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Takeover Law and Practice
1.

Current Developments

A. Overview

The last several decades have witnessed a number of important legal, financial
and strategic developments relating to corporate transactions. Many of these
developments have complicated the legal issues that arise in connection with mergers and
acquisitions, tender offers and other major corporate transactions. Changes in stock
market valuations, macroeconomic developments, the financial crisis and associated
policy responses, tax reform and changes in domestic and foreign accounting and
corporate governance crises have added complexity. The substantial growth in hedge
funds and private equity, the growing receptiveness of institutional investors to activism
and the role of proxy advisory firms have also had a significant impact.

The constantly evolving legal and market landscapes highlight the need for
directors to be fully informed of their fiduciary obligations and for a company to be
proactive and prepared to capitalize on business-combination opportunities, respond to
unsolicited takeover offers and shareholder activism and evaluate the impact of the
current corporate governance debates. In recent years, there have been significant court
decisions relating to fiduciary issues and takeover defenses. While these decisions
largely reinforce well-established principles of Delaware case law regarding directors’
responsibilities in the context of a sale of a company, in some cases they have raised
questions about deal techniques or highlighted areas where other states’ statutory
provisions and case law may dictate a different outcome than would result in Delaware or
states that follow Delaware’s model.

Section | of this outline identifies some of the major developments in M&A
activity, activism and antitrust in recent years. Section Il reviews the central
responsibilities of directors, including basic case law principles, in the context of business
combinations and takeover preparedness. Section Ill focuses on various preliminary
aspects of the sale of a company, including the choice of method of sale, confidentiality
agreements and use of financial advisors, while Section IV discusses the various
structural and strategic alternatives in effecting private and public M&A transactions,
including options available to structure the transaction consideration. Section V focuses
on the mechanisms for protecting an agreed-upon transaction and increasing deal
certainty. Section VI summarizes central elements of a company’s advance takeover
preparedness, particularly the role of a rights plan in preserving a company’s long-term
strategic plan and protecting a company against coercive or abusive takeover tactics and
inadequate bids. Section VII discusses the special considerations that apply to cross-
border transactions.



B. M&A Trends and Developments
1. Deal Activity

Despite ebbs and flows of global economic uncertainty, 2019 proved to be
another strong year for M&A. Total deal volume was $4 trillion globally, a slight
decrease from the $4.1 trillion volume in 2018, but higher than the $3.5 trillion volume of
2017. 15 of the 20 largest deals involved U.S. companies, with deals involving U.S.
targets totaling over $1.8 trillion, second only to the record of over $2 trillion set in 2015.
While deals over $10 billion fell from 60 globally in 2018 to 49 in 2019, deals over $25
billion increased from 16 globally in 2018 to 21 in 2019. These megadeals, including
Celgene’s $93 billion sale to Bristol-Myers Squibb, AbbVie’s $83 billion acquisition of
Allergan, the pending $48 billion combination of Pfizer’s Upjohn business and Mylan
(the closing of which has, as of this writing, been postponed due to the COVID-19
pandemic), Occidental’s $55 billion acquisition of Anadarko Petroleum and the $140
billion merger of United Technologies’ aerospace business with Raytheon, greatly
buoyed deal activity in 2019. As in 2018, the technology sector saw the largest deal
volume, followed by healthcare, real estate and finance. Global private equity-backed
buyout volume was $400 billion in 2019, robust by historical standards but down from
nearly $500 billion in 2018.

The COVID-19 pandemic has been, and is likely to continue to be, the dominant
driver of deal activity (or inactivity) for much of 2020. Global M&A volume was $1.123
trillion in the first half of 2020, a notable decline from $2.140 trillion and $2.358 trillion
in the first half of 2019 and 2018, respectively. While global deal volume fell to a low of
less than $120 billion in April 2020, deal volume rebounded to over $375 billion in July
2020. At the time of publishing this outline, COVID-19 and the unprecedented and novel
actions taken to contain it continue to have a significant impact on the economy, capital
markets and business operations around the world. Uncertainty regarding governmental
responses, duration of the economic disruption, timing for a return to normalcy and
access to capital markets presents a significant headwind to global M&A with numerous
pending M&A transactions having been terminated and few new deals being struck.
Examples include the mutual termination of a $6.4 billion merger between aerospace
suppliers Hexcel and Woodward, the mutual termination of the merger of equals between
Texas Capital Bancshares and Independent Bank Group, and SoftBank’s withdrawal of
its $3 billion tender offer for WeWork shares. Many other deals are facing threatened or
pending litigation relating to alleged violations of covenants to operate in the ordinary
course of business or the occurrence of a “material adverse effect.”

However, as with the 2008 financial crisis, the economic turmoil also may present
dealmakers with new opportunities.  Corporations may consider divestures and
restructurings to enhance liquidity and direct resources to core business lines.
Opportunities for buyers to acquire distressed targets may increase, as may private
investment in public equity (“PIPE”) transactions. As uncertainty subsides, market
dislocations relating to COVID-19 may present openings for investors and strategic
acquirors to consummate transactions that were not viable when the market was at record
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highs. Parties are also likely to focus more on provisions in transaction agreements that
have become central in evaluating the contractual path forward on pending deals, such as
“material adverse effect” provisions (including their carve-outs and limitations on those
carve-outs) and “ordinary course of business” covenants. The outcome of litigation
involving the interpretation of material adverse effect provisions and covenants to operate
in the ordinary course of business will influence legal drafting and the decision-making
of companies considering strategic transactions throughout the COVID-19 pandemic and
beyond. “Material adverse effect” or “material adverse change” provisions are discussed
in further detail in Section V.B.

The tech sector continued to drive M&A in 2019, with 16% of global M&A
volume and 20% of U.S. M&A volume involving a tech company as an acquiror or
target. A tech company was a transaction participant in five of each of the top 20 global
deals and top 20 U.S. deals in 2019. Some notable tech deals in 2019 included the
London Stock Exchange’s $27 billion acquisition of Refinitiv, Salesforce’s $15.7 billion
acquisition of Tableau Software, Broadcom’s $10.7 billion acquisition of Symantec’s
enterprise security business, eBay’s $4 billion dollar sale of StubHub to viagogo and the
$21.5 billion Global Payments merger with TSYS.

There have also been a number of important developments in the private and
public capital markets that have affected, and will continue to affect, tech companies and
the M&A markets. Over the past several years, tech companies have enjoyed access to
record levels of private capital from a combination of venture capital funds, private
equity funds, corporate investors, pension funds and large institutional investors.
Together with greater pre-1PO liquidity for founders, employees and early investors, this
has significantly extended the length of time tech companies have been able to remain
private and has allowed them to fund exponential growth without having to access the
public markets. Flexibility in the securities laws governing private securities offerings
(which the SEC has proposed to expand) and an increase in the number of shareholders
that SEC rules allow a company to have before incurring public reporting obligations
have facilitated this trend. If not for the significant liquidity afforded by the public
markets, some tech companies might forgo becoming subject to the heightened scrutiny,
regulation and short-term pressures of the public equity markets in favor of a continued
private company existence—including via a sale—that is often more accommodating of
continuous heavy investment in R&D and product development at the expense of near-
term profits. In 2019, there were a number of high-profile and high-value IPOs of tech
companies that had extended private lifecycles, including Uber, Lyft and Pinterest.
However, disappointing post-IPO trading by some (although certainly not all)
companies—as well as aborted IPOs (with WeWork being the most prominent
example)—has resulted in increased scrutiny of valuations of private companies seeking
to tap the public markets. In addition, investors have focused on a clearer understanding
of the path to profitability and, in some cases, tighter governance controls (often at the
expense of founders).



