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Key Delaware Trend in 2014: Increasing 
Deference to Directors’ Decisions—But 
Far From “Anything Goes”

Key Delaware Trend in 2014 (continues on page 13)

A foundational premise of Delaware jurisprudence has been the courts’ deference 
to decisions made by independent and disinterested directors. Over the last year—
apparently animated by an objective to combat the prevalence of stockholder litigation 
challenging M&A deals—the Delaware courts have emphatically confirmed a trend in 
their opinions toward increased judicial deference to the decisions of independent and 
disinterested directors engaged in the consideration of an M&A transaction. The court’s 
increased emphasis on deference will provide independent boards with more flexibility 
in crafting a sale process. However, increased deference does not, of course, mean 
“anything goes”— and particularly so in the case of facts that suggest a defensive or 
entrenchment motive or other conflict of interest of, or a lack of engagement by, the 
directors.

Critical Judicial Developments

Most notably in 2014:

n MFW. The Delaware Supreme Court, in its seminal MFW decision, provided 
guidelines for bidders and target companies to obtain judicial review of going 
private transactions under the business judgment rule. Previously, when a 
controller stood on both sides of a transaction, the more stringent entire fairness 
standard applied. Since MFW, there has been uncertainty as to what standard 
plaintiffs’ pleadings will have to meet under MFW for director fiduciary duty claims 
to be dismissed at the pleading stage of litigation. In a now-famous footnote in the 
MFW opinion, the Supreme Court stated that any pleadings that conceivably raise 
a question about the price, process or disclosure in a transaction would survive 
dismissal. The Chancery Court, however, did not then follow that approach in its 
SynQor opinion. In SynQor, the Chancery Court (while calling it a “close case”) 
dismissed at the pleading stage claims that appeared to be more substantial than 
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Recent IRS Pronouncement Aims to Stem Tide of Tax-
Motivated Inversions—But In the Absence of Legislative 
Change These Administrative Measures Are Not Likely to 
Prevent Future Inversion Transactions 

Several of 2014’s largest announced M&A deals involve the acquisition of a US company 
by a foreign company—with the shareholders of the US company typically receiving 
a controlling stake in the combined company—in what is known as an “inversion” 
transaction. Among the companies that are, or have considered, leaving the United 
States through an inversion are Medtronic, AbbVie, Walgreen Co. and Pfizer. 

Inversions offer corporations organized under US law the opportunity to reduce 
substantially their effective tax rates. While the US operations of an inverted company 
technically remain subject to US tax rates (currently among the world’s highest at 
35%), inversions have offered US corporations a multitude of opportunities that 
collectively reduce their current and future US tax obligations. For example, AbbVie’s 
now-abandoned inversion was expected to lower the company’s effective tax rate 
to just 13%. These tax-reducing actions traditionally have included (i) structuring all 
non-US expansion and growth outside the reach of US taxation, (ii) accessing the US 
corporation’s cash that is “trapped” in its foreign subsidiaries without incurring a US 
repatriation tax, and (iii) reducing US taxable income by stripping the earnings out of the 
US corporation through intercompany loans and other related-party transactions. 

Inversions have come in waves since the early 1980s, when McDermott International, 
the oilfield services company that remains headquartered in Texas, moved its mailbox 
from the United States to Panama. Congress responded to that inversion by passing 
a law making the technique employed by McDermott taxable to would-be imitators. 
This pattern has recurred several times since, with Congress or the IRS responding to 
high-profile transactions (or series of similar transactions) by adopting patchwork rules 
to deter other companies from traveling the same route out of the United States. Most 
notably, in 2004, following (among others) Tyco’s move to Bermuda and Transocean’s 
move to the Cayman Islands, Congress enacted Section 7874 of the Internal Revenue 
Code (the “Code”). 

Section 7874 has more bark than bite. Under the statute, if a foreign corporation 
acquires substantially all of the properties of a US corporation or a US partnership (a “US 
company”), after which the former equity holders (“shareholders”) of such US company 
hold 60% - 80% of the stock of the foreign acquiring corporation (by vote or value), then 
the US company’s ability to use its tax attributes or the US foreign tax credit to shield 
taxable income resulting from certain post-inversion planning transactions will be subject 
to limitation for ten years, unless the foreign acquiring corporation has “substantial 
business activities” in its home jurisdiction. (As a result of restrictive regulations that 
went into effect in 2012, most foreign acquiring corporations will find it difficult to satisfy 
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the “substantial business activities” exception.) This is Section 7874’s bark. Inverting US 
companies subject to the 60% rule generally have found it more nuisance than deterrent. 

On the other hand, if the former shareholders of the US company hold at least 80% 
of the foreign acquiring corporation (by vote or value) after the transaction, and the 
foreign acquiring corporation does not have substantial business activities in its home 
jurisdiction, then the foreign acquiring corporation will be treated as a US corporation for 
US federal income tax purposes. In other words, for tax purposes, the inversion failed 
and the new parent company remains subject to US corporate tax. This is Section 7874’s 
bite. In practice, however, inverting companies have had little trouble finding foreign 
merger partners large enough to avoid the 80% rule. 

Explanations for the 2014 inversion wave—the largest yet, as measured by the dollar 
value of announced deals—vary. Whatever the cause, it became clear as anti-inversion 
legislation stalled in Congress over the summer that the Obama Administration intended 
to take executive action to slow the pace of corporate expatriations. That action 
came on September 22, when the Treasury Department and the IRS issued Notice 
2014-52 (the “Notice”), announcing their intention to write regulations that, in targeted 
circumstances, will make it more difficult to satisfy Section 7874’s 80% rule, and more 
generally, will limit the ability of an inverting company to obtain certain post-inversion tax 
benefits. These new rules are described briefly below. 

