is untainted by director interest or other breaches of fiduciary duty. The actions taken by the Revlon directors, however, did not meet this standard. Moreover, while concern for various corporate constituencies is proper when addressing a takeover threat, that principle is limited by the requirement that there be some rationally related benefit accruing to the stockholders.

Facts: In June 1985 Pantry Pride approached Revlon to manifest his interest in a friendly acquisition of Revlon (Price between $40-$50). Revlon’s CEO said they were not interested. The parties were unable to negotiate and Pantry Pride made a hostile bid.
Advisors to the Revlon BOD told them than a $45 per share price was inadequate. For them the price to sell the company as a whole was at least in the mid $50.

Martin Lipton recommends two defensive measures to the Revlon BOD. 

· Repurchase up to 5 million shares of outstanding stock.

· Adopt a Note Purchase Right Plan, where: (Poison Pill).

· Each Revlon shareholder would receive as a dividend one Note Purchase Right (the "Rights") for each share of common stock, with the Rights entitling the holder to exchange one common share for a $65 principal Revlon note at 12% interest with a one-year maturity.

· The Rights would become effective whenever anyone acquired beneficial ownership of 20% or more of Revlon's shares, unless the purchaser acquired all the company's stock for cash at $65 or more per share.

· The Rights would not be available to the acquirer, and prior to the 20% triggering event the Revlon board could redeem the rights for 10 cents each.

· The notes also contained covenants limiting R’s ability to incur additional debt, sell assets, or pay dividends unless otherwise approved by the "independent" (non-management) members of the board. As a consequence: Pantry Pride couldn’t finance the acquisition by putting the debt on Revlon.

The BOD adopted both proposals. And Pantry Pride made their first offer at $47.50, subject to the rights being redeemed. BOD rejected the offer and further measures were taken. Revlon decided to repurchase 10 million shares exchanging for each share of common stock tendered one Senior Subordinated Note (the Notes) of $47.50 principal at 11.75% interest, due 1995, and one-tenth of a share of $ 9.00 Cumulative Convertible Exchangeable Preferred Stock valued at $100 per share. Revlon SH tendered 87% of the outstanding shares.

Pantry Pride continued to raise its bid, the defenses were not working. Revlon decides to look for a White Knight (someone to save them from a hostile tender offer).

They find a White Knight Forstmann and decide to make a deal for an LBO at $56 in cash per share (the deal included waiving the covenants, upsetting the note holders).

Pantry Pride raised its bid, Forstmann raised his bid.  Both parties kept negotiating, and it was argue that Forstmann had received financial data. The following Forstmann deal raised the price, but it was based to several conditions.  For example a great lockup option, no shop provision, they would support the value of the notes, a termination fee, and management would no longer participate.

The BOD unanimously approves Forstmann’s offer, because: (1) it was for a higher price than the Pantry Pride bid, (2) it protected the note holders, and (3) Forstmann's financing was firmly in place.

There was still some room for negotiations and the BOD agreed to redeem the rights and waive the covenants on the preferred stock in response to any offer above $57.

Pantry Pride challenged all this transactions in the Chancery Court, and later raised its bid to $58, conditioned upon nullification of the rights, waiver of the covenants, and injunction of the Forstmann lockup.

The Court decided Revlon BOD had violated its duties.

Reasoning

Normally the BJR will apply to the decisions made by the BOD. But in this case, since it is a measure taken against a hostile takeover, we have to go to the Unocal standard test first.

“This conflict places upon the directors the burden of proving that they had reasonable grounds for believing there was a danger to corporate policy and effectiveness, a burden satisfied by a showing of good faith and reasonable investigation. In addition, the directors must analyze the nature of the takeover and its effect on the corporation in order to ensure balance that the responsive action taken is reasonable in relation to the threat posed”.

The rights plan is consider a poison pill and the Court has already establishes that poison pills as a defensive measure are legal. They are adequate against the threat of a possible takeover. The Court in this case affirms that at the beginning the poison pill was an adequate measure for the threat. Even when the first offer was presented the Court said the poison pill was a good defense to protect SH from an inadequate price. Until this point the situation was protected by the Unocal standard. The company’s own exchange offer for 10 million of its shares. This transaction is also under the Unocal standard for the course. 

But at some point, the offer’s price was raised and it was apparent that the breakup of the company was inevitable. The BOD at this point recognized that the company was for sale! At this point:

“The duty of the board had thus change from the preservation of Revlon as a corporate entity to the maximization of the company’s value at a sale for the SH benefit. This significantly altered the board’s responsibilities under the Unocal standards. It no longer faced threat to corporate policy and effectiveness, or to the SH’s interests, from a grossly inadequate bid. The whole question of defensive measures became moot. The director’s role changed from defenders of the corporate bastion to auctioneers charged with getting the best price for the SH at a sale of the company.”

The object is clear to sell to the highest bidder. 

Under this standard the lockup was not ok. The lockup emphasized that the value of the notes would be protected, and this protected the BOD from a suit by the note holders.

· This emphasis put the note holders’ well being ahead of the SH.

· The BOD may consider “other constituencies” provided that there are rationally related benefits accruing to the SH, but this concern is inappropriate in an auction process, where the purpose is to sell the company.

Lockups can be good they create an auction and maximize SH profit (white knight like Forstmann might only enter the market if it receives some compensation for costs).

But lock ups that end the auction and foreclose further bidding operate to the SH detriment (the idea is that they preclude bidders from competing with the optional bidder).

Forstmann had been drawn into the bidding process on a preferred basis, so the effect of the lockup was not to foster bidding, but to destroy it.

BOD said they liked Forstmann’s offer because of better financing, note holder protection, and higher price (Time Value of Money).  But the financing was not that much better, neither was the price. This reflects that BOD’s principal object was the protection of the note holders’ over the SH interests.  Principle benefit went to directors, who dodged a suit.