Global biopharma M&A volumes reached a record in 2019, with megamergers,
such as the Bristol-Myers Squibb/Celgene deal, the AbbVie/Allergan deal and the
Pfizer/Mylan deal, leading the way. Key trends that contributed to this increased activity
included: (1) the drive to innovate, as large pharma continues to look to biotech
companies to deal with patent expirations, especially in areas such as oncology, gene
therapy, and rare diseases; (2) the desire to increase efficiency and build scale, as
companies prepare for pricing pressure; and (3) convergence, as companies made vertical
moves up and down the supply chain, seeking to provide more “one-stop shopping” for
consumers (for example, insurance companies buying pharmacy benefit managers and
healthcare providers). Divestitures have also been a source of M&A in recent years as
companies reposition themselves to focus on chosen areas and to free up resources for
innovation in certain niches. Pfizer, Merck, and Eli Lilly, among others, have either
announced or executed major portfolio restructuring plans to focus attention on core
areas. With more generics flooding the market, prices continue to fall and generics
makers have seen steep declines in market value, which has made for a tough M&A
environment in this sub-segment. In addition, ongoing opioid litigation is an overhang in
some segments of biopharma, which can affect M&A activity and structuring. Finally, as
biopharma companies look to 2020 and 2021 and the mobilization of the healthcare
system to combat the COVID-19 pandemic, drug pricing and access to healthcare will
likely become even hotter political issues. Deal participants will need to remain sensitive
to regulatory and political considerations in connection with future deal announcements.

2. Unsolicited M&A

Although unsolicited acquirors remained active, the volume of these deals fell
globally both in absolute terms, from $522 billion in 2018 to $310 billion in 2019, and in
terms of share of overall deal volume, from 13% in 2018 to less than 8% in 2019. 2019
saw an increase in the number of topping bids relative to 2018, 2017 and 2016, and
included a few high-profile topping bids, such as Occidental’s successful $38 billion
topping bid for Anadarko Petroleum and WESCO’s successful $4.5 billion topping bid
for Anixter.

The impact of the COVID-19 pandemic on unsolicited activity is uncertain.
While stock prices dropped initially following the start of the pandemic, it has become
more difficult to obtain financing and would-be strategic acquirors may be too
preoccupied with dealing with the impact of the pandemic on their own businesses to
mount the sustained effort needed for hostile transactions. Xerox’s abandonment of its
hostile tender offer and proxy fight to take over HP is a high-profile example of the
difficulty of unsolicited M&A in the current environment. As markets return to
normalcy, there may be greater opportunities to pursue targets that lag their peers in
recovering. Moreover, activists and merger arbitrageurs will fuel such activity, by taking
positions in the target and pushing for a transaction. Nonetheless, even with these
dynamics and the dismantling of takeover defenses in recent years, it remains challenging
to successfully complete a hostile acquisition, and a thoughtfully executed defense may
in certain instances enable a target to retain its independence.
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3. Private Equity Trends

Private equity had a strong finish to the decade. Global private equity-backed
buyout volume was nearly $400 billion in 2019, which represented a 20% decline relative
to 2018, but was still quite robust by historical standards, fueled by a number of
megadeals, significant dry powder and record-low interest rates.

Global private equity fundraising in 2019 continued its downward trend relative
to 2017, its all-time high, while U.S. private equity fundraising had a banner year. As in
recent years, fundraising was concentrated in a relatively small number of large funds
raised by established firms. Blackstone Capital Partners closed the largest-ever buyout
fund in the third quarter at $26 billion, and Vista Equity Partners raised the largest-ever
tech fund at $16 billion. With over $1.5 trillion of dry powder, the highest year-end total
on record, capital supply is more than ample. Yet, this massive stockpile of cash is
fueling both optimism as well as concerns. Over the 25-year period ended March 2019,
private equity funds returned over 13% per year on average, compared with about 9% for
the S&P 500. With heavy competition, PE firms face an uphill battle to sustain
outperformance.

Nevertheless, PE firms are looking to deploy their record amount of dry powder,
and the market decline resulting from the COVID-19 pandemic may present new M&A
opportunities once debt capital markets stabilize. In the meantime, many PE firms may
consider distressed equity, debt or convertible investments in companies that need
liquidity but for which more traditional avenues of funding from banks may not be
available at favorable terms (or at all). For example, in May 2020, Apollo Global
Management and KKR announced the raising of $1.75 billion and $4 billion,
respectively, for new credit funds that will focus on dislocations from the COVID-19
pandemic. In addition, the COVID-19 pandemic has caused the debt of many companies
already within a private equity portfolio to trade at a discount, leading some private
equity investors to contemplate investing in the secondary market by buying the debt of a
portfolio company. Moving forward, the ability of PE firms to consummate new
transactions during and in the immediate aftermath of the COVID-19 crisis may depend
in part on the amount of time and effort such firms must spend stabilizing their existing
portfolio companies.

There were a number of $10 billion-plus private equity deals in 2019, including
Blackstone’s $18.7 billion purchase of the U.S. warehouse portfolio of Singapore-based
GLP (the largest private real estate deal in history), EQT’s $10.1 billion purchase of
Nestlé’s skincare unit, and the $14.3 billion sale of communications infrastructure
services provider Zayo Group to Digital Colony Partners and EQT.

While a handful of megadeals took the spotlight in 2019, several other deals,
including Apollo’s reported bid for Arconic, collapsed after months of negotiation; and
the strong reported private equity activity in 2019 does not take into account the
extensive sponsor participation in auctions and other deal pursuits that ultimately did not
succeed. Given significant efforts by strategic buyers to achieve scale and synergies,
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private equity sponsors were particularly competitive in pursuits where they had a
portfolio company to build on or strategic bidders lacked interest. The challenges and
risks associated with big take-privates led some private equity firms to focus their
attention on the opposite end of the deal size spectrum. Private equity buyouts and
investments with a price tag of less than $500 million now account for nearly 30% of the
industry’s dealmaking by value, the highest level in nearly a decade.

Private equity continues to make significant inroads into technology, a sector
historically dominated by venture capital. After a two-year drop, tech deals rose to nearly
40% of U.S. private equity deals as of August 2019, the second-highest share of deal
value since 2010. Private equity firms are increasingly focused on acquiring technologies
and other innovations that have the potential to transform industries, in some cases even
outbidding strategic bidders, and have the cash to back it up: tech-focused dry powder
has almost doubled since 2016. The interest is mutual—tech companies are turning to
private equity as an attractive exit route, opting for continued private ownership rather
than public market scrutiny.

The line between hedge fund activism and private equity continues to blur, with
some activist funds becoming bidders themselves for all or part of a company, and a
handful of private equity funds exploring activist-style investments in, and engagement
with, public companies. For example, Starboard Value announced a $200 million
strategic investment in Papa John’s in February 2019; Elliott’s private equity affiliate,
Evergreen, closed its take-private of Travelport in partnership with Siris Capital in May
2019; and KKR disclosed a minority ownership position in Dave & Buster’s. TPG was
also reported to be raising an activist fund focused on building minority stakes in large
public companies. While activist hedge funds and private equity firms generally have
quite different attitudes toward publicity and methods to bring about change at
companies, they often have coinciding objectives, and in some cases, limited partners.

4. SPAC Trends

Over the last few years, special purpose acquisition companies (“SPACs”) have
enjoyed a resurgence. SPACs raised $13.6 billion in 59 IPOs in 2019, an increase from
$10.7 billion raised in 46 IPOs in 2018, and these records have already been far surpassed
through only the first half of 2020, which saw dramatic growth in SPAC activity.

A SPAC is a company formed to raise capital in an IPO to finance a subsequent
merger or acquisition within a time frame specified in its charter, typically two years.
The target firm, which must not yet be identified at the time of the SPAC’s IPO, becomes
public as a result of the transaction (often referred to as a “business combination” or “de-
SPAC transaction™). In a typical SPAC IPO, a SPAC will offer units (generally at a per
unit purchase price of $10), each composed of one share of common stock and a fraction
of a warrant to purchase a share of common stock. In connection with the shareholder
vote on the business combination, the SPAC’s shareholders can require the SPAC to
redeem its shares (regardless of whether they vote in favor of the deal). The public
offering proceeds from the IPO are placed into a trust account that can only be used to
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fund the SPAC’s business combination or to redeem shares. SPACs typically enter into
additional arrangements to help finance the de-SPAC transaction and mitigate the risk of
excessive redemptions.