Unable to alter the relevant “ownership fraction” thresholds (60% and 80%) codified in 
Section 7874, the Treasury Department and the IRS have instead directed their efforts 
at changing the rules for determining how these threshold percentages are calculated. 
In that regard, the Notice introduced three special rules:

n Cash Box Foreign Acquirer. The cash box rule is intended make it more difficult 
for a foreign corporation that holds mostly cash and other passive assets, and 
comparatively little in the way of active business assets, to acquire a US company 
in an inversion transaction. The target of the rule appears to be transactions similar 
to the 2013 acquisition of Elan (an Irish company) by Perrigo (a US company), which 
allowed Perrigo to redomicile in Ireland. At the time of the acquisition, Elan’s assets 
consisted almost entirely of cash and the right to receive royalty payments pursuant 
to a previous sale of drug patents. The new rule provides that if more than 50% of 
the gross value of the property held by the expanded affiliated group (“EAG”) that 
includes the foreign acquiring corporation after the transaction (other than property 
acquired in the transaction that is held by the US company and, to avoid double 
counting, stock or partnership interests in, and obligations of, other members of the 
EAG) consists of cash, cash equivalents, marketable securities, and similar passive 
assets, then a portion of the foreign acquiring corporation’s stock will be excluded 
from the denominator of the ownership fraction. The foreign acquiring corporation’s 
EAG includes any member in the chain of corporations (linked by ownership 
representing 50% of vote and value) that includes the foreign acquiring corporation. 
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Recent Delaware decisions have reinforced the expansive power and authority of a 
board to adopt and enforce corporate bylaws. Advance notice bylaws have become 
commonplace; exclusive forum bylaws are becoming more prevalent; and adoption of fee 
shifting bylaws generally awaits action by the Delaware legislature, which is expected in 
the upcoming 2015 session.

Exclusive Forum Bylaws 

An exclusive forum bylaw typically requires that intra-corporate litigation (such as 
stockholder suits) be brought only in the courts of a specified state (generally where the 
corporation is incorporated, and sometimes where it is headquartered). The purpose is to 
increase the predictability and efficiency of stockholder litigation. The Delaware Chancery 
Court upheld the use of exclusive forum bylaws in 2013, finding that they are enforceable 
under Delaware law to the same extent as contractual forum selection provisions. Since 
then, the trend has been strongly toward the adoption of exclusive forum bylaws and their 
validation by the courts. During 2014:

n The Delaware Supreme Court unanimously reaffirmed a board’s power and authority to 
adopt an exclusive forum bylaw and to enforce it against stockholders who purchased 
their shares before its adoption, based on a corporation’s legitimate interest in 
rationalizing stockholder litigation (United Technologies v. Treppel, Dec. 23, 2014). 

n The Chancery Court established that, absent particular factual allegations that an 
exclusive forum bylaw was enacted for an “improper purpose”, a board can adopt 
an exclusive forum bylaw during a transaction process, including even the day that 
a merger agreement is announced (City of Providence v. First Citizens Bancshares, 
Sept. 8, 2014). 

n Courts in each of California, Illinois, Ohio, and Louisiana have indicated that they will 
honor a Delaware corporation’s bylaw that selects Delaware as the exclusive forum for 
intra-corporate litigation. (Only Oregon has refused to do so; and that decision was issued 
before the Delaware courts’ opinions upholding the validity of exclusive forum bylaws.)

n Over 100 companies, including many in the S&P500, have now adopted exclusive 
forum bylaws.

United Technologies v. Treppel (Dec. 23, 2014). In the most recent relevant decision, 
the stockholder-plaintiff, in a typical fact situation, demanded access to books and records 
of United Technologies (UT) under Section 220 of the Delaware General Corporation 
Law, as part of his determining whether to bring derivative litigation. UT requested that 
the stockholder agree to restrict his use of the materials obtained to cases filed only in 
Delaware, as any derivative litigation would be governed by Delaware law and there already 
had been related litigation filed in Delaware. While the Section 220 litigation was pending, 
the UT board adopted a Delaware exclusive forum bylaw. Treppel refused to agree to the 
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restriction on his use of the materials and argued that he had the right to use the books 
and records in connection with bringing litigation in any court. The Court of Chancery ruled 
for Treppel, holding that he had sought the books and records for a proper purpose and 
that the court had no authority to impose the requested restriction on their use. 

The Delaware Supreme Court reversed in a unanimous decision, affirming the validity 
of a corporation’s interest in selecting Delaware as an exclusive forum for litigation, so 
that the corporation can obtain consistent rulings on issues of Delaware law, made by 
the Delaware courts, and can avoid duplicative derivative lawsuits. Chief Justice Strine 
reasoned that a stockholder’s right to inspection is a “qualified” one; and that the court 
has “wide latitude” to restrict the use of materials obtained for inspection in order to 
further the legitimate interests of Delaware corporations, based on the particular facts 
and circumstances. The case was remanded to the Chancery Court, with the Supreme 
Court noting that the Chancery Court would be entitled to consider the following types 
of factors in determining how to use its discretion: (i) the fact that Treppel sought to 
file claims arising out of the same corporate conduct that was already the subject 
of derivative litigation in the Delaware courts; (ii) UT’s “legitimate interest in having 
consistent rulings on related issues of Delaware law, and having those rulings made by 
the [Delaware courts]”; (iii) UT’s having adopted “a forum selection bylaw that represents 
a non-case-specific determination by its board of directors that internal affairs litigation 
involving the company should proceed in a single forum”; and (iv) the investment UT had 
already “made (which comes at a cost to its stockholders) in defending not only the prior 
derivative litigation in the Court of Chancery, but also this § 220 action.” These factors 
would clearly seem to tilt in favor of the validity of the bylaw.

Our advice. We expect that more companies will adopt exclusive forum bylaws in light 
of this year’s judicial developments. A number of law firms are routinely advising their 
corporate clients to adopt these bylaws as part of their efforts to lower the costs, risks, 
and inefficiencies of multi-jurisdictional intra-corporate litigation. The issues that remain 
with respect to exclusive forum bylaws are: 

n whether (and when) additional states will uphold these bylaws; 

n the extent to which courts will rely on connections between a corporation and 
the state selected as the exclusive litigation forum (if other than the state of 
incorporation); 

n the impact on and reaction by stockholders;

n the views of proxy advisory firms; and

n what would constitute an “improper purpose” for adoption of the bylaw. 

We recommend that companies consider adoption of forum selection bylaws, keeping in 
mind the following:

n the need to have conversations with the company’s major stockholders on the 
subject and to take into account the views of the major proxy firms (we summarize 
the relevant ISS policies below);
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Delaware Appraisal Decisions—Merger Price and Market 
Price are Relevant Indications of Appraised Value; 
Internal Valuation Materials Must be Produced; and a 
Dissenting Stockholder Who Bought Shares after the 
Record Date Need Not Prove How the Shares Were Voted 
(Fried Frank is acting in both the Dole Food and Ancestry.com situations, on the Respondent company’s side.)