When a BOD ends an intense bidding process on an insubstantial basis, and where a significant by-product of that action is to protect the directors against a perceived threat of personal liability for consequences stemming from the adoption of previous defensive measures, it doesn’t withstand the enhanced scrutiny which Unocal requires of directors conduct.

The No-Shop Clause is impermissible when a BOD’s duty becomes that of an auctioneer responsible for selling the company to the highest bidder.  This agreement ended the BOD’s involvement in the bidding process.

Favoritism for a white knight and exclusion of a hostile bidder might be justifiable when the latter’s offer adversely affects SH interests, but when bidders make similar offers and dissolution of the company becomes inevitable, the directors cannot play favorites.

“However, in granting an asset option lock-up to Forstmann, we must conclude that under all the circumstances the directors allowed considerations other than the maximization of shareholder profit to affect their judgment, and followed a course that ended the auction for Revlon, absent court intervention, to the ultimate detriment of its shareholders. No such defensive measure can be sustained when it represents a breach of the directors' fundamental duty of care…. In that context the board's action is not entitled to the deference accorded it by the business judgment rule. The measures were properly enjoined. The decision of the Court of Chancery, therefore, is AFFIRMED”.

DELAWARE BACK TO STURDY DOCTRINE; GOOD FAITH IN COMA
Lawrence Cunningham. March 31, 2009.

In the Lyondell Chemical  Co. v. Ryan case the court backed off any notion that directors owe their corporations any special duty of good faith. (Good faith as a duty on its own). The only duties are the duty of loyalty and the duty of care. Directors no not have to follow any specific steps when deciding to sell corporate control and that reasonable steps to that end are enough to reject any claim that they failed to act in good faith.

The role of good faith is to prevent directors who engage in, for example, conscious disregard of duty from avoiding liability damages or indemnification, under Delaware law. Anyway Delaware could change case law in any moment and give good faith again the status on duty.

Brief of the actual doctrine of corporate duties

1. Duty of care: Make ordinary business decisions as a reasonably prudent person would. BJR, presumes this decisions are valid. Even when this duty is breached Delaware permits companies to incorporate in their charters provisions eliminating directors personal liability for money damages for those breaches, so long as taken in good faith. 

2. Duty of loyalty: Business decisions involving officers and directors with an interest in the transaction must show that the transaction is fair to the corporation. To fulfill this duty special committees made up of disinterested and informed directors. If the committee approves the transaction the breach is dismissed.

3. Anti-Waste: Decisions may not constitute a waste of corporate assets. A transaction would be second guess if it does not pass the rationality standard (a rational person could not make it).

4. Defense Against Control Threats: The standard is special reasonableness. Directors have to show that they perceived a threat to corporate policy and effectiveness and their responsive actions were reasonable in relation to that threat. 

5. Sale of Control: If the decision is to sell the company, they have to obtain the best price reasonably available to stockholders. But not particular steps to acquire this price; reasonableness. 

ARNOLD v. SOCIETY FOR SAVINGS No. 473, 1993, SUPREME COURT OF DELAWARE, 650 A.2d 1270
Facts Robert H. Arnold plaintiff and Bancorp SH sued Bancorp, BoB, BBC, and twelve of fourteen members of Bancorp’s board of directors. BoB (Bank of Boston) was the parent of BBC (Connecticut Holding Corporation). BBC merged with Society a wholly owned subsidiary of Bancorp. Ultimately the merger was between Bancorp and BoB. Plaintiff argues that directors were under the Revlon standard, but Chancery Court affirms that the Revlon duties were not implicated.
According to the facts, Bancorp was underperforming, and was aware that they were going to become a takeover target. Bancorp was surviving out of a subsidiary and they wanted to unlock the subsidiary. Goldman Sachs informed the BOD of a interest in acquiring Bancorp, but nothing happened. Most of the investors were interested in the subsidiary. For regulatory matter this was not possible. They decided to go for strategy to strength again Bancorp. BoB started negotiations and decided they wanted to merge with Bancorp.  After negotiations they decided to do a stock for stock merger, where Bancorp SH would received 0.80 shares of BoB for each Bancorp share (subject to an adjustable $20 per share cap). The deal was approved by the majority if the BOD. Under the terms of the Merger, Bancorp stockholders would receive $17.30 per share. Bancorp’s SH also approved the deal by a majority.

For plaintiff Revlon duties were triggered because the company was seeking to sell itself, and a change of control was taking place. For the Supreme Court, there was no change of control therefore no Revlon duties. 

Revlon duties are triggered when:

(1) “when a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break-up of the company,”

(2) “where, in response to a bidder’s offer, a target abandons its long-term strategy and seeks an alternative transaction involving the break-up of the company,”

(3) when approval of a transaction results in a “sale or change of control,” but here there is no sale of change of control when: “‘control of both [companies] remains in a large, fluid, changeable and changing market.’ In other words, when after the merger you don’t have a CSH.

Since it is a stock for stock merger plaintiff’s opportunity to receive a control premium is not foreclosed. In this case you don’t need enhanced scrutiny.

BLASIUS INDUSTRIES, Inc. v. ATLAS CORP.
In December 1987, Blasius a 9.1% SH of Atlas proposed a recapitalization (incurrence of debt) to pay a special dividend of cash and 7% secured debentures to Atlas SH. 

For this we tried to expand the BOD from 7 to 15 (where we would fill the 8 new positions).

BOD rejected. BOD added 2 members and block the possibility of Blasius getting a majority. 

Delaware  Chancery Court decided this move had been chiefly motivated by a desire to forestall the election of majority of directors sympathetic to Blasius proposal. They said BOD acted in good faith, they believed the plan was not good. But with all this the Court affirmed that the board’s action constituted and unintended violation of the duty of loyalty that the BOD owed to the SH. This kind of situations have to be analyzes on a case to case basis. The Court rejectes the plaintiffs view of establishing a per se rule of invalidating every BOD decision taken for the sole purpose of thwarting a SH vote. In this case there was no coercion against the interest of another constituency and the BOD had time to explain the SH the proposal and their point of view, before SH voted. 