Before the IPO, the SPAC’s sponsor will purchase, for a nominal amount, shares
of a separate class of common stock that gives the sponsor the right to receive, upon
consummation of the de-SPAC transaction, 20% of the post-IPO common stock. In
addition, the SPAC’s sponsor will purchase warrants with terms mostly similar to those
offered to the public. The purchase price for these warrants (typically 2% of the IPO
size), will be added to the trust account and pay for IPO expenses and the SPAC’s
operating expenses before its business combination. This is often referred to as the
sponsor’s “at risk capital,” because, if the SPAC does not consummate a business
combination in the time allotted in its charter, then, absent shareholder approval for an
extension, the SPAC must liquidate, rendering the warrants worthless (a fact that may
provide a seller greater negotiating leverage toward the end of a SPAC’s liquidation
window).

Interest in SPACs has ebbed and flowed over the past several decades. It
dissipated after the financial crisis, but both the number and average size of SPAC IPOs
have been rising steadily since 2016. This trend has accelerated in 2020 thus far, with
more than $30.4 billion raised by SPACs in over 75 IPOs through August 20, 2020. In
July 2020, the largest-ever transaction with a SPAC—Churchill Capital Corp. II’s
proposed $11 billion acquisition of healthcare management services provider
MultiPlan—was announced, and the largest-ever SPAC IPO—that of hedge fund
manager Bill Ackman’s Pershing Square Tontine Holdings, which raised $4 billion—was
completed. Several high-profile companies have gone public through SPAC transactions
in the past year, including Virgin Galactic, DraftKings and Nikola.

These trends have helped SPACs become a fixture of the current IPO and M&A
environments and reduced their historical associations with financial underperformance
and risk. According to a recent analysis by Goldman Sachs, SPACs’ overall financial
performance has varied widely, but on average lags behind the S&P 500 and Russell
2000 indices over the long run after their business combinations are completed. The
current generation of SPACs, however, has seen deal announcements received positively
by investors at higher rates, and many companies that have gone public through a SPAC
transaction in recent years have maintained stock prices well above the SPAC’s IPO
price.

SPAC transactions carry distinct risks for their counterparties. Most significantly,
given the SPAC’s shareholders’ option to have their shares redeemed in connection with
the shareholder vote on the transaction, SPAC transactions contain an IPO-like element
of market risk. In addition, the typical structure of a SPAC generally results in
significant dilution for target shareholders. Nevertheless, SPAC transactions have
become an increasingly popular alternative to the traditional IPO as a means of taking a
private company to the public markets. Especially in the volatile and uncertain market
conditions that have persisted in the wake of the COVID-19 pandemic, some private
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companies may prefer the relative pricing transparency, speed and confidentiality
afforded by a SPAC transaction as compared to an IPO. Other companies may conclude
that partnering with a SPAC management team that includes former public company
executives or seasoned investors will facilitate a more successful public listing or
enhance their long-term business prospects. So far, it appears that investors’ support for
the SPAC model has strengthened in the COVID-19 era, perhaps in part due to the
flexibility SPACs have in pursuing a target based on market conditions and in part due to
the downside protection afforded by shareholders’ redemption rights.

Regardless of how long SPACs maintain their current momentum, given the
number of SPACs now searching for targets with record levels of cash to spend, SPACs
are likely to continue to play an important role in the M&A landscape in 2020 and in
years to come

5. Acquisition Financing

After a strong 2019, the financing markets experienced sudden and severe
upheaval as a result of the COVID-19 crisis. In the first few weeks of the crisis, even
investment-grade debt markets were challenged. As the government rolled out enormous
fiscal and monetary measures designed to calm the markets and stabilize the economy,
the investment-grade markets began to stabilize. And by late spring and early summer,
high-yield issuances resumed at a blistering pace.

As long as the crisis persists, though, with a timetable to recovery still
unpredictable and against the backdrop of extraordinary market volatility of the spring,
traditional financing commitments will likely be more expensive than prior to the crisis,
and will likely include more flexibility for banks to vary the terms of the committed debt
if market conditions deteriorate prior to closing of the transaction or syndication of the
debt.

In the current climate, borrowers seeking acquisition financing commitments must
strike a balance between caution and creativity. It will be critical for corporate acquirors
to model downside cases, and to understand the “flex” and other terms that could make a
debt commitment ultimately less appealing to them by the time their deal closes. High-
grade borrowers may find that traditional financing sources (i.e., capital markets deals
and bank loans arranged by major banks) remain their best paths to execution. Leveraged
borrowers, on the other hand, may find it useful to consider alternative financing paths
and sources, as well, including “direct lenders,” to reach a deal.

Given the recent volatility in the financing markets, provisions in merger
agreements allocating financing failure risk will become more central than ever.

6. Shareholder Litigation

Shareholder litigation challenging merger and acquisition activity remains
common, and—continuing the trend sparked by the Delaware Court of Chancery’s 2016
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Trulia decision curtailing the ability to settle such suits in Delaware—the bulk of these
merger-objection suits were styled as claims under the federal securities laws and were
filed in federal court. Recent reports from NERA and Cornerstone Research show that
the number of federal securities class action lawsuits in 2019, driven in large part by
these merger-objection suits, remained at or above the record high set in 2018. Such
litigation generally challenges disclosures made in connection with M&A activity under
Sections 14(a), 14(d), and/or 14(e) of the Securities Exchange Act of 1934, as amended
(the “Exchange Act”) and sometimes also alleges breaches of state-law fiduciary duties.
However, the number of such merger-objection suits in 2019 decreased approximately
15% compared to 2018 levels.? The overwhelming majority of such federal suits were
“mooted” by the issuance of supplemental disclosures and payments of the stockholder
plaintiffs’ lawyers’ fees. Unless the federal courts begin applying heightened scrutiny to
such resolutions akin to Delaware’s Trulia review of settlements, we expect this litigation
activity will continue.

The suits that remain in Delaware are being settled less frequently and litigated
more vigorously. As we discuss in Section I1.C.1, the Delaware Court of Chancery has
continued to expand the circumstances in which a “controlling” stockholder is found to
exist in a transaction. This expansion has created opportunities for plaintiffs to avoid
dismissal under the Corwin doctrine (which allows for pleadings-stage dismissals of
certain types of suits based on fully informed stockholder approval of non-controlling
stockholder transactions) by alleging that the challenged transaction concerned
controlling stockholders. Stockholder appraisal litigation, which allows a stockholder to
forego receipt of merger consideration in a transaction and instead seek an award from a
Delaware court of the “fair value” of the stockholder’s shares, has continued to abate in
the wake of several significant decisions from the Delaware Supreme Court emphasizing
the importance of the deal price in assessing fair value.®> Although appraisal risk should
continue to be considered in the context of each particular transaction, these decisions
appear to have discouraged the widespread abuse of appraisal litigation that plagued the
M&A market for nearly a decade. The number of appraisal petitions filed in the
Delaware Court of Chancery fell from a peak of 76 in 2016 to only 26 in 2018.*

Books and records demands, and litigation related to those demands, have also
been the subject of notable recent rulings in the Delaware courts. In KT4 Partners LLC
v. Palantir Technologies, Inc., the Delaware Supreme Court considered a demand under
Section 220 of the Delaware General Corporation Law (the “DGCL”) for electronic
records, including e-mails, which the Delaware Court of Chancery had denied.
Reversing the Delaware Court of Chancery, the Delaware Supreme Court held that the
production of e-mail records was required because the company had “a history of not
complying with required corporate formalities” and conducted business informally,
including over e-mail.> The Court nonetheless suggested that companies that
“documented [their] actions through board minutes, resolutions, and official letters”
would generally be able to satisfy a Section 220 demand using those formal records
without the need for an e-mail production.® The Delaware Court of Chancery has also
recently required the production of unconventional sources of information in addition to
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board materials, including the communications from board members’ personal e-mail
addresses and personal devices, in the context of a Special Committee’s decision to
terminate certain agreements with the company’s founder,” and the production of a
company witness for a deposition on the sources and locations of company books and
records other than formal board materials, in the context of a company that refused to
provide information on the availability of such additional materials.®

The Delaware Court of Chancery’s late-2017 ruling in Lavin v. West Corp. has
encouraged greater use of the statutory books and records inspection rights of Section
220 of the DGCL in connection with proposed M&A activity.® There, the Court
confirmed that stockholders may use their Section 220 rights to investigate suspected
wrongdoing by the board in agreeing to a sale of the company, ruled that such requests
are subject to the same stockholder friendly standard that applies in other contexts (any
proper purpose reasonably related to the stockholder’s interest as a stockholder), and held
that fully informed stockholder approval of the transaction will not extinguish a
stockholder’s right to demand inspection of books and records related to the transaction.