In three important recent appraisal decisions, In Re Appraisal of Dole Food Company 
(Dec. 9, 2014), In Re Appraisal of Ancestry.com (Jan. 5, 2015), and Merion Capital v. 
BMC Software (Jan. 5, 2014), the Chancery Court:

n confirmed that both the merger price and the market price can be relevant 
indications of value in an appraisal proceeding; 

n ordered production by petitioning stockholders of all pre-litigation valuation or 
analytical materials that they had prepared, reviewed, or otherwise considered 
when deciding whether to purchase or sell the target company’s shares or to seek 
appraisal; and

n held that a dissenting stockholder who purchased shares after the record date for 
the stockholder vote on the transaction need not prove that the shares were voted 
against the transaction. 

Dole

In Dole, various hedge funds had purchased Dole shares after David Murdoch and Dole 
had announced their agreement on a take-private merger. They later sought appraisal 
for their shares after the closing.

Broad order for document production relating to internal valuations. In the 
appraisal proceeding, Dole requested production in discovery of the internal valuations 
that had been prepared or reviewed by the petitioner-dissenting stockholders. The 
dissenting stockholders argued that the information requested was irrelevant to the 
appraisal proceeding, protected by attorney-client privilege, and, in any event, that it was 
premature to provide discovery on valuation before the expert discovery phase. They 
noted that the request sought opinions on areas as to which experts would be opining 
during the course of the proceeding. Vice Chancellor Laster—emphasizing that the 
standard for discoverability is whether there is “any possibility that the information sought 
may be relevant to the subject matter of the action”— found that pre-litigation valuations 
of the subject company “are relevant to the central issue in [an appraisal] proceeding, 
which is the value of the subject company.” 
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In a broadly worded order, the court ruled that the petitioners had to produce (within one 
week of the decision): “all documents reflecting or relating to any valuations or similar 
analyses of Dole that [the petitioners] prepared, reviewed, or considered….” The court 
specified that the covered materials included all written documents and Excel files that 
set forth or reflected valuation analyses of Dole or Dole stock; internal valuations of Dole 
or Dole stock; valuations of Dole or Dole stock reviewed or considered in connection with 
the appraisal proceeding; as well as other material. 

Relevance of merger price. The Vice Chancellor wrote that the court is obligated to 
determine the fair value of the subject shares and, in doing so, in addition to any expert 
opinions offered by the parties, the court “can consider a wide range of factual evidence, 
including, but not limited to, the market price, the merger price, other offers for the 
company or its assets, prices at which knowledgeable insiders sold their shares, internal 
corporate documents from the respondent, and valuation work prepared for non-litigation 
purposes.” Rejecting the argument that “lay opinions” on valuation are not relevant, the 
Vice Chancellor explained that the petitioners’ “internal, contemporaneous valuations are 
real-world assessments by astute investors who must back their beliefs with their purses” 
and, as such, “may prove to be as or even more credible than the litigation-crafted 
opinions of valuation experts.” Indeed, the court stated that the merger price, “forged 
in the crucible of objective market reality (as distinguished from the subjective thought 
process of a valuation expert) is viewed as strong evidence that the price is fair.” 

Adjustment of merger price. The court did not address the fact that the merger price 
would have to be adjusted for it to have relevance in an appraisal proceeding. In past 
decisions, the court has noted that the Delaware appraisal statute expressly prohibits 
in an appraisal determination consideration of any synergies expected from the merger 
(which, of course, would be included within the merger price). The court also did not 
address any of the issues inherent in determining how to “back out” a control premium 
from the merger price.

Relevance of market price. The court applied similar reasoning to the issue of the 
subject company’s market price. Market value, the Vice Chancellor wrote, is “an 
aggregation of the views that many lay people hold about the value of a stock”; and, 
although by law it is not itself fair value, when the court considers “all relevant factors” 
as required by the appraisal statute, market value “must be considered in appraising the 
value of the corporation’s shares.” The court stated that market price is “a relevant factor 
of some weight where the market is active and where no special consideration indicating 
that it should be given no weight is present.” 

Conclusion. The weight accorded to the merger price or market price in an appraisal 
proceeding will vary based on the facts and circumstances, but, the court stated, they 
are potentially important tools for testing experts’ opinions offered in the context of “the 
adversarial hyperbole” of litigation. The decision -- the clearest statement by the court 
to date that the merger price-or-market price can be relevant to a determination of “fair 
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Jury Finds “Reverse Payment” Settlement Between 
Two Pharma Companies Was Anticompetitive But Did 
Not Violate the Antitrust Laws Because It Did Not Delay 
Entry of Generic Competition

In the first trial on “reverse payment” settlements (or “pay-for-delay” agreements) since 
the US Supreme Court ruled last year that consumers can challenge such deals under 
the antitrust laws, a jury in federal court in Massachusetts found that AstraZenaca’s 
payment to Ranbaxy Laboratories was “unreasonably anticompetitive” and “large and 
unjustified” but did not affect the date on which AstraZeneca would have permitted 
Ranbaxy to introduce a generic version of AstraZeneca’s heartburn drug Nexium.

Reverse payment settlements are agreements that call for generic drug makers to drop 
patent challenges and delay launching generic versions of a patented drug in exchange 
for a payment. The US Supreme Court’s decision in FTC v. Actavis established that 
reverse payment settlements are subject to antitrust scrutiny under a “rule-of-reason” 
analysis, even when the settlement is within the scope of the patent. The Court held 
that the “likelihood of a reverse payment bringing about anticompetitive effects depends 
upon its size, its scale in relation to the payor’s anticipated future litigation costs, its 
independence from other services for which it might represent payment, and the lack 
of any other convincing justification.” The Court, however, expressly left the particulars 
of how to implement these factors under the rule of reason to the lower courts.

In In re Nexium Antitrust Litigation (Dec. 5, 2014), the jury found that the Nexium 
settlement agreement included a “large and unjustified” reverse payment (even 
though no cash payment was made), and that the settlement’s anticompetitive effects 
outweighed any pro-competitive justifications. However, the court also asked the jury 
whether, absent AstraZenaca’s payment to Ranbaxy, AstraZenaca would have agreed 
with Ranbaxy to allow Ranbaxy to launch a generic version of Nexium before May 2014. 
In other words, the jury had to determine whether AstraZenaca’s payment to Ranbaxy 
delayed the license date the parties would have agreed to in the absence of the 
payment. The jury answered “no.”