DELAWARE COURT OF CHANCERY UPHOLDS INDEPENDENT DIRECTORS DECISION TO POSTPONE STOCKHOLDER MEETING TO OTE ON MERGER
Willkie Farr & Gallagher LLP

In August 2007 the Court of Chancery uphold the decision of a special disinterested committee to postpone the SH meeting, called to approve the merger of the company. The committee did so because otherwise the transaction would have been voted down.

Well motivated independent directors may reschedule an imminent special meeting at which the stockholders are to consider an all cash all shares offer from third party acquiror when the directors:

1. Believe that the merger is in the best interests of the stockholders;

2. Know that if the meeting proceeds the stockholders will vote down the merger:

3. Reasonably fear that in the wake of the mergers rejection the acquiror will walk away from the deal and the corporation’s stock price will plummet;

4. Want more time to communicate with and provide information to the stockholders before the stockholders vote on the merger and risk the irrevocable loss of the pending offer; and

5. Reschedule the meeting within reasonable time period and do not preclude or coerce the stockholders from freely deciding to reject the merger.

Background

Inter-Tel was going to be sale to a third party in an all-cash, all-shares merger. They knew it was not possible to get the approval of the SH at the next meeting. The special committee decided to postpone the meeting. A class action by the SH was brought against the BOD.

The reason given by the committee to postpone the meeting were:

1. Give the SH an opportunity to consider, the company’s financial situation, the M&A market, and the fact that there were no real possibilities of a higher price offer.

2. That the electorate reflected more the actual ownership of the company and to enable the new investors, who liked the merger, to buy shares before the record date.

Decision

What the Court suggested in this case is that the “compelling justification” standard established in the Blasius case should be reserved for director conduct that affects either an election of directors or election contests having consequences for corporate control. 

One thing is to manipulate the elections to entrench themselves, and other when this is done for good faith reasons.

This action was revised under the Unocal standard of reasonableness. Reasonableness in this situation requires:

1. Directors must prove that there is a proper corporate objective served by their actions.

2. They have to demonstrate that their actions are reasonable in relation to the objectives, and that they don’t preclude SH from exercising their voting rights, and they don’t coerce them to vote in a particular way.

In this case there was a proper objective because directors thought the merger was the best for SH interests. The short delay and new date were reasonable. It did not coerce SH. The directors had satisfied the Unocal standard. 

The compelling justification standard was not applicable because the committee’s action was not coercive and did not have a disenfranchisement purpose. But in any case the directors had met this standard by demonstrating that:

1. SH were going to reject an offer that directors thought was in their best interest.

2. SH did not have all the information needed to make this decision.

3. If SH had voted the merger down they would have lost the opportunity to receive that bid. 

This is case is very relevant, because it is the first time Delaware founds that the compelling justification standard has been met. Although they make emphasis that since this is not a case of entrenchment and electoral process manipulation, the real standard for this situation is Unocal. 

DOW REAFFIRMS DELAWARE’S BUSINESS JUDGMENT RULE, David Katz and Laura McIntosh, 2010
In the case Dow Chemical Company Directive Litigation, Delaware reaffirms the protection of the BJR. 

This was a suit brought by Dow SH, regarding an acquisition Dow was planning. They argue Dow directors violated their duties because:

1. They approve the acquisition without a financing contingency.

2. Misrepresentations in the connections between this transaction and another one that the company had pending. 

3. They failed to detect and prevent corporate misdeed during the course of both transactions.  (Bribery, misrepresentations, insider trading and wasteful compensation)

Due to a collapse in the pending transaction, Dow was unable to close the merger at the appointed time. The merger agreement had a “ticking fee” to accrue daily if the deal was no consummated within six months of entering into the agreement. Because of this situation the merging company sued Dow for specific performance but fortunately an agreement was reached and the merger completed. 

In analyzing the situation, the Court underlines that in order to bring a derivative suit a demand requirement must be fulfilled. In this case the plaintiffs argue demand futility. “Demand is deemed futile by a Delaware court only if a majority of the directors have such a personal stake in the issue that they are incapable of making a proper business judgment in response to a demand.” Demand futility cases are review under two tests. The first is the Aronson test where the plaintiff has to raise reasonable doubt that either: 1. The majority that approved the transaction was disinterested and independent; or 2. That the transaction was the result of a good faith informed business judgment. 

The other test is the Rales test, related to BOD unconscious failure to act, where plaintiff has to prove that “directors face such a substantial likelihood of personal liability that they are unable to evaluate the plaintiff’s demand using independent and disinterested business judgment”.

For the court the situation was review under Aronson test, and the court decided that there were no interested directors in the transactions. The second point they had to review under Aronson was if the decision taken was the product of the BOD’s good faith informed business judgment. For the Court, the plaintiffs were not able to prove this and that “substantive second-guessing of the merits of a business decision … is precisely the kind of inquiry that the BJR prohibits”.

“A business decision made by a majority of disinterested, independent board members is entitled to the deferential business judgment rule regardless of whether it is an isolated transaction or part of a larger transformative strategy. The interplay among transactions is a decision vested in the board, not the judiciary.” In addition they affirm that: “ A breach of the good faith component of the duty of loyalty requires much more egregious conduct than that necessary for a breach of the duty of care.”

For the court, under the Rales tests, plaintiffs failed to prove a substantial likelihood of liability of the directors. 

From this case it is clear that BJR does protect BOD’s decisions, so long as they are taken in good faith by disinterested and informed directors. 

COURT ISSUE STRONG ENDORSEMENT OF BOARD POWER TO CONDUCT SALE OF COMPANY PROCESS
Paul Rowe, David Katz, February 1998

The federal district court decided to approved the decision of a BOD to use a rights plan in order to protect a deal (all-cash) from a hostile offer from a third party for a cash and stock deal (the third party argues his deal had a higher value). This means that BOD is allowed to use defensive devices to enforce the rules of a sales process. 