Stockholder activists have also begun making greater use of Section 220 books
and records demands in their campaigns to scuttle deals, such as Carl Icahn’s books and
record inspection demand of SandRidge Energy for documents relating to its proposed
merger with Bonanza Creek Energy, Inc. However, the Delaware Court of Chancery has
recently articulated limits on the ability of an activist to access corporate books and
records to challenge transactions through a proxy contest. In High River Limited
Partnership v. Occidental Petroleum Corp., Vice Chancellor Slights denied a books and
records demand in connection with Icahn’s proxy contest against Occidental Petroleum.*®
Icahn sought books and records concerning Occidental Petroleum’s decision to purchase
Anadarko Petroleum, and its decision to pursue the acquisition rather than to explore a
sale.! The Court found that Icahn’s disagreement with the board’s business judgment
was not sufficient to infer mismanagement or wrongdoing, and the Court rejected the
argument that the records should be provided because they would be material to a proxy
contest.’? The Court concluded that the demanded records were not “essential” to Icahn’s
purpose of communicating concerns to fellow stockholders, because Icahn already had
sufficient public information concerning the challenged transactions to voice his concerns
without the need for “a fishing expedition into the boardroom.”*?

C. Activism and Engagement
1. Hedge Fund Activism

a. The Activism Landscape

Recent years have seen a resurgence of raider-like activity by activist hedge
funds, both in the U.S. and abroad, often aimed at forcing the adoption of policies with
the goal of increasing short-term stock prices, such as increases in share buybacks, the
sale or spin-off of one or more businesses of a company, or the sale of the entire
company. Approximately 27% of S&P 500 companies have an activist holding greater
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than 1% of their shareholder base. Activists’ assets under management (“AUM”) have
grown substantially in recent years, with the 50 largest activists ending 2019 with $184
billion in equity assets. Matters of business strategy, operational improvement, capital
allocation and structure, CEO succession, M&A, options for monetizing corporate assets
and other economic decisions have also become the subject of shareholder referenda and
pressure. Hedge fund activists have also pushed for governance changes as they court
proxy advisory services and governance-oriented investors, and have run (or threatened)
proxy contests, usually for a short slate of directors, though increasingly for control of the
board. Activists have also increasingly targeted top management for removal and
replacement by activist-sponsored candidates. In addition, activists have worked to block
proposed M&A transactions, mostly on the target side but also sometimes on the acquiror
side.

The number of public campaigns in 2019 decreased compared to the record set in
2018, although activity remained consistent with average levels seen in recent years. 187
companies were targeted by activists via 209 campaigns, a 17% decrease compared to the
226 companies targeted in 2018 via 248 campaigns. Nevertheless, 147 investors engaged
in activism in 2019, the highest on record, suggesting that the pool of activists has grown.

Many campaigns in 2019 ended with announced settlements with activist hedge
funds, but several “went the distance” all the way to the annual meeting. Of the 38% of
proxy fights that went to a vote in 2019, management won a complete victory in slightly
more than 50% of cases, which was comparable to management’s success rate in proxy
fights that went to a vote in 2018 and 2017. There are an increasing number of activism
situations across industries that begin—and may be resolved—»behind the scenes through
private engagement and negotiation. Of the campaigns that resulted in board seats for an
activist in 2019, approximately 84% ended via a settlement, an increase from the 78% of
seats won via settlement in 2018. Activists gained 122 board seats in 2018, a decrease
from the record 161 seats won in 2018, but higher than the 103 seats won in 2017.
Activists also frequently appoint directors who are independent of the activist.
Employees of the activist comprised only 23% of the board seats won by activists in
2019, a slight increase from 22% in 2018, but a decline from 27% in each of 2016 and
2017.

The number of campaigns launched against European companies and Asia-Pacific
companies decreased in 2019 to 48 campaigns (compared to 57 campaigns in 2018) and
28 campaigns (compared to 30 campaigns in 2018), respectively. However, the share of
European and Asia Pacific activism remained steady, with European campaigns
remaining at 23% of global campaigns launched and Asia Pacific campaigns increasing
slightly from 12% of global campaigns in each of 2017 and 2018 to 13% in 20109.

In July 2020, the SEC proposed an amendment to Form 13F that stands to reduce
the already limited transparency of activist ownership. The proposed amendment would
exempt from filing all money managers holding less than $3.5 billion of “13(f) securities”
(without regard to the fund’s overall size or total assets under management). Because
many activists do not own $3.5 billion of 13(f) securities, adoption of this revision would
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permit them to “go dark” and make it significantly more difficult to determine whether an
activist, or a “wolf pack” of activists, owns a stake in a company. Increasing the
threshold to $3.5 billion from the current cut-off of $100 million would slash the number
of reporting filers by 90%, from 5,089 to 550, effectively abolishing Form 13F as a
reporting system for most investors, including many activist and event-driven hedge
funds. If adopted as proposed, the amendment would increase the potential for market
abuse by sophisticated investors who wish to accumulate shares on a stealth basis.

In the context of the COVID-19 pandemic, the first half of 2020 was the quietest
opening quarter to a year since 2015: 522 companies worldwide were publicly subject to
activist demands during the first half of 2020, compared to 628 and 695 companies
during the first half of 2019 and 2018, respectively. Factors potentially discouraging
activism include uncertain markets, which make it difficult to see the bottom for both
activists and other investors; uncertain shareholder vote outcomes, as it is not clear how
investors will react to individual activist campaigns in light of the unprecedented nature
of the situation, especially given they are busy tending to problems throughout their
portfolios; activists themselves may similarly be distracted by trying to preserve value in
investments that have taken significant losses and where the investment thesis (e.g.,
capital return or M&A) is no longer viable; activists may not have funds to invest,
especially if limited partners are seeking to withdraw money to raise cash or cover losses
elsewhere; activists may not be willing to “invest” in a proxy fight for the reasons stated
above as well as due to the overall cost of a campaign; logistical challenges (e.g., delayed
and/or virtual shareholder meetings and disrupted banking, brokerage and SEC
operations); and the negative optics of an activist campaign while management tackles
the fallout from COVID-19. However, factors potentially encouraging activism include
discounted stock prices (although stock prices continue to rebound at the time of
publishing this outline) and a perception that boards may be distracted. Accordingly,
some activists may view the COVID-19 pandemic as an opportune time to raise capital
and seek to differentiate themselves if they can successfully prosecute campaigns in the
challenging environment and be perceived as the early investors in a rally. Moreover,
numerous activist investors have used reduced valuations as an opportunity to increase
positions in targets that pre-dated the COVID-19 pandemic. Ultimately, the impact of the
COVID-19 pandemic on activism is highly situation-specific and will depend on the
pandemic’s duration and overall impact. Cash-heavy, experienced activists may be better
positioned to take on the risks in the current environment than newer activists who are
more exposed to the risk of substantial redemptions by their limited partners and may be
unable to hold certain positions for months or years on end.