If the jury verdict is upheld and followed by other courts, it appears that the required 
causation element of a reverse payment case will be more difficult to prove without clear 
evidence that the parties would have agreed to allow generic entry sooner absent the 
reverse payment. n
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Valeant’s failed acquisition bid for Allergan has underscored longstanding M&A 
principles— even as the involvement of shareholder activists in the M&A arena has 
introduced new technologies, opportunities, and challenges. In the aftermath of the 
Allergan saga, it is clear that Pershing Square was richly rewarded for having crafted 
a novel bidder-activist collaboration model. The outcome for Valeant, however, 
notwithstanding the creative collaboration, is that its bid ultimately failed, and in the most 
conventional of ways (losing to a superior offer from an alternative bidder).

The Allergan outcome highlights the benefits of the Valeant-Pershing Square collaboration 
model to the activist partner, while underscoring the disadvantages of the model for 
bidders. We expect that the Valeant-Pershing Square model will be followed only under 
limited circumstances, but that bidder-activist collaborations will continue and evolve, and 
that other new technologies for bidders, activists, and target companies will emerge.

Lessons learned. In our view, the broad lessons learned from the Allergan situation are:

n Activists, bidders, and target companies will continue to develop creative M&A 
technologies as part of their respective efforts to deliver value to shareholders.

n Bidder-activist collaborations, as they continue to evolve, are likely to create profit 
opportunities for activists and bidders and also to lead to shareholder value.

n Target companies, focused on shareholder value and not on entrenchment, are 
likely to develop ways to establish a timeframe needed to create shareholder value 
and mechanisms to ensure that all shareholders participate in the value creation.

n The best result for shareholders—and optimal functioning of our capital market 
system—requires both that activists have avenues to advance ideas that will deliver 
value for all stockholders (while protecting shareholders against those that deliver 
value for the activist at the expense of the other shareholders) and that companies 
have a reasonable period of time to respond to unsolicited bids (while protecting 
shareholders against entrenchment of boards and management teams).

Circumstances under which the Valeant-Pershing Square collaboration model may 
be followed. We expect that the model, as currently structured, may be followed in the 
following circumstances:

n The bidder requires assistance with funding the toehold stake (and/or the acquisition 
of the company). 

n The market for the target’s stock and/or options is highly liquid. 

n There is reasonable certainty that a target shareholders meeting, at which the 
toehold shares can be voted in support of the bid, will be held without significant 
delay. 

The Allergan Aftermath
(A different version of this article was published on The Harvard Law School Forum on Corporate Governance and 
Financial Regulation. Fried Frank acted in this matter on the Allergan side.)
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Delaware Supreme Court schedules review of 
key appraisal case. 

The Delaware Supreme Court has scheduled the appraisal 
case Huff v. CKx for en banc review in February 2015. In CKx, 
the Chancery Court found the parties’ respective valuations in 
the appraisal proceeding to have been unreliable and deferred 
to the merger price as the only reliable indicator of value of 
the target company. In addition, while acknowledging that 
adjustments should be made to the merger price for appraisal 
purposes, the Chancery Court found the parties’ respective 
arguments for adjustments to be unpersuasive and thus 
made no adjustments. As the Supreme Court rarely reviews 
appraisal cases en banc, its scheduling CKx for review signals 
the importance of the issues to be considered on appeal, 
which will include: 

n whether the Chancery Court erred by deferring 
exclusively to the merger price; 

n what constitutes synergies expected from a merger 
(as these are required by statute to be excluded from 
appraisal value) and how they may be backed out from 
the merger price for appraisal purposes; and 

n whether the Chancery Court has the authority to allow 
a company to make a partial payment to dissenting 
shareholders during the pendency of an appraisal 
proceeding to stop the running of the above-market statutory 
interest on the appraisal award.

Court refuses to dismiss, at early stage of 
litigation, fraud and indemnification claims 
against target company directors based on 
information obtained by virtue of transfer of 
attorney-client privilege to surviving corporation.

In Great Hill Equity Partners v. SIG Growth Equity Fund 
(Nov. 15, 2014), the acquiror brought post-closing fraud 
claims against the target company directors based on 
information obtained by virtue of the transfer, at closing, of 
the attorney-client privilege to the surviving corporation. In a 
prior opinion in the same litigation, the Chancery Court had 
held, in a matter of first impression, that a target company’s 
attorney-client privilege transfers to the surviving corporation 
in a merger. The acquiror also brought indemnification and 
unjust enrichment claims against former stockholders even 
though they were not alleged to have been engaged in the 
fraud. The Chancery Court refused to grant the defendants’ 
motion to dismiss. The plaintiffs argued that, if they could 
prove fraud, they could seek indemnification from former 

stockholders on a joint and several basis without respect to a 
stockholder’s involvement in the fraud, because, as is typical, 
the indemnification provisions in the merger agreement 
excluded from any of the indemnity limitations claims for 
fraud (the “fraud carveout”). The defendants argued that the 
carveout meant only that the limits of the indemnification 
provision (such as that indemnification would be limited to 
the amounts placed in escrow for that purpose) would not be 
applicable, not that there would be “unlimited indemnification” 
from innocent stockholders. The court stated that it found the 
defendants’ reading “commercially reasonable” but declined to 
rule on the issue at the early stage of litigation.

Delaware Supreme Court interprets deviation 
from form NCVA private company voting 
agreement. 

In Salamone v. Gorman (Dec. 9, 2014), the parties had used 
the National Venture Capital Association form agreement 
to establish the voting agreements that would apply in 
determining the board composition of Westech Capital 
Corporation after its issuance of preferred stock. The parties 
changed three provisions of the form agreement, leaving it 
ambiguous in each case whether they had intended to change 
the voting requirement from being based on per share voting 
to being based on per capita voting. The court stated that, 
when it interprets a certificate of incorporation provision that 
is not clear on its face, it will apply a presumption against per 
capita voting; but that, when interpreting a voting agreement 
provision that is not clear on its face, the court will first 
consider parol evidence to clarify the ambiguity and will then 
apply the same presumption against per capita voting unless 
the parol evidence is “clear and convincing” that the parties 
contemplated per capita voting. In Salamone, the court 
held that the parties’ intent had been that the “Key Holder 
Designees” and the “Independent Designees” were to be 
nominated and removable on a per capita basis, and that 
the “Series A Designee” was to be nominated on a per share 
basis (although the court viewed this latter issue as having 
been particularly close, and indicated that, if it had been the 
trial court, rather than reviewing the trial court’s decision, it 
might have found otherwise).

New ISS policy on independent chair 
proposals increases the subjectivity of ISS’s 
determinations. 