Safety-Klenn started a sale process. Laidlaw made an unsolicited offer of cash and stock at $26 per share. Philip made and offer all cash at $27, this was accepted by the BOD. Laidlaw raised his cash-stock offer to $30. But after analysis of the BOD, they decided that this offer did not represent a higher value for the SH. To protect the deal with Philips they used a poison pill.

Laidlaw argues that the pill is not applicable to his offer. Court affirms that the BOD was reasonable in deciding that Philips offer was better, because of a problem with the future value of Laidlaw stocks. The court also affirms that even though one could argue that the two bids were financially equivalent, the BOD had no obligation to permit SH to choose between them. It would not serve SH interest to do so. In this was permitted, no one would take defensive measures seriously and the BOD would have reduce negotiating leverage.

This demonstrates that BOD would be protected by the BJR in conducting the sales process, as long as their decisions are well informed, don’t reflect favoritism. The use of devices to control this process such as standstill agreements, rights plans, break-up provisions and business combination statute exemption are part of the BJR.

TAB 69, [Smith v. Van Gorkam]
Facts
· Trans Union, the company, did not have enough taxable income and was not able to run on a tax efficient basis.  They suggested several ways to deal with the problem, but selling the company was not one of the scenarios.

· It was Romans, the CFO, who first mentioned the possibility of an LBO.  Romans mentioned the price of $50-$60 per share.  This was simply a feasibility study, meaning a study of whether or not you can finance it.

· VG did not want to have the company do an LBO, but went to Peterson and asked him to conduct a study on the feasibility of $55 [$38/share was the market price].

· VG approaches Pritzker and suggests the $55 price for the LBO – Pritzker agrees but gets a lockup option that allows him to buy a million shares at market price.  But Pritzker wants to get the merger agreement signed within 3 days.

· VG calls a senior management meeting and a board meeting an hour apart

· He doesn’t tell them what it is about before.

· TU’s I-bank was not invited, and the internal lawyers were, but not the outside counsel.

· Romans tells VG that he has a new study saying that the value of the company is between $55 and $56 a share.  VG doesn’t want to hear of it because it will make his $55 price look bad.

· At the board meeting, the I-banker was not there, and the outside counsel advised them that they could be sued if they didn’t accept the offer.

· After meeting for only 2 hours, the board approved the sale, and then mailed the proxy statement to the SHs, who voted to approve the merger.

Legal Standard → doctrinal standard for breach of duty of care is gross negligence.

Court’s Holding → the board violated its fiduciary duty of care and failed to make an informed business judgment regarding the decision to sell the company.

· The directors did not adequately inform themselves of VG’s role in forcing the sale and establishing the per share purchase price.

· The directors were uninformed as to the intrinsic value of the company and never asked VG where the $55 came from.

· They were grossly negligent in approving the sale of the company after a 2 hour meeting.

· They had no documentation, including the actual merger agreement.

· Few members of senior management were present

· They relied entirely upon VG’s 20 minute presentation of the proposal

VG’s counterarguments
1. The purchase price offered a substantial premium on the market price

a. But in the absence of other sound valuation information, a premium by itself is not an adequate basis upon which to assess the fairness of an offering price.

b. TU’s market price was historically depressed, so we don’t know whether $55 is a fair price.  But even if the stock wasn’t undervalued, when a whole company is bought, buyers often pay a substantial premium → the board should have gotten more.

c. In the proxy statement, the directors said that TU’s prospects were excellent, but that this would not be reflected in future stock prices.

d. The board never did a study taking into account TU’s cash flow, a major asset, nor did they request a valuation by the CFO. 

i. The board didn’t need an I-banker so long as a member of the board had expertise in this area of evaluating companies.

e. Romans said that 55 was within the fair range, but the board never pressed him for further information.

f. The board accepted, without scrutiny, VG’s $55 price – a matter which they never considered before.

g. Thus, directors did not afford themselves of the information that was reasonably available to them.

2. Board says that they’re allowed to rely on reports by officers

a. Directors can rely upon their chairman’s opinion when that opinion is reached on a sound basis.

3. Directors say that, by making a “market test” of the proposal, they can’t be found to have acted hastily.

a. There was a “no-talk” clause in the agreement so that they couldn’t release any info except that which was already available to the public.

4. Defendants say that the lawyer told them they didn’t need a fairness opinion and that they could be sued if they didn’t accept the offer

a. Unless directors had adequate info. about the company, advice that they didn’t need a fairness opinion is meaningless.

b. You can get sued for anything → the issue should not be whether you can get sued, but whether the other side will win.

5. The board argues that the SH vote constituted a cleansing act, and in ratifying their action, the SH’s excused the board from any breach of fiduciary care.

a. SH vote only has cleansing effect if SH are given requisite info.

b. Here, the SH’s did not know that the board didn’t know what the inteisnic value of the company was.  Rather, the board gave the impression that they did know what the intrinsic value of the company was.

c. In the proxy statement, the board repeatedly says that $55 is a good premium over market price, but if the board knows that the market price is depressed and does not know the intrinsic value of the company, then this is a bad way to evaluate the deal.

Pritzker’s Lock-up Option → makes it more difficult for someone to beat out Pritzker and buy the company over him, because they have to pay for his lockup option (i.e. a termination fee) so this means that they have to value the company by at least $17 million (the value of the lockup option) more than Pritzker

Effects of VG
· DGCL § 102(b)(7) → Permits a company, through the charter, to eliminate liability for directors for breaching their duty of care.

· You can still get an injunction with respect to duty of care.

· Not a frequently litigated issue.

TAB 73 [Paramount v. Time]
Facts
· Time had a strategy to expand from publishing to multi-media, since 1983.  They looked at a bunch of companies and thought Warner would be the best fit. 

· They do a triangular stock for stock merger:

· Warner SH ends up with 62% of Time stock [merger of equals].  Time SH get 38%.

· They have co-CEO’s for 5 years and a split board – this allows T to maintain its journalistic integrity.