b. M&A Activism

A significant portion of activism has an M&A component. In 2019, a record 99
campaigns were launched related to M&A, accounting for approximately 47% of all 2019
activism activity. There are generally three types of M&A activism: campaigns to sell
the target company (which accounted for approximately 35% of M&A activism
campaigns in 2019), campaigns aimed at breaking up a target company or having the
target company divest a non-core business line (which accounted for approximately 33%
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of M&A activism campaigns in 2019) and campaigns that attempt to scuttle or improve
an existing deal (which accounted for approximately 32% of M&A activism campaigns
in 2019). 2019 featured notable deal activism targeting announced M&A, with activists
injecting themselves on both the buy-side and sell-side of a transaction. Examples of
buy-side activism, including Starboard’s subsequently withdrawn challenge to Bristol-
Myers Squibb’s acquisition of Celgene, Icahn’s campaign against Occidental’s
acquisition of Anadarko Petroleum, and Pershing Square’s and Third Point’s brief
objections to the United Technologies/Raytheon combination, illustrate that M&A
activism need not be limited to target shareholders agitating for a higher price. Even
traditional non-activist institutional investors may decide to enter the fray in certain
circumstances, as exemplified by Wellington Management’s objections to the Bristol-
Myers Squibb/Celgene transaction and T. Rowe Price’s objections to Occidental’s
acquisition of Anadarko Petroleum. In some cases, activist funds, especially Elliott
Management but also others, offered to serve as financing sources to help “get the deal
done” or have become bidders themselves for all or part of a company, blurring the line
between hedge fund activism and assertive private equity.

In today’s activism environment, even household-name companies with best-in-
class corporate governance and rising share prices may find themselves targeted by
shareholder activists represented by well-regarded advisors. The trend of targeting (and
sometimes achieving settlements at) high-profile companies in diverse industries has
continued over the past three years, as illustrated by activist activity at athenahealth,
Automatic Data Processing, Apple, Arconic, AT&T, Barclays, Bloomin’ Brands, Bristol-
Myers Squibb, Campbell Soup Company, DuPont and Dow, eBay, EQT, General
Electric, General Motors, Hess, HP, Hyundai, Lowe’s, Marathon, Procter & Gamble,
Qualcomm, SAP, Thyssenkrupp, United Technologies (now renamed Raytheon
Technologies), Whole Foods Market, and Xerox, among others.

C. Tactics

Activists have also become more sophisticated, hiring investment bankers and
other seasoned advisors to draft “white papers,” aggressively using social media and
other public relations techniques, consulting behind the scenes with traditional long-only
investment managers and institutional shareholders, nominating director candidates with
executive and industry expertise, invoking statutory rights to obtain a company’s
nonpublic “books and records” for use in a proxy fight, deploying precatory shareholder
proposals, and being willing to exploit vulnerabilities by using special meeting rights and
acting by written consent. Special economic arrangements among hedge funds continue
to appear from time to time, as have so-called “golden-leash” arrangements between
activists and their director nominees, whereby the activist agrees to pay a director
nominee for the nominee’s service on, or candidacy for, the board. Most companies have
developed measures to reveal these arrangements through carefully drafted bylaw
provisions that address undisclosed voting commitments and compensation arrangements
between activist funds and their director nominees. And activists continue to use
statutory books and records inspection rights of Section 220 of the DGCL to aid
challenges to M&A activity, as described in Section 1.B.5.
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The economic disruption caused by the COVID-19 pandemic has led activist
investors to adopt new strategies. Some activists with sufficient capital have entered into
PIPE deals and other investment opportunities with respect to distressed companies in
need of additional liquidity. Examples include Providence Equity Partners and Ares
Management’s $400 million investment in convertible preferred stock of Outfront Media
and Roark Capital’s $200 million investment in convertible preferred stock of The
Cheesecake Factory. The COVID-19 pandemic may also have longer-term impacts on
activist strategies if certain activist theses, such as increased stock buybacks, continue to
face heightened scrutiny even after the end of the COVID-19 pandemic.

2. Governance Landscape

Companies face a rapidly evolving corporate governance landscape defined by
heightened scrutiny of a company’s articulation of long-term strategies, board
composition and overall governance bona fides.

The growing acceptance of a stakeholder-centric corporate governance model, as
exemplified by Martin Lipton’s articulation of the New Paradigm,'* is a key development
in the governance landscape. This approach reimagines corporate governance as a
cooperative exercise among a corporation’s shareholders, directors, managers,
employees, business partners, and the communities in which the corporation operates.
The emerging view of a new paradigm for corporate governance recognizes the
deleterious effects of short-termism and emphasizes a focus on building strong corporate
relationships and practices to create sustainable, long-term economic prosperity. In 2019,
each of the major index fund managers, the Business Roundtable, the British Academy,
the UK Financial Reporting Council, the World Economic Forum and a number of other
organizations (both governmental and nongovernmental) announced positions that toned
down, or in some cases rejected, shareholder primacy as a corporate governance
paradigm and took steps to show support of sustainable long-term investment and ESG
considerations. In a move that received significant attention across the governance
community and the mainstream press, the Business Roundtable in 2019 adopted a
statement on the purpose of a corporation that embraced stakeholder corporate
governance and articulated the 181 CEO signatories’ “fundamental commitment” to
deliver value to all stakeholders, including customers, employees, suppliers, the
community and shareholders.

Spurring the emergence of the New Paradigm is that index-based and other
“passive” funds, with their longer time horizons for investing in particular companies,
continued to grow in size and importance into 2020. Of the $10 trillion in AUM by
investors in publicly traded equities, the split between passive and active is almost
50%/50%, a sea change from two decades earlier when passively held assets represented
only 6% of a much smaller AUM pool. Over the course of 2019, over $162.7 billion
flowed into U.S. passively managed equity funds, a decrease from the over $200 billion
that poured into such investments in 2018. Conversely, 2019 saw investors pull over
$204.1 billion from actively managed funds, increasing the pressure faced by the
portfolio managers to show near-term returns and outperformance. Many of the

-14-



companies that constitute the S&P 500 now have Vanguard, BlackRock and State Street
in the “top five” of their shareholder register, with the broader ownership base being
primarily institutional. These changes underscore the importance of ongoing shareholder
engagement and index fund support and the risks companies face if they take such
support for granted.

Until fairly recently, ESG-related proxy proposals rarely received significant
shareholder support or attention. [However, as of October 2019, environmental and
social proposals represented 56% of all filed proposals in the 2019 proxy season, with
median support for such proposals reaching a record-high level of nearly 27% of votes
cast. Companies are increasingly expected to integrate relevant sustainability and ESG
matters into strategic and operational planning and communicate on these subjects
effectively. Sharing sustainability information, corporate responsibility initiatives and
progress publicly on the company’s website and bringing them to the attention of
investors who prioritize these issues will become increasingly significant actions. The
relationship between ESG goals and incentive compensation will likely also become
salient as environmental and social goals are recognized as integral to long-term value
creation.

Even activist hedge funds are recognizing that broader stakeholder concerns
should take a more prominent role in their activities. Some activist hedge funds are
beginning to invoke ESG-related themes in their investments to try to appeal to certain
institutional investors. For example, JANA Partners teamed up with CalSTRS on a
platform of encouraging Apple to provide more disclosures regarding parental controls
and tools for managing use of technology by children, teenagers and young adults.
JANA Partners was raising a “social impact” fund, although it announced in June 2019
that it was delaying fundraising efforts. Trillium Asset Management filed a first-of-its-
kind proposal at Nike urging the board to improve oversight of workplace sexual
harassment and to improve gender diversity and pay disparity, which it ultimately
withdrew following a commitment by Nike to evaluate its request and meet quarterly to
discuss the results. In June 2020, Jeff Ubben, founder of ValueAct Capital, stepped down
from ValueAct and together with several others, formed a new activist fund, Inclusive
Capital Partners (ICP), to “partner with management and the boards of companies whose
core businesses seek to achieve the reversal of corporate harm” in environmental and
societal areas.