One of the changes announced by ISS in connection with 
its updated policies for the 2015 proxy season relates to 
shareholder proposals seeking bylaw amendments requiring 
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that the chair of a board of directors be an independent 
director. According to ISS, this was the most prevalent of all 
stockholder proposals made at 2014 annual meetings. The 
updated policy is that ISS “generally supports” independent 
chair proposals after considering the following factors: 

n the proposals’ scope (i.e., whether it is binding or 
precatory, and whether it seeks to make the change 
immediately or at the time of transition to the next CEO); 

n the current board leadership structure (for example, 
whether there is an independent “lead” director); 

n the governance structure and practices (including, for 
example, the board’s overall independence and tenure; 
compensation practices; and whether there have been 
material governance and risk oversight “failures”, 
related party transaction or other issues putting director 
independence at risk); 

n the company’s performance (compared to its peers and 
the market as a whole, over 1-, 3- and 5-year periods); 
and 

n any other relevant factors that may be applicable. 

While under the former policy any single factor that was 
considered may have resulted in a determination to support or 
oppose the proposal, under the new policy, the consideration 
of factors will be “holistic” and any one or more factors may 
mitigate any others. Particularly given the addition of the 
catch-all factor, there will be even more room for subjectivity 
in ISS’s determination than before, making it harder to predict 
what ISS’s position will be in any given situation.

IMA Transaction Guidelines: A wider role for 
independent directors in UK transactions

In November, the UK Investment Management Association, a 
trade body representing the UK asset management industry, 
issued guidelines for the conduct of equity capital markets 
transactions. The Guidelines include recommendations 
intended to promote good governance in relation to corporate 
transactions. These could lead to a significant increase in 
the use by UK listed companies of US-style independent 
committees and to a greater role for non-executive directors in 
corporate transactions more generally.

The Guidelines are intended to ensure that non-executive 
directors are able to exercise their function of independent 
challenge effectively. To that end, they require that:

n non-executive directors be given sufficient time and 
information to give proper consideration to the merits of 

the transaction in question, as well as the opportunity to 
provide their views to shareholders when they are first 
made insiders;

n executive directors inform the appropriate non-executive 
director of the proposed transaction when an approach 
is received from a possible bidder or management first 
actively considers a transaction in respect of which 
shareholder approval is to be sought;

n the non-executive directors are provided with a narrative 
description of discussions between the company and the 
transaction counterparty;

n non-executive directors are given direct access to 
financial and legal advisers to the company on a 
transaction in order to ensure that information can be 
rapidly obtained and understood;

n the non-executive directors confirm to the Chairman, 
prior to publication of any circular or recommendation to 
shareholders, that they are satisfied they have received 
sufficient time and information to evaluate the proposed 
transaction; and

n the non-executive directors consider whether it is 
appropriate to seek separate, independent advice on the 
merits of the proposed transaction (and, if they do, that 
adviser should be paid on a fixed fee, as opposed to a 
‘success’ or ‘incentive’, basis).

Independent committees have usually been established by 
UK companies only for MBO transactions. The Guidelines 
recommend their use in a much wider range of circumstances. 
Specifically, where a company is subject to a management 
buy-out or similar transaction, or engaging in a transaction 
with a controller or a group of controllers, or where a conflict 
may otherwise arise, a special independent committee 
comprising only un-conflicted directors should always be 
formed to consider the transaction.

The committee must engage independent financial and legal 
advisers. This represents a material shift in practice. 

Can We Talk?: UK Takeover Panel issues 
statement on entering into talks during a 
restricted period

In November, the UK Takeover Panel published Practice 
Statement No. 28, which explains the circumstances under 
which the Panel will permit a person who has made a “no 
intention to bid” statement, or whose offer has lapsed or been 
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withdrawn, to make a confidential approach to the target 
company. By clarifying how the restrictions under the City 
Code apply in this situation, the Practice Statement should 
facilitate discussions between potential bidders and target 
companies. These rules have become more significant 
following the changes which were made to the “put up or shut 
up” (“PUSU”) regime in the Code following the Kraft/Cadbury 
bid in 2011.

Background. Generally, under Rule 2.6(a) of the Code, 
a potential bidder must, within 28 days of the date of the 
announcement in which it is first identified, either announce 
a firm intention to make an offer or announce that it does not 
intend to make an offer (a “no intention to bid statement”). 
Neither a person who has made a no intention to bid 
statement nor any person who has acted or is acting in 
concert with that person may, within 6 months from the 
date of that statement, take certain actions in connection 
with a possible offer for the target company (the “Rule 2.8 
Restrictions”):

Making an approach after a no intention to bid statement 
has been made. The Panel has confirmed that making an 
approach to the target company would constitute a “step in 
connection with a possible offer,” but has confirmed that it 
will normally allow a potential bidder or its adviser to make a 
single confidential approach to the target company’s board 
during the restricted period to determine whether the board 
would be interested in entering into talks. The approach may 
or may not include terms. Before it makes such an approach, 
the potential bidder must consult the Panel and obtain 
its consent.

If the approach is rejected by the target board, the potential 
bidder will not normally be permitted to make a further 
approach for the remainder of the restricted period. The target 
company board would, however, be permitted to make contact 
with the potential bidder.

These restrictions will be set aside if the board of the 
target company agrees to enter into talks with the potential 
bidder. However, if either party decides to end those talks, 
the potential bidder will again be bound by the Rule 2.8 
Restrictions for the balance of the restricted period. 

Further, if the no intention to bid statement is made after the 
announcement by a third party of a firm intention to make 
a bid, the potential bidder who made the no intention to bid 
statement will normally only be permitted to make a single 
confidential approach to the board of the target company if the 
third party offer has been withdrawn or has lapsed.

Obligation to issue an announcement. If, following a single 
confidential approach, the board of the target company agrees 
to enter into talks with a potential bidder, the provisions of the 
Code requiring an announcement (known as a “possible offer 
announcement”) to be issued when, following an approach by 
a potential bidder, the target company is the subject of rumor 
and speculation or there is an untoward movement in its share 
price, will apply in the normal way. Such an announcement will 
normally trigger a 28-day PUSU deadline.

According to the Panel, if a possible offer announcement 
is made before the end of the restricted period, the 
announcement will not normally be required to specify a 
PUSU deadline. In the Panel’s view, the imposition of such 
a deadline would be unnecessary, given that the board of 
the target company would be able to end the talks at any 
time during the restricted period and thereby re-impose the 
Rule 2.8 Restrictions upon the potential bidder. If talks are 
continuing at the end of the restricted period, the Panel will, 
however, require a PUSU deadline (falling on the 28th day 
following the end of the restricted period) to be announced by 
the target company. 