· Two weeks before the merger vote, P makes a hostile bid of $175/sh.  Market price was $126, so good premium.

· P has 3 conditions for its bid: 1) remove PP; 2) terminate merger with W; 3) ability to obtain cable franchise [like IPALCO – PP, regulatory issues, merger agreements – conditions of TO].

· T’s I-banker says the offer is inadequate, P goes up to $200, but the I-banker says it’s still not sufficient.  The board rejects the bid [i.e. they don’t redeem the pill].

· T is worried that their SH will like it and go with P, not W → they change their offer to a TO, cash merger, to ensure that SH vote for W

Legal Standard
· T’s original decision to enter into the deal with W is entitled to BJR.

· The revised agreement is a defensive measure, and analyzed under Unocal
Unocal Analysis
· What was the threat?

· The Court eschews a narrow interpretation that says that a threat can only be one of two things: 1) unequal treatment; 2) inadequate value.

· Here, T’s BOD was concerned that T SH would tender into P’s cash offer in ignorance or a mistaken belief of the strategic benefit that a business combination with W would produce.

· Also concerned that P’s conditions introduced a degree of uncertainty that skewed a comparative analysis

· Timing of P’s offer following the issuance of T’s proxy notice arguably designed to upset, confuse the T SH vote.

· Was the defensive measure reasonable in relation to the threat?  Yes.

· The Directors are not obligated to abandon a deliberately conceived corporate plan for short term SH profit unless there is no basis to sustain the corporate strategy.

· T’s action was not aimed at cramming down on its SH a management sponsored alternative [this is what they tried to do in Interco], but rather, was supposed to carry forward a pre-existing transaction in an altered form → response reasonably related to the threat.

· The revised agreement and safety devices did not preclude P from making an offer for the combined TW or from changing its offer so that it’s not contingent on nullifying the TW agreement.

Just Say No Defense
· Don’t remove the PP, block TO, but don’t in the mean time try to cram down a management sponsored alternative.

· Just continue running your business, don’t do a restructuring.

· It is valid to carry forward a pre-existing business plan in an altered form.

· You can use the PP to negotiate a better price, look for an alternative, or propose an alternative.

T’s BOD wasn’t forcing anything upon its SH, or ultimately preventing P from making a bid on TW, it was just continuing through with its long term business strategy.

TAB 86 In re Topps Shareholders Litigation,
On June 14, 2007, Vice Chancellor Strine issued an opinion in In re Topps Shareholders Litigation, 2007 WL 1732586 (Del.Ch. June 14, 2007).  Vice Chancellor Strine, a well-respected member of the Delaware Chancery Court, preliminarily enjoined the shareholders meeting of The Topps Company to vote on Topps´s agreement to be acquired by a group consisting of The Tornante Company LLC and Madison Dearborn Partners, LLC for $9.75 per share in cash.  The Tornante Company is headed by former Disney CEO Michael Eisner.  Topps is also subject to a competing proposal to be acquired by The Upper Deck Company for $416 million offer or $10.75 per share. (For a history of this transaction so far, see my prior posts The Battle for Topps and Trading Baseball Card Companies).

In his opinion, Vice Chancellor Strine issued a preliminary injunction against the holding of a vote on the Eisner acquisition agreement until such time as:

(1) the Topps board discloses several material facts not contained in the corporation's “Proxy Statement,” including facts regarding Eisner's assurances that he would retain existing management after the Merger; and (2) Upper Deck is released from the standstill for purposes of: (a) publicly commenting on its negotiations with Topps; and (b) making a non-coercive tender offer on conditions as favorable or more favorable than those it has offered to the Topps board.

The opinion is 67 pages and worth a full read for the nuggets it contains, but I want to point out two important parts: 

Go-Shops.  In the opinion, Vice Chancellor Strine broadly endorses the use of ¨go-shops¨ as a way to meet Revlon´s requirement that in a sale the board must take reasonable measures to ensure that the stockholders receive the highest value reasonably attainable.  Here, the Eisner merger agreement had contained a 40-day "go-shop" period with a lower 3.0% termination fee during the "go-shop" period and matching rights for the Eisner group.  Thereafter, the fee rose to 4.6%. Vice Chancellor Strine stated:

Most important, I do not believe that the substantive terms of the Merger Agreement suggest an unreasonable approach to value maximization. . . . Critical, of course, to my determination is that the Topps board recognized that they had not done a pre-signing market check. Therefore, they secured a 40-day Go Shop Period and the right to continue discussions with any bidder arising during that time who was deemed by the board likely to make a Superior Proposal. Furthermore, the advantage given to Eisner over later arriving bidders is difficult to see as unreasonable. He was given a match right, a useful deal protection for him, but one that has frequently been overcome in other real-world situations.  Likewise, the termination fee and expense reimbursement he was to receive if Topps terminated and accepted another deal-an eventuality more likely to occur after the Go Shop Period expired than during it-was around 4.3% of the total deal value. Although this is a bit high in percentage terms, it includes Eisner's expenses, and therefore can be explained by the relatively small size of the deal. . . . 

Although a target might desire a longer Go Shop Period or a lower break fee, the deal protections the Topps board agreed to in the Merger Agreement seem to have left reasonable room for an effective post-signing market check. For 40 days, the Topps board could shop like Paris Hilton. Even after the Go Shop Period expired, the Topps board could entertain an unsolicited bid, and, subject to Eisner's match right, accept a Superior Proposal. The 40-day Go Shop Period and this later right work together . . . .In finding that this approach to value maximization was likely a reasonable one, I also take into account the potential utility of having the proverbial bird in hand.

The important point here is that Strine is merely endorsing the use of a ¨go-shop¨as one way to satisfy Revlon duties.  But it does not appear that he is going so far as to suggest that this is a requirement that a "go-shop" be included any time there has not been a full auction in advance of signing a merger agreement when Revlon duties apply.  However, as ¨go-shops¨become increasingly common, it may be likely that at some point the Delaware courts more firmly embrace their use under Revlon (though this is my own conjecture).   