Additional regulatory obligations stemming from the COVID-19 pandemic may
impact companies for the duration of 2020. For example, the CARES Act, which was
passed by Congress and signed into law by President Trump on March 27, 2020 to
combat the pandemic and prevent long-term damage to the U.S. economy, restricts the
compensation options, dividend types, and stock repurchases available to companies
participating in the Main Street Lending Program. The SEC has heightened disclosure
recommendations by requesting that companies make COVID-19-related disclosures in
their MD&A and Risk Factors sections of their quarterly and annual reports, as well as
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the financial statements filed with those reports. Companies have begun to review
compliance and oversight polices to ensure adherence to new obligations.

Shareholder advisory services, such as ISS and Glass Lewis, continue to have an
outsized role in the governance landscape, including with respect to shareholder
proposals. These shareholder advisory services publish proxy voting guides setting forth
voting policies on a variety of common issues that are frequent subjects of shareholder
proposals. By outsourcing judgment to consultants or otherwise adopting blanket voting
policies on various governance issues, institutional shareholders increasingly do not
review individual shareholder proposals on a company-by-company basis. As a result,
many shareholder votes may unfortunately be preordained by a blanket voting policy that
is applied to all companies without reference to the particulars of a given company’s
performance or governance fundamentals. Notable exceptions to this general trend
involve some large funds, such as BlackRock, State Street and Vanguard, which have
formed their own large internal governance departments and have been more proactive in
engaging directly with companies. Actively managed funds are also building out their
own dedicated governance- and ESG-focused teams as well, even as portfolio managers
remain the most important audience at such investors.

Proxy advisory firms themselves have become subject to heightened scrutiny. In
August 2019, the SEC approved guidance in two releases affecting the proxy voting
process. Guidance issued by the Division of Investment Management focuses on the
proxy voting responsibilities of investment advisers and their fiduciary duties, especially
when relying upon proxy advisory firms. This guidance notes that M&A transactions and
contested elections, in particular, are areas where a higher degree of analysis may be
required for investment advisers to assess whether any votes they cast are in their clients’
best interests. Separate guidance issued by the Division of Corporation Finance stated
that recommendations and voting advice by proxy advisory firms generally constitute
“solicitations” under the proxy rules, and are subject to the anti-fraud provisions of Rule
14a-9. In November 2019, the SEC proposed rules that would codify the Division of
Corporation Finance interpretations, which were formally adopted in July 2020 and will
go into effect in December 2021. The new rules require proxy advisors to adopt and
disclose policies and procedures reasonably designed to ensure that their reports are given
to issuers and that investors have access to issuer responses before voting. As a condition
for relying on exemptions for proxy advisors from the information and filing
requirements of the proxy rules, proxy advisors must ensure that their reports are shared
with issuers prior to or at the same time as dissemination to investors, thus providing
companies some opportunity to identify factual errors or methodological weaknesses in
proxy advisor reports. Additionally, proxy advisors must notify their clients that the
issuer has filed or intends to file a response to the report if the company provides that
notification to them (which will become a new practice pointer for companies). Proxy
advisors will also be required to include a hyperlink that allows investors to access the
written views of the issuer as to the proxy advice.
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The discussion below sets forth recent trends relating to certain key governance
matters.

Shareholder Proposals. In September 2020, the SEC announced amendments to
the eligibility requirements for shareholders to have a non-binding proposal included in
an issuer’s proxy materials under Rule 14a-8. These rules are the first amendments to the
eligibility criteria in more than twenty years. In particular, the new rules create a tiered
approach to the ownership requirements that a shareholder must meet in order to submit a
proposal pursuant to Rule 14a-8. A proponent will now be required to hold $2,000 of the
issuer’s securities for three years, $15,000 for two years, or $25,000 for one year. Under
the existing rule, a proponent only had to hold $2,000 , or 1%, of the issuer’s securities
for a period of one year. Additionally, the new rules also address the necessary level of
support for resubmitting proposals. Under the existing rule, a proposal may be excluded
from the issuer’s proxy materials if it addresses substantially the same subject matter as a
proposal previously included in the issuer’s proxy materials, the most recent vote on the
matter occurred within the preceding three calendar years, and in that most recent vote
received less than a specified percentage of the votes: 3% if voted on once within the
preceding five calendar years, 6% if voted on twice in such period, and 10% if voted on
three or more times in such period. The amendments raise these thresholds to 5%, 15%
and 25%, respectively. The amendments will be applicable for all shareholder meetings
to be held on or after January 1, 2022, although transition rules will permit a shareholder
that has held $2,000 of an issuer’s securities for one year as of the effective date of the
amendments, and continuously maintains ownership of at least $2,000 of the issuer’s
securities, to qualify to submit a proposal for meetings to be held before January 1, 2023.
Given that a large number of proposals made pursuant to Rule 14a-8 come from a
handful of shareholders, it remains to be seen if the change to the ownership requirements
will decrease the number of such proposals going forward. However, given the modest
thresholds, it is unlikely that the amendments will prevent the submission or success of
meritorious proposals.

Proxy Access. Efforts by shareholders to expand their ability to nominate their
own director candidates using the company’s own proxy statement and proxy card rather
than using their own proxy materials continued into the 2019 proxy season, and by early
2020, approximately 584 public companies had implemented proxy access. Proxy access
frequently utilizes a “3/3/20/20” formulation requiring eligible shareholders to have
continuously owned at least 3% of the company’s outstanding stock for at least three
years, limiting the maximum number of proxy access nominees to 20% of the board with
appropriate crediting of previously elected nominees and permitting reasonable levels of
aggregation and grouping (e.g., up to 20 shareholders) to meet the 3% threshold;
treatment of other terms varies by company.

Universal Proxy Card Proposal. In October 2016, the SEC proposed
amendments to the proxy rules that, if adopted, would mandate “universal” proxy cards
in contested director elections and impose new nominee notification and proxy filing
deadlines. Under the proposed rules, shareholders voting in a contested election would
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receive a single “universal” proxy card presenting both company and dissident nominees,
enabling them to “mix and match.” As of the writing of this outline, the outcome of the
proposal has not been determined. To date, there have been less than a handful of
instances in which parties have attempted to implement a universal proxy card by
agreement.

Structural Provisions. Shareholder proposals requesting companies to repeal
staggered boards continue to be popular, and such proposals have passed 87.3% of the
time since 2005 at S&P 500 companies. At year-end 2019, approximately 11.1% of S&P
500 companies had a staggered board, according to FactSet figures, down from 47% as of
2005. Staggered boards are more prevalent among smaller companies, with 28.1% of the
companies in the S&P 1500 having a staggered board at the end of 2019. As distinct
from rights plans, a company that gives up its staggered board cannot regain a staggered
board when a takeover threat materializes because it cannot be adopted unilaterally
without shareholder approval, which would be difficult to obtain.

While many large companies have shareholder rights plans (also known as a
“poison pill”) “on-the-shelf” ready to be adopted promptly following a specific takeover
threat, these companies rarely have standing rights plans in place. According to FactSet,
at year-end 2019, only 1.2% of S&P 500 companies had a shareholder rights plan in
effect, down from approximately 45% at the end of 2005. Importantly, unlike a
staggered board, a company can adopt a rights plan quickly if a hostile or unsolicited
activist situation develops. However, as discussed further in Section VI.A, companies
should be aware of ISS proxy voting policy guidelines regarding recommendations with
respect to directors of companies that adopt rights plans. In light of the impacts of the
COVID-19 pandemic and the possibility of activists building a large stake rapidly and
under the disclosure radar, a handful of companies, especially those whose market
capitalization have dropped below $1 billion, have implemented shareholder rights plans
as of early April 2020. Many more companies, particularly those whose market valuation
has dropped below $1 billion, are considering adopting a shareholder rights plan and
having a rights plan “on the shelf and ready to go.” ISS’s COVID-19 policy guidance
released in April 2020 noted that 1SS would continue to take a case-by-case review of
shareholder rights plans with a duration of less than a year, but noted that a severe stock
price decline as a result of the COVID-19 pandemic is likely to be considered valid
justification in most cases for adopting a shareholders rights plan of less than one year in
duration. Additionally, governance advisors focus on charter and bylaw provisions
adopted by newly public companies and shareholder activists have pressured companies
to remove, or agree not to include, several anti-takeover defenses in spin-off companies’
governance documents. Select public companies in the U.S. are also considered adopting
net operating loss carryforwards (“NOL”) rights plans to preserve tax assets amid market
fluctuations caused by the COVID-19 pandemic. NOL rights plans are discussed below
in Section VI.A.