If talks are terminated following an announcement of a 
possible offer but before the end of the restricted period, the 
target company will be required to make an announcement 
and the potential bidder will then be bound by the Rule 2.8 
Restrictions for the remainder of the restricted period. If the 
potential bidder voluntarily makes a further no intention to bid 
statement, a new restricted period will commence from the 
date of that statement. n
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Key Delaware Trend in 2014 (continued from Cover)

the claims that the Supreme Court said in MFW would have survived dismissal. Resolution of the issue awaits 
clarification by the Delaware Supreme Court.

n C&J Energy. The Delaware Supreme Court, in C&J Energy, reversed the Chancery Court’s order enjoining 
a merger and requiring active shopping of the target, stating that, because the directors were independent, 
disinterested, and engaged, the court should defer to their judgment, even in a Revlon situation, that “passive” 
post-signing shopping of the company was the best course. The language of the unanimous decision indicates 
a shift from past precedent that had emphasized the limited circumstances under which passive shopping alone 
would be sufficient and that had established a burden for utilizing a passive shopping-only approach based on 
the judgment of the directors informed by the particular circumstances, including, especially, the likelihood of 
competing bids, the benefits and risks of the single bidder strategy, and the nature of the deal protection devices. 

n General trends. The Delaware courts’ 2014 decisions suggest the following:

n Increased commitment to deference. The courts have evidenced an increased inclination to find, whenever 
possible, that:

n directors were independent and disinterested;

n less-than-majority stockholders were not controllers;

n a lower standard of review was applicable; 

n less substantiation of the reasonableness of directors’ decisions was required; and

n directors did not have personal liability (as only an extreme set of facts will support a breach of the duty of 
loyalty or a finding of bad faith—conduct which is not exculpated)

On a number of occasions, the courts seem to have stretched to issue a decision, or to comment in dictum, for the 
apparent purpose of underscoring a commitment to more frequent application of the business judgment rule and 
greater deference to independent and disinterested directors’ decisions.

n Early dismissal of fiduciary duty claims. The courts appear to have more frequently dismissed fiduciary duty 
claims against directors at the pleading stage of litigation, so long as the board was independent, disinterested, 
informed and engaged, and there was no conflict or, if there were a conflict, the MFW guidelines were followed.

The competing premises underlying the courts’ approach of greater deference are these: On the one hand, the 
animating principle of Delaware law has always been judicial deference to the decisions made by independent, 
disinterested, and sufficiently informed and engaged decision makers. There is seemingly no reason for the courts 
to substitute their own judgments for those of independent directors who have no conflict and are trying to fulfill their 
duties. On the other hand, automatic or increased deference may undermine the constructive discipline that the 
courts and practicing lawyers for decades have imposed on parties engaged in an M&A process under the rubric of 
heightened scrutiny. There is potentially much to lose if M&A participants perceive that an “anything goes” approach 
has been substituted (and we do not believe that such an approach is intended by the courts’ recent decisions). 

Additional development or refinement of the trend of deference, as well as the other themes from 2014 identified below, 
await the Chancery Court’s further post-MFW jurisprudence and the reaction of the Delaware Supreme Court. In any 
event, notwithstanding the recent emphasis in the courts’ opinions on deference, and our expectation that that trend 
will continue, it is notable that the courts’ decisions in 2014, as in the past, included lengthy recitations of the specific 
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fact situations involved. In each case, while the court did not emphasize or even necessarily rely on them, there were 
numerous factors supporting a finding of reasonableness (such as evidence of the independence and engagement of 
the board, there being no defensive or entrenchment motive, and the underlying transaction or specific decision at issue 
making business sense). 

Notably, in a supplemental letter decision issued by the Chancery Court in the Family Dollar case (on Jan. 5, 2014, 
denying the plaintiffs’ request for an interlocutory appeal), Chancellor Bouchard rejected the argument that the 
Chancery Court’s decision in that case, to uphold the directors’ decision to engage in a single bidder process and 
refuse to negotiate with a competing bidder, was inconsistent with precedent that required that the reasonableness of a 
board’s sale process decisions be established. The Chancellor emphasized, in the supplemental ruling, the many facts 
that had supported the reasonableness of the Family Dollar board’s decisions.

n Other themes. The following additional themes were emphasized in the courts’ 2014 decisions: 

n Controller status. A non-majority stockholder generally will not be viewed as a controller unless he or she 
“literally dominated the boardroom” with respect to the decision at issue. (We note the uncertainty that must 
be present in a court’s effort to determine that domination was the reason for a board’s decision in any given 
case.) 

n Director independence. A director will not be deemed non-independent merely by virtue of having been 
nominated by a particular party or having agreed to continue as a director of the surviving corporation in 
a transaction. The following will be viewed as positive factors supporting the presumption of a director’s 
independence:

n in the case of a director who is associated with a controller, that the controller is not conflicted with respect 
to the transaction being considered; 

n in the case of a director-stockholder who negotiates post-transaction employment with the surviving 
corporation while the transaction is being negotiated, that the personal gains to be achieved through the 
employment would be less valuable to the director than the gains to be realized by the director on his or her 
shares from negotiating the highest available merger price; and 

n that the director owns, or represents a stockholder that owns, a significant equity stake in the company (as 
the court will view his or her interests as being aligned with those of the stockholders). 

n Director liability in controller situations. Directors face personal liability only for breaches of the duty of loyalty 
(since liability for breaches of the duty of care is exculpated). The courts have continued to hold that a breach of 
the duty of loyalty will be found only in the case of an “extreme set of facts”. Notably, however, the courts have 
also continued to hold that, when entire fairness review applies, claims for breach of the duty of care will not be 
dismissed at the pleading stage, but, rather, only after a fully developed factual record that establishes whether 
the transaction was “entirely fair”—that is, that the price and the process were fair. Thus, when entire fairness 
applies, even independent and disinterested directors facing breach of duty of care claims could face protracted 
litigation even though (in light of exculpation) it is unlikely that they would be found to have liability. It will be 
interesting to see whether this precedent relating to independent and disinterested directors will be reversed in 
light of the courts’ apparently increased general inclination for early dismissal of litigation. n
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Recent IRS Pronouncement (continued from page 3)