Standstills.  Vice Chancellor Strine found that the Topps Board had violated its Revlon duties by favoring the Eisner bid by, among other things, continuing to require Upper Deck to honor its standstill agreement.  In making this ruling, Strine emphasized that it is important for a board which has not previously engaged in a shopping process to reserve the right to waive a standstill if its fiduciary duties require.  However, Strine also noted that standstills provide "leverage to extract concessions from the parties who seek to make a bid" and in a footnote contemplated that in certain circumstances such as a full auction it may be appropriate for a target to agree not to waive standstills for the losing bidders.  Strine then held that the Topps board´s refusal to waive Upper Deck´s standstill likely was a breach of its Revlon duties since the:

refusal not only keeps the stockholders from having the chance to accept a potentially more attractive higher priced deal, it keeps them in the dark about Upper Deck's version of important events, and it keeps Upper Deck from obtaining antitrust clearance, because it cannot begin the process without either a signed merger agreement or a formal tender offer.

The opinion is also notable as another instance where a Delaware court found the proxy disclosure concerning a financial advisor´s fairness opinion to be deficient.  I´ll post more on this point later in the week. 

TAB 90 [Weinberger v. UOP]
· A freeze-out merger is when a partly held subsidiary is merged into the parent company.  In this case, none of the protections against disadvantageous mergers are present.

Facts: In 1974, Signal was looking for a good investment and bought 50.5% of the UOP shares in a TO for $21.  UOP has 13 D’s, 5 of whom are S employees and one who is S’s ex-banker.  When UOP CEO retired, they appointed an S Exec. VP to give them 7 – a majority of the board [non-independent].  They decide to buy the other 49.5% of UOP.
· They ask to S officers, A and C [who are also D’s of UOP] what a good price would be.

· A and C do feasibility study that says that it’s good for S to buy the 49.5% at any price up to $24/sh.

· S decides to go for $20-21/share.

· S meets with Crawford, UOP CEO, tells him $20-21/sh, Crawford calls this generous

· No negotiation – bad idea – Van Gorkam

· Crawford should have asked for more, about how they got the price.

· Instead, he merely negotiates for his and other top executives’ stock options.

· Seems concerned more for himself than for the SH

· They have Lehman Bros. do a fairness opinion, but they need it in 4 days – a real rush job, like Van Gorkom [but Pritzker rushed so no other bidder would interfere, here’s there’s no reason for the rush].

· Crawford talks to outside directors but doesn’t establish an IP.

· FN 7 – this all could have been avoided had they established an IC.

· Fairness opinion says price is OK, but Glanville [I-banker] is off in Vermont hiking when this happens – not taking the fairness opinion seriously.

· The price on the Fairness opinion was blank

· Crawford negotiates down the price of the fairness opinion.

· UOP Board meeting went well – the board acted well – they looked at the Lehman Bros. analysis but didn’t know about the feasibility study.  They looked at everything they should have, but they operated without full disclosure

· In the proxy statement, they changed “negotiations” to “discussions”

· SH meeting was May 26, time of the annual meeting – now there is not a rush that they have board approval – there was just a rush to get board approval.

· Majority of independent SHs vote in favor, 60% of all SH vote in favor.

Legal Standard in case of Freeze-Out Merger → Entire Fairness

· Entire Fairness has two elements → fair dealing and fair price

· Fair dealing

· How transaction was timed

· How it was initiated

· How was it structured

· How was it negotiated

· How was it disclosed to directors

· How the approvals of directors or SH were obtained

· Fair Price

· Assets

· Market Value

· Earnings

· Future prospects

· Any other elements that affect the intrinsic or inherent value.

· All aspects of the issue must be examined as a whole since the issue is entire fairness.

Holding
· No fair dealing

· Feasibility study – Prepared by UOP directors, with UOP information, never shown to UOP SH – rather, used for exclusive benefit of S.

· Problems with timing – too much of a rush – entire transaction presented and approved by UOP BOD in 4 days.

· Crawford never really negotiated with S.

· No disclosure about the shody job and hasty preparation of the Lehman Bros. fairness opinion.

· No disclosure to SH that S considered $24 to be a good investment.

· Fair Price

· The court rejects the “Delaware Block Method” of determining fair value and says that the Court may take into consideration “all relevant factors” [anything considered relevant by investment bankers].

· Only the speculative elements of value that may arise from the accomplishment or expectation of the merger are excluded, but this is a narrow exception.

· Appraisal may not be adequate in cases where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching are involved.

· In such circumstances, the Chancellor’s powers are complete to fashion any form of equitable and monetary relief as may be appropriate, including recisionary damages.

· Fair dealing is a more appealing possibility over an appraisal proceeding. FD allows you to have a much bigger class, as all SHs that are cashed out are in the class. In appraisal, only those who didn’t vote for the merger and have made demand in time can join the class. Much smaller class. Also, you can get an award for lawyers fees in a FD action, but not appraisal action. Prof K says this isn’t really true, it comes out of the award to the plaintiff either way. The pot is bigger in a FD so its easier to pay lawyers that way. 

· 
In FD, you get money right away. In appraisal you get the money only after you make demands and so forth, but you get interest for the time value of money. But getting the money right away in FD means that if you lose, you are no worse off. In appraisal, the court could determine the fair value is less than the offer price, and you could be worse off. Since you haven’t been cashed out yet, you would be stuck with the even lower price. 


FD also has recissory damages.

TAB 93, The Use of Special Committees in Management LBOs and Other Conflicted Transactions
Merger review in Delaware:

· Merger involving two unrelated parties: BJR standard

· Defense measures: “enhanced scrutiny standard” of Revlon and Unocal.  Role of independent directors = crucial

· Conflict transaction:

·  = CS stands on both sides of the transaction (freeze-outs) OR Directors derive personal financial benefit not reasonably available to all stockholders.