Action by Written Consent. Governance activists have been seeking to increase
the number of companies that may be subject to consent solicitations. At the end of
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2019, approximately 69.8% of S&P 500 companies prohibit shareholder action by written
consent. During 2005-2009, only one Rule 14a-8 shareholder proposal was reported to
have sought to allow or ease the ability of shareholders to act by written consent. From
2010 to 2019, however, there were 275 such proposals (approximately 18% of which
passed). Hostile bidders and activist hedge funds have effectively used the written
consent method to facilitate their campaigns, and companies with provisions permitting
written consent should carefully consider what safeguards on the written consent process
they can legally put in place without triggering shareholder backlash.

Special Meetings. Institutional shareholders have also been pushing for the right
of shareholders to call special meetings in between annual meetings, and shareholder
proposals seeking such a right can generally be expected to receive significant support,
depending on the specific threshold proposed by the shareholder and the company’s
governance profile. As of early 2020, over 65% of S&P 500 companies permit
shareholders to call special meetings in between annual meetings. Care should be taken
in drafting charter or bylaw provisions relating to special meeting rights to ensure that
protections are in place to minimize abuse while avoiding subjecting institutional
shareholders who wish to support the call of a special meeting to onerous procedural
requirements. Companies should also be thoughtful in deciding how to respond to
shareholder proposals seeking to reduce existing meeting thresholds, including whether
or not to seek exclusion of the proposal by putting forward a company-styled ratification
proposal.

Independent Board Chair. For the past several years, shareholder proposals to
create an independent Chairman by separating the CEO and Chairman positions have
been one of the most frequent governance-related shareholder proposals. As of early
2020, 32% of S&P 500 companies had an independent Chairman. Although only 5.6%
of these shareholder proposals have passed since 2005 and none have passed since 2016,
we expect that these shareholder proposals will continue to be made with regularity.

Right to Participate in Virtual Annual Meetings. As a result of lockdown
restrictions imposed due to the COVID-19 pandemic, most companies resorted to
conducting their annual meetings using a virtual-only or hybrid format. While virtual or
hybrid annual meetings generally increase shareholder attendance and participation,
activists and dissidents (including in the context of contested virtual meetings) have
voiced concerns about the inability to participate substantively, whether by voicing
opinions or asking questions, as they would in a physical annual meeting. April 2020
saw the first-ever virtual contested annual meeting when shareholders of TEGNA Inc.
participated in the first election contest conducted at a virtual, rather than physical,
annual meeting (all of the company’s twelve nominees were reelected). It remains to be
seen whether contested virtual meetings will be a mainstay in the aftermath of the
COVID-19 crisis.
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3. Debt Activism

A new brand of activism-- “debt default activism”—has also appeared in recent
years. Debt default activists purchase debt on the theory that a borrower is already in
default, and then actively seek to enforce that default in a manner by which they stand to
profit. When debt prices decline, default activists can more easily buy debt at a discount
and then seek to profit by demanding the debt be repaid (in some cases with premium) as
a result of an alleged default. Market volatility also drives expansion of the credit default
swap (“CDS”) market, which can create substantial opportunities for a default activist.
CDS contracts pay off when the underlying borrower defaults on its debt. While CDSs
can serve important bona fide hedging purposes, a default activist can buy CDSs, assert
the occurrence of a default (often on the grounds of a complicated and years-old
transaction), and seek to profit from the resulting chaos such assertion creates.

2019 saw the most prominent example of debt default activism yet come to a
swift and striking conclusion, with telecommunications provider Windstream losing its
much-watched litigation with the hedge fund Aurelius Capital—which was widely
believed to be “net-short” Windstream’s debt—and subsequently entering bankruptcy.
Borrowers have begun trying to preempt the threat of debt default activism by including
provisions in new debt agreements that undermine key activist strategies, including net-
short strategies. However, with such provisions being new and untested—and, of course,
completely absent from debt documents issued before 2019—debt default activism is not
likely to subside in the near term. Companies with debt trading below par should stay
particularly alert to the threat of default activism, especially when they are weighing
covenant-implicating transactions. It is no longer sufficient for borrowers to consider
only the “four corners” of a debt document when analyzing whether a transaction is
permitted by its covenants, as activists have increasingly sought to meld arguments of
breach-in-form with allegations of breach-in-substance. Obviously, major corporate
transactions cannot simply be put on hold for fear of a spurious challenge. But before
completing a transaction, it is worth assessing what arguments a creative activist could
make against it. In many cases, there are proactive process and documentation steps that
a borrower can take that will blunt the risk of such future arguments.

How the COVID-19 crisis impacts debt default activism remains to be seen. On
the one hand, financial hardship makes borrowers more vulnerable to these strategies; on
the other, widespread market distress may create more opportunities for default activist
funds to engage in regular-way distressed-debt investing instead of more complicated
default activism.

D. Antitrust Trends

In 2019, with robust M&A activity, the U.S. antitrust agencies investigated and
challenged transactions in many sectors of the economy. The Federal Trade Commission
and the U.S. Department of Justice initiated court challenges to block four proposed
transactions and required remedies in 17 more. Companies also abandoned five
transactions due to antitrust agency opposition, including three transactions abandoned
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shortly after the agency filed its court challenge. In addition, a coalition of state attorneys
general challenged the merger of T-Mobile and Sprint, a transaction cleared, with the
imposition of conditions, by the DOJ and the Federal Communications Commission. The
state attorneys general’s challenge failed when the district court for the Southern District
of New York ruled for the companies in February 2020.

1. Enforcement Issues: Vertical Mergers and Innovation Competition

In 2019, the antitrust agencies continued to investigate and challenge transactions
raising vertical concerns. The DOJ’s long-running challenge of AT&T’s acquisition of
Time Warner—the agency’s first court challenge based on a vertical theory of
competitive harm in 40 years—failed in February, when a three-judge panel on the U.S.
court of appeals for the D.C. Circuit upheld the lower court’s decision allowing the
merger to proceed. The FTC required remedies in two transactions that raised vertical
concerns—Staples’ acquisition of Essendant and Fresenius’ acquisition of NxStage.

Two notable court challenges—the DOJ’s challenge of Sabre’s proposed $360
million acquisition of Farelogix and the FTC’s challenge of Illumina’s proposed $1.2
billion acquisition of Pacific Biosciences—highlight the agencies’ increased interest in
innovation and nascent competition. In August, the DOJ challenged Sabre’s proposed
$360 million acquisition of Farelogix, claiming that the transaction “is a dominant firm’s
attempt to take out a disruptive competitor that has been an important source of
competition and innovation.”*®> A federal trial of the so-called “killer acquisition” took
place over several weeks this past winter, and in early April 2020, U.S. District Judge
Leonard Stark issued an opinion greenlighting the merger to proceed. The court found
the DOJ failed to meet its burden in properly defining a relevant market to assess the
effects of the merger on competition. The companies’ victory, however, was short-lived—
—just two days later, the UK Competition and Markets Authority (“CMA”) blocked the
proposed merger, finding it would harm competition in the markets for the supply of
merchandising and distribution solutions worldwide. While the parties terminated their
merger agreement in May, Sabre is appealing the CMA’s ruling. The Sabre/Farelogix
situation affirms the CMA’s aggressive enforcement agenda and is a cautionary tale for
companies, even those with limited UK nexus.