n Skinny Down Distributions. The skinny down rule is intended to prevent a US company from making distributions 
to its shareholders in contemplation of an inversion in order to reduce its value, which generally would make it 
easier to avoid Section 7874 by decreasing the percentage ownership interest of the foreign acquiring corporation 
received by the US company’s shareholders in the inversion transaction. The rule provides that “non-ordinary 
course distributions” made by the US company during the 36-month period preceding an inversion transaction will 
be disregarded for purposes of Section 7874 (and also will be disregarded for purposes of one of the tests under 
a related law that determines whether a cross-border corporate reorganization is taxable to the US shareholders). 
Although the Notice provides little guidance as to how the rule will be applied, it appears that the shareholders 
of the US company will be deemed to receive additional stock of the foreign acquiring corporation in an amount 
equal to the disregarded distributions. The Notice defines “non-ordinary course distributions” as the excess of all 
distributions made during a taxable year by the US company with respect to its stock (or partnership interests) over 
110% of the average of such distributions during the 36-month period immediately preceding such taxable year. 
Dividends are the most obvious example of the type of distribution targeted by the rule, but redemptions of stock, 
payments to shareholders in connection with a corporate reorganization, distributions made in a tax-free spinoff and 
similar distributions would also fall within the scope of the rule. Interestingly, however, the Notice does not address 
whether the company that is spun-off in a spin-off transaction (i.e., the company that has its stock distributed to the 
shareholders of the distributing company) would be subject to a similar rule.

n Spinversions. The primary target of this rule is a transaction in which (i) US parent corporation (“USP”) transfers the 
stock of its US subsidiary (“USS”) to a newly formed foreign subsidiary (“FS”), and then (ii) USP distributes the stock of 
FS to its shareholders in a tax-free spin-off under Section 355 of the Code. As a result of special rules in the regulations 
under Section 7874, this “spinversion” transaction arguably escaped the reach of Section 7874. The Notice curtails 
these spinversions by providing that FS will be treated as a US corporation for US federal income tax purposes. 

The Notice also includes three rules designed to discourage inversions by taking away certain post-inversion 
tax benefits. 

n Anti-Hopscotch Rule. Generally, a US company is able to defer tax on active business income earned outside 
the United States by its US foreign corporate subsidiaries (“controlled foreign corporations,” or “CFCs”) until 
cash is repatriated to the United States. For these purposes, a CFC’s loan to its US parent company is treated 
as being repatriated. As a result, the CFCs of many US companies hold significant sums of cash offshore. Prior 
to the Notice, it was possible, upon completion of an inversion transaction, for the US company’s CFCs to loan 
cash to the US company’s new foreign parent (“hopscotching” the US company) without triggering a deemed 
repatriation of the cash to the United States. The new foreign parent could then freely use the cash, including for 
investments in the United States, without paying US tax on the earnings that gave rise to the cash. The Notice 
provides that, following an inversion of a US company to which Section 7874’s 60% test applies, loans (or equity 
investments) made within 10 years of the inversion by a CFC of the US company to (or in) the new foreign parent 
or certain other related foreign persons will trigger a deemed taxable dividend by the CFC to the US company.

n Decontrolling CFCs. Prior to the Notice, it was possible in certain circumstances to “decontrol” CFCs of a US 
company following an inversion without triggering tax. For example, the new foreign parent could contribute 
property to the CFC, receiving stock of the CFC in exchange, and thereby diluting the US company’s ownership 
in the CFC. If the CFC were to issue more than 50% of its stock to the new foreign parent (or other foreign 
related persons), it would cease to be a CFC, in which case the repatriation rule would no longer apply. Under 
the Notice, if the transaction described above were to be undertaken within 10 years of the US company’s 
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inversion, it would be recharacterized as if (i) the new foreign parent contributed the property to the US company 
in exchange for a “deemed instrument,” and (ii) the US company contributed the property to the CFC in exchange 
for stock of the CFC. As a result, the US company’s ownership in the CFC will not be diluted and any payments in 
respect of the stock issued by the CFC to the new foreign parent will be deemed to be made first by the CFC to 
the US company, and then by the US company to the new foreign parent.

n Related Party Acquisitions Under Section 304. The final post-inversion planning rule included in the Notice 
does not require an inversion under Section 7874’s 60% test as a prerequisite. It is nevertheless the most limited 
of the rules in scope, aimed at transactions that a foreign parent of a US corporation could theoretically engage 
in to strip the untaxed earnings and profits (E&P) from the US corporation’s CFCs (and in so doing, reduce future 
US tax on the repatriation of the CFC’s earnings). The Notice includes a special rule, which the IRS likely will have 
few opportunities to exercise, to preserve the CFCs’ E&P in these transactions. 

The effect of the Notice on pending transactions has been mixed. The two deals perceived to be most affected by the 
new rules were the AbbVie and Medtronic transactions. Both AbbVie and Medtronic originally intended to finance the cash 
consideration due to the shareholders of their respective merger partners in part through hopscotch loans from their CFCs. 
Neither deal included a contractual escape clause for a change in law with respect to the tax treatment of hopscotch loans. 
AbbVie’s board, however, changed its recommendation to its shareholders following the release of the Notice, and shortly 
thereafter terminated the deal, agreeing to pay Shire a $1.6 billion termination fee. Medtronic, by contrast, opted to press 
forward with its inversion, announcing its intention to raise approximately $17 billion in the year’s largest corporate bond 
offering in order to pay the more than $16 billion cash consideration due to Covidien’s shareholders. 

In addition to AbbVie, Salix Pharmaceuticals backed out of its planned inversion deal with Cosmo Pharmaceuticals, 
and even before the release of the Notice, Walgreen Co. decided to remain in the United States (citing, in part, public 
opinion). Yet on the other end of the spectrum, a handful of small inversion transactions have been announced since 
the Notice, and many that announced before the Notice have either been completed or remain pending. As recently as 
October, the CEO of Pfizer (which offered, unsuccessfully, $114 billion to acquire AstraZeneca earlier this year in a bid 
to relocate to the UK) indicated that the pharmaceutical giant continues to consider possible inversion opportunities as 
a value-creation strategy.

The full effect of the Notice may not be felt until the Treasury Department and IRS issue regulations implementing the new 
rules. The new rules appear most likely to deter inversions motivated primarily by the desire to access existing offshore cash, 
while providing no real disincentive to the migration of predominately US-based businesses. Moreover, it remains possible 
that future guidance will be more effective in limiting the advantages of inverting. Notably, the Notice deferred taking any 
action against so-called earnings stripping transactions, but announced that additional guidance limiting earnings stripping 
may be forthcoming. (In a typical earnings stripping transaction, a foreign parent company loans money to its US subsidiary, 
and the US subsidiary reduces its taxable income in the United States through interest deductions on the loan. Meanwhile, 
the foreign parent often pays little or no tax on the interest income in its home country.) 