· Leads to Entire fairness review:

· Fair price

· Fair dealing

Conflict transactions:

If majority of the board it not disinterested: delegate negotiating power to independent committee (= Cleansing Act)Clea:

· Efficient committee leads to burden shifting (and not reinstatement of BJR protection, nor imposition of the “enhanced scrutiny” standard.

· Committee must have effective power to negotiate (cf. Kahn v Tremont: a !

· Failure leads to entire fairness review:
· In order to satisfy entire fairness review, the court is obsessed with PROCESS (but it “does not not demand perfection” – Technicolor)

Entire Fairness review (Weinberger Test):

Fair Dealing:
· Includes all elements of the process by which the merger is approved.

· Relevant are:

· Timing

· How the transaction was initiated, structured and negotiated

· How approvals were obtained from directors and/or shareholders

· Whether there was adequate disclosure

· Disclosure:
· “All material information concerning the transaction must be made available to both inside and outside directors” (Weinberger)

· BUT Kahn v Tremont:

· If special independent committee replicates arm’s length bargaining context:

· No need to disclose (i) reservation price and (ii) how sale proceeds are being used.  (also: investment banking opinion, but no duty to not disclose, rather a duty upon the committee to discover, e.g. by hiring its own IB)

Fair Price:

· Not the maximum possible price, but a price that lies within a range of fair values

· Court looks at appraisal statute.

· Committee should get IB opinion, but should critically assess it

· Fair price excludes:

· Synergies or expected cost savings (Weinberger)

· Speculative elements of value (Weinberger)

· BUT cost savings/synergies achieved prior to date of valuation must be taken into account (Technicolor II/Gonsalves)

· NO discount for minority shares

The Special Committee

A)
Cleansing effect of a special independent committee that is informed and has real bargaining power =

· Burden shifting (Kahn vs Lynch)

· But may also serve as evidence that the transaction is fair.

B)
Characteristics of a successful committee:

· independent legal and financial advice

· possession of all relevant information to make an informed business decision

· ability to negotiate diligently and actively

· real bargaining power to replicate and arm’s-length bargaining context

· generally it should have at least two members

C)
Meaning of “independence” = 

· a director whose decision is based on the corporate merits of the subject before the board rather than extraneous considerations of influence (Odyssey Partners)

· cannot be controlled/dominated by an interested individual or entity (Odyssey Partners)

· interest must be sufficiently material as to interfere with the directors’ independent judgment:

· incidental interest such as ordinary compensation do not bar independence

· future consulting contracts do not bar independence in a buy-out context

· court also looks at process for selecting the advisors: committee must be informed

The Bargaining Power of the Special Committee:

· Committee must have the power to just say no (Kahn v Lynch).

· Need NOT have the power to go shop if the CS is unwilling to sell, even if a third party would offer a higher bid and the minority would benefit from this (CS has the right to control and vote its shares in its own interest (Bershad v Curtiss-Wright).

· CS may use possible withdrawal of merger proposal as a threat as a bargaining tactic

· A company is not required to use an independent committee as a matter of law!!! (but is recommended in view of burden shifting)

TAB 97 TCI Case: Delaware found serious issues of independence, notwithstanding the fact that the buyer was genuine third party buyer in this case:
· Entire fairness review because the majority of directors had high vote shares which would receive higher premium (= conflict transaction)

· IB contingency fee arrangement improper (holding contrary to Toys R Us holding)

· Advisor has also worked for the corporation

· Comparable transaction analysis skewed bc certain comparable transactions omitted

· Committee structure criticized b/c low vote share director excluded

· Compensation structure of the committee: fee only approved after transaction + $1 Million per director for only four meetings

· Obscure mandate for the committee

· Failure to properly disclose the specifics to stockholders

TAB 98, Netsmart deal
· private auction

· 3% break-up fee

· post-signing window shop period

· free shareholder vote

Court found breach because board excluded private buyers: window shop provision was not sufficient to elicit bids from strategic buyers b/c Netsmart was a micro-cap company.  Therefore, breach of the board’s Revlon duties.

Tab 74 Paramount Comm. v. QVC Network, Inc. (DE 1994)
Facts: Paramount wants to merge w/ Viacom; negotiation fall apart over price. When Viacom’s stock price increases, negotiations resume. QVC starts to bid on Paramount.

Merger Agreement Paramount/Viacom: 

1. No-Shop provision: substantially financed + necessary to comply with fiduciary duty

2. Termination Fee
3. Stock-Option Agreement  - allowed Viacom option to purchase approx 20% of Para outstanding stock at $69/share

QVC substantially increases offer, Paramount invokes no-shop (financing plan QVC).  QVC resolves, but Paramount continues to drag its feet.

Viacom (Redstone) gets control (>50% ownership) of Paramount as a result of merger.

Issue: Does change of control trigger Revlon? YES

Rule: 

b. Revlon triggered by change in control, sale of assets, or break up of company. Revlon is not confined to cash mergers

i. Change of control triggers Revlon b/c SHs will have diminished participation in company’s long-term value.  Since Unocal’s deference to board’s business judgment based on DE court’s acceptance that current price may not reflect long-term value (rooted in its rejection of EMH), which SHs will gain if allow board reasonable defense to hostile offers, reason for deference doesn’t hold up when SHs won’t participate in long-term value b/c they’ll be cashed out.

ii. Once Revlon triggered, BOD’s obligation is to get best price, determined on its value as of the date received by SHs.  Long-term may only be considered by BOD to extent reflected in short-term.

Holding: Revlon triggered by change in control that would occur if Viacom succeeded. 