Similarly, in December 2019, the FTC challenged Illumina’s proposed $1.2
billion acquisition of Pacific Biosciences. The FTC’s administrative complaint alleged
that Illumina, with a 90% share of the U.S. DNA sequencing market and historically little
competition, was seeking to acquire PacBio to “extinguish it as a competitive threat.””®
According to the complaint, PacBio, with a share of just 2-3%, “is poised to take
increasing sequencing volume from Illumina in the future,” and therefore poses a
significant threat to Illumina’s monopoly. Just two weeks after the FTC filed its
complaint, the parties announced the termination of their merger agreement, triggering
the payment of a $98 million termination fee by Illumina to PacBio.
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2. Remedies Can Save the Day in Strategic Deals

As in prior years, most transactions raising antitrust concerns were resolved
through negotiated settlements, typically requiring asset divestitures. As mentioned
above, the FTC and the DOJ required remedies in 17 proposed transactions, including
Bristol Myers Squibb’s acquisition of Celgene. The FTC claimed that the divestiture in
that transaction, valued at approximately $13.4 billion, was the largest that a federal
antitrust agency has ever required in a merger enforcement matter. The settlement was
approved by the FTC with a 3-2 vote, with the two Democratic Commissioners
dissenting, as they did in other merger enforcement actions in 2019 and in the first few
months of 2020—including, most recently, in connection with the AbbVie/Allergan
merger and Danaher’s acquisition of GE’s biopharma business. The increased partisan
divide at the FTC is likely to result in further delay in the agency’s review of
transactions.

3. What to Expect Ahead

The agencies will continue to closely scrutinize strategic transactions. In
particular, healthcare mergers will continue to get special attention, also in light of recent
criticism that past mergers may have hampered the industry’s ability to respond to the
COVID-19 pandemic. Partly in response to recent criticism of “under-enforcement” in
the technology industry, the agencies will also closely scrutinize high-tech mergers.
Further evidencing this trend, in February 2020, the FTC announced that it will conduct a
retrospective review of past acquisitions made by Alphabet, Amazon, Apple, Facebook
and Microsoft between 2010 and 2019 that were not reported to the antitrust agencies
under the HSR Act. More generally, transactions raising innovation or nascent
competition theories of harm will remain of particular focus. Similarly, the recent
issuance of new Vertical Merger Guidelines by the FTC and DOJ, outlining how they
evaluate the likely competitive impact of mergers involving firms operating at different
levels of the supply chain, reaffirms the agencies’ commitment to scrutinize this type of
transaction.

To the extent remedies are required to obtain clearance, structural divestitures will
remain the remedy of choice, and the agencies will continue to require parties to address
concerns as to the adequacy of any remedial package, including an upfront buyer. The
DOJ’s recently issued Merger Remedies Manual confirms the agency’s default
preference for structural relief over conduct remedies. The Manual also memorializes
existing agency practice regarding the preference for “divestiture of an existing
standalone business” and an expectation “in most merger cases” that parties must
negotiate, finalize, and execute a divestiture agreement with an approved “upfront” buyer
before closing. Contrary to recent agency experience, however, the Manual puts strategic
and private equity divestiture buyers on an equal footing, even noting that “in some cases
a private equity purchaser may be preferred.” The agencies’ rigorous approach to
divestiture remedies will continue to result in significant delays in the merger review
process, particularly during the current COVID-19 pandemic, as merging parties may
face challenges in marketing divestiture assets and finding suitable buyers.
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Like many other agencies and organizations across the country, in March 2020
the FTC and DOJ took certain actions to adjust to the realities of working during the
COVID-19 pandemic, including primarily by moving to remote work. The agencies are
currently conducting investigations remotely, including through virtual meetings and
depositions. The FTC implemented a novel electronic HSR filing process to replace
physical deliveries, a change that may become a lasting improvement. The DOJ
announced that it will require an additional 30 days after substantial compliance with a
Second Request to complete its merger reviews, and the agency is reopening active
timing agreements with parties to reflect the change. Similarly, the FTC announced that
it will review pending merger investigations for potential modifications of timing
agreements. Potential delays due to the challenges of remote investigations, as well as
the challenges of obtaining information from customers and other third parties, may
result in more deals being subject to Second Request investigations. Indeed, FTC
Commissioner Christine Wilson tweeted on March 19 that the FTC will not hesitate to
issue Second Requests to prevent deals from closing without appropriate review during
the crisis.

Despite the challenges caused by the pandemic, the FTC and DOJ remain
committed to their enforcement mandates to protect and promote competition and have
signaled that they do not intend to relax their scrutiny of potential anticompetitive
transactions. In a recent speech, the FTC’s Director of the Bureau of Competition stated
that the Commission is “not changing our enforcement priorities or our enforcement
standards.””  The antitrust laws, however, are flexible enough to accommodate a
dramatically changing competitive environment, particularly with respect to transactions
involving distressed companies. Courts in the U.S. recognize the “failing firm” doctrine
as a defense to otherwise unlawful mergers and acquisitions. The defense is difficult to
sustain, as the FTC and DOJ Horizontal Merger Guidelines require that the parties
demonstrate the probability of imminent business failure of the target company; an
inability for the target to reorganize successfully; and the absence of any other
prospective buyer that would keep the assets in the market and “pose a less severe danger
to competition than does the proposed acquisition.”*® Unless the parties can show
unsuccessful good-faith efforts to shop the target company widely “to elicit reasonable
alternative offers,”'® the agencies will not credit the defense. Notwithstanding the
challenge of proving these elements, we anticipate many attempted failing firm defenses
in the coming months. Indeed, the DOJ recently cleared the proposed acquisitions by
Dairy Farmers of America and Prairie Farms Dairy of fluid milk processing plants from
Dean Foods out of bankruptcy, recognizing the unprecedented challenges faced by the
dairy industry, “with the two largest fluid milk processors, Dean and Borden Dairy
Company, in bankruptcy, and a pandemic causing demand for milk by schools and
restaurants to collapse” and Dean faced with imminent liquidation.?® While the DOJ
requested divestiture of three fluid milk processing plants being acquired by Dairy
Farmers of America, it closed its investigation into Prairie Farms’ proposed acquisition of
processing plants from Dean in the South and Midwest after concluding that the plants at
issue likely would be shut down if not purchased by Prairie Farms because of Dean’s
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distressed financial condition and the lack of alternate operators who could timely buy
the plants.

In September 2020, the FTC also proposed amendments to the premerger
notification rules under the HSR Act that would aggregate and capture more information
about holdings of investment funds, while at the same time exempting from the filing
requirements certain minority acquisitions that “almost never present competition
concerns.” Under the existing rules, investment funds managed by the same general
partner or managing entity are generally treated as separate “persons” for HSR purposes,
and acquisitions made by different funds under common management are typically not
aggregated, and are treated as separate transactions that may or may not individually
trigger a filing requirement. The FTC’s proposed amendments would close this
“loophole” by requiring acquirers to aggregate the value of shares across all commonly
managed funds. The change, which is intended to give the agencies a “better picture of
what entities are under common management” and a “clearer understanding of the total
economic stake being acquired,” would, in some cases, result in a filing when one would
not have been required previously. In particular, certain activist investors could no
longer spread their stock purchases across different fund “pockets” to avoid an HSR
filing and its requisite notice to the issuer. Another proposed change would introduce a
sweeping new HSR exemption for persons acquiring up to 10% of an issuer’s voting
securities. Unlike the existing passive investor exemption that applies narrowly to
acquisitions made “solely for the purpose of investment,” the new exemption would
exempt all acquisitions up to 10%, subject to several limitations. We expect many
activist investors would attempt to take advantage of this new exemption, which might
allow them to accumulate stakes of up to 10% in public companies without providing
notice to the issuer or the antitrust agencies — regardless of their intent.

It is clear that, despite the difficult circumstances caused by the COVID-19
pandemic, the antitrust review environment is neither frozen nor “anything goes.” The
need for longer review periods and clear signals that the antitrust agencies remain active
regulators present potential challenges for M&A matters. Transacting parties should
anticipate sophisticated, if somewhat delayed, regulatory review eve