What did the BoD do wrong?

c. Did not get opinion of Lazard (investment banker) on adequacy of QVC offer, 

d. Did never talk to QVC

e. Did not try to negotiate lock up/ fee

i. Only got rid of poison pill for Viacom 

Rationale for applying Revlon: 

ii. in case of change of control, SH have diminished participation in company’s long-term value

iii. long term doesn’t matter if it’s a cash sale, here: stock transaction

iv. Revlon is triggered, if controlling SH is involved, here (+) Redstone can replace the board tomorrow, no guarantee that the long term vision can be implemented

Tab 75 In re Walt Disney (DE Supreme Ct. 2006)
Facts: Facts: Eisner (CEO) decides to hire M. Ovitz as president. Board/ compensation committee didn’t inform itself of implications of Ovitz employment agreement (i.e. large number of stock options, signing bonus, $ 100 mio. severance and non-fault termination). When Ovitz didn’t do good job, Eisner personally works out terms of termination agreement w/o consulting the board. Disney argues §102(b)(7) DGCL + Charter prevents liability.  

Holding: directors didn’t breach fiduciary duty of care and loyalty
i. § 102 (b)(7) DGCL permits consideration of good faith

ii. Good faith violation requires “intentional dereliction of duty”, “conscious disregard of responsibilities

(1) Subjective bad faith/ actual intent to harm

(2) Gross negligence does not constitute bad faith

(3) Subjective bad intent and gross negligence are qualitatively more culpable than gross negligence standing alone

iii. Business Judgment Rule rebuttal: good faith evaluation ( plaintiff has burden to rebut good faith

iv. Once plaintiff rebutted Business Judgement Rule: defendant has to proof good faith for purposes of § 102 (b) (7) DGCL

v. No board approval of employment agreement required

vi. Members of compensation committee and board did not act grossly negligent, Eisner had the power to terminate Ovitz

vii. Plaintiff’s waste claim is without merit, cause payment of a contractually owned amount is not waste, unless the contractual obligation is itself wasteful

How to minimize litigation risk after Disney: 

viii. Let professional take minutes of all board meetings

ix. Reflect amount of time the board devoted/ take sufficient time for board deliberations

x. Let counsel decide, whether board or committee actions are required

xi. Directors should control senior management

xii. Retain advisors and let them do formal presentations

Tab 84 In re Tous R Us, Inc. Shareholder Litigation
Facts: cash merger Toys R Us into KKR at $ 26.75 (123% premium); Toys R Us board reviews strategic options with expert advisors, sought bids for single divisions of the company, long time not considering to search a buyer for the whole company (financial advisors said no one interested), later approved solicitation of bids for entire company, KKR winning bid; KKR asks for 4% termination fee, target Toys R Us bargains it down to 3.75%, additional matching right; next best bid $ 1.50 per share less ($ 350 mio. in total)
Hold: Revlon case (heightened standard of reasonableness review), also reference to QVC (adequacy of the decision making process and inquiry, whether directors acted adequately informed and reasonably): board’s choices were reasonable (not bargaining termination fee of 3.75% further down, not a “draconian lock-up” in connection with matching rights, can’t press too hard for a reduction of the termination fee, cause next best alternative offer was way lower; does not mean however, that termination fee lower than 3% is always reasonable, however 6.3% is excessive), difficult business decisions (took enough time, no need for a new, full-blown search of buyers), board was fully informed and advised as to the intrinsic value of the company, took enough time for meetings/ search for strategic alternatives (almost one year); no single blue-print, deal protections are allowed, as long as reasonably linked to objective to get the highest price 

Tab 92 In re Pure Resources Shareholders Litigation (DE Chancery Ct. 2002)
Facts: tender offer by controlling SH, Unocal owns 65 % of Pure, wants to acquire the rest of shares (share deal); Pure board establishes Special Committee, but constrained powers (get financial and legal advisors) and unwilling to confront Unocal aggressively; Unocal commences tender offer, Special Committee votes not to recommend the offer 
Hold: tender offer by controlling SH is not subject to entire fairness (merger with controlling SH, Lynch), but offer was coercive and inadequate disclosure; inherent coercion in merger (Lynch) is not the same as structural coercion in tender offer (Solomon); controlling SH doesn’t have a duty to pay a fair price; acquisition offer by controlling SH is only non-coercive, when (1) it’s subject to a non-waivable majority of the minority condition (2) controlling SH promises to consummate short form merger at the same price if it obtains more than 90% of the shares and (3) controlling SH has not made retributive threats; also have to permit adequate time for the minority and the board to make a decision (no surprise offers);insufficient disclosure (no summary of substantive work performed by the investment banker), however, controlling SH does not have to reveal its reserve price

Tab 95 Omnicare (DE S.Ct 2003)
Facts: NCS entered into merger agreement with Genesis, where NCS was required to submit merger to a SH vote even if they no longer supported the merger and SH. The two SH that had combined majority shares had already agreed to vote their shares for the merger. 
Hold: DE S.Ct found no flaw with the decision making process that lead to the merger agreement, but it invalidated the provision requiring the board to submit the agreement to SH vote. 
Rationale: 
i. The SH vote agreements coupled with the lack of a fiduciary out clause, prevented the board from discharging (i.e. acting in) its fiduciary responsibilities to the minority SH when Omnicare presented its superior transaction. 
ii. Once a cohesive group with majority voting power was committed to the merger, the board had an affirmative responsibility to the minority shareholders
iii. Cannot abdicate fiduciary responsibility to minority by leaving to SH to approve/disapprove merger because the outcome was a foregone conclusion
iv. Just because it’s legally permissible (§146 DGCL) it doesn’t mean it’s legally possible
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� This is a reverse merger. 


� Page 6 of the readings.


� In the Disclosure letter the Company can list problems that it is aware of and which will not be held against the Company by Parent.  


� Loan, advance or other obligation entered into among the Company and its subsidiaries. 


� Section 6 sets out the conditions that must be met by the Company and subsidiaries in order to consummate the merger transaction. 


� Refer to Section 4.3 above. 


� For further reference refer to pages 36-37 of the readings.


� The HSR Act: Hart-Scott-Rodino: is the Antitrust notification program of the US FTC. 


� Section 4.5 above.


� Section 4.6 above.


� Section 4.14 above.


� Conditions to the Obligations of Each of the Parties.


� Representations and Warranties.


� Conditions to the Obligations of Each of the Parties.


� Representations and Warranties.


� Performance of Obligations of the Company.