It should be noted that legislation has been introduced in both houses of Congress that, if enacted, would dramatically 
revise the existing rules. The legislation would (i) lower the “failed inversion” threshold (at which the foreign acquiring 
corporation is treated as a US corporation for US tax purposes) from 80% to 50% and (ii) provide, alternatively, that the 
foreign acquiring corporation will be treated as a US corporation (even if the shareholders of the US company receive 
less than 50% of the foreign acquiring corporation’s stock) if the post-inversion group has substantial business activities 
in the United States and is managed and controlled from the United States. However, it appears unlikely that Congress 
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will adopt this (or similar) legislation in the near term, and thus, a US company anticipating significant growth outside the 
United States will continue to have the incentive, and the ability, to engage in a cross-border inversion transaction.

US District Court Refuses to Enjoin “Gross-Up” Payments to Inverting Corporation’s Officers 
and Directors

A federal judge in Minnesota has refused to enjoin Medtronic, Inc., a Minnesota corporation that will become the 
subsidiary of an Irish public limited company upon completion of its merger with Covidien PLC in a so-called inversion 
transaction, from making gross-up payments to its officers and directors to cover taxes arising from the inversion.  

The tax at issue is a 15% excise tax (the “excise tax”) imposed by Section 4985 of the Internal Revenue Code (the 
“Code”) on the value of “specified stock compensation” held by “disqualified individuals,” which in general means officers, 
directors or principal shareholders of an inverting corporation (or any member of the “expanded affiliated group” that 
includes the inverting corporation) during the six months preceding, or during the six months following, the inversion. 
A corporation’s expanded affiliated group includes any member in the chain of corporations (linked by ownership 
representing 50% of vote and value) that includes the corporation (e.g., the new foreign parent corporation of the 
inverting corporation). The excise tax applies only if, following the inversion transaction, the former shareholders of the 
inverting corporation hold at least 60% of the stock of the new foreign parent corporation (by vote or value).

“Specified stock compensation” includes any payment (or the right to payment) granted by an inverting corporation 
(or a member of its expanded affiliated group) to any person in connection with the performance of services by a 
disqualified individual for such corporation (or member) if the value of the payment is based on the value (or change 
in value) of stock in such corporation (or such member). Examples include unvested restricted stock awards and 
unvested nonqualified stock options, as well as vested nonqualified stock options that have not yet been exercised. 
Specified stock compensation does not include statutory incentive stock options, or stock compensation held in 
certain tax-qualified plans, which are governed by special rules under the Code. 

The excise tax applies only to compensation awards that are not otherwise triggered in the inversion transaction. Thus, 
for example, income resulting from stock options that are exercised or cashed out in connection with the inversion 
transaction is not subject to the excise tax. As a result of this exception, an inverting corporation may choose to 
accelerate the vesting and delivery of stock options and stock-based compensation of disqualified individuals, in which 
case the excise tax would not apply. In practice, inverting corporations have been hesitant to pursue the acceleration 
strategy, in part because it may be inconsistent with their compensation philosophy to remove the carrot of long-term 
performance-based awards (a factor specifically cited by Medtronic in rejecting this approach). This consideration is 
particularly important given that the inverting corporation would be unable to grant any new equity awards during the 
six months following the inversion without triggering the excise tax on the value of such awards.

In lieu of accelerating its compensation awards, Medtronic sought to soften the blow of the excise tax by making 
additional payments to the disqualified individuals to cover the cost to them of the excise tax. These additional “gross-
up” payments are explicitly treated as specified stock compensation, and as such, these payments are themselves 
subject to the excise tax (in addition to income and employment taxes). Moreover, the inverting corporation may not 
claim a deduction for gross-up payments, as it would be entitled to do with respect to ordinary compensation. These 
restrictions significantly increase the actual cost to the corporation of making Section 4985 gross-up payments.
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In the Medtronic decision, In re Medtronic, Inc. Derivative Litigation (Dec. 22), the United States District Court for 
the District of Minnesota denied efforts by certain shareholders of Medtronic (the “plaintiffs”) to enjoin the company 
from making gross-up payments to cover the Section 4985 excise tax that will be due upon completion of Medtronic’s 
inversion transaction. According to Medtronic’s proxy statement, the estimated aggregate cost to Medtronic of 
providing the gross-up payments is approximately $72 million (including over $27 million payable to Medtronic’s chief 
executive officer). The plaintiffs alleged that the members of the Medtronic board of directors breached their fiduciary 
duties to Medtronic and its shareholders (and unjustly enriched themselves) by approving the gross-up payments. All 
but one of the Medtronic directors are expected to receive gross-up payments.

Under the governing law, one of the factors the district court was required to consider upon the plaintiffs’ motion for 
preliminary injunctive relief was the likelihood of success by the plaintiffs on the merits. The district court judge ruled that 
plaintiffs had no chance of success on the merits because they failed an important procedural requirement of shareholder 
derivative litigation under Minnesota law. In Minnesota, as in many jurisdictions (including Delaware), shareholders 
seeking to enforce the legal rights of a corporation must first make a demand of the board of directors to enforce the 
right, or adequately allege that such demand would be futile. In the Medtronic decision, the judge ruled that the plaintiffs 
did not satisfy either of these conditions. Accordingly, the judge denied the motion for a preliminary injunction, freeing 
Medtronic to make gross-up payments as planned when the transaction closes. n

Expansive Powers With Respect to Bylaws (continued from page 5)

n the state selected as the exclusive forum should be the state where the corporation is incorporated or 
headquartered; and

n notwithstanding the Chancery Court’s First Citizens decision, it is preferable that forum selection bylaws be 
adopted on a “clear day” (prior to a transaction process or other anticipated litigation).

Fee-Shifting Bylaws

Fee-shifting bylaws impose an obligation on the non-prevailing party in intra-corporate litigation to bear the other party’s 
expenses in connection with the litigation. Thus, a shareholder bringing a lawsuit against a corporation must reimburse the 
corporation for all of its litigation expenses if the shareholder is not the prevailing party in the lawsuit. The Delaware Supreme 
Court upheld the concept as applied to non-stock corporations in the ATP Tour case in May 2014 (ATP Tour v. Deutscher 
Tennis Bund). The court did not address in ATP Tour whether the concept would apply equally to public stock corporations.

Current status. Since ATP Tour, a number of public stock Delaware corporations—primarily smaller companies and 
those in the process of going public—have adopted fee shifting bylaws. The bylaws generally have been very broadly 
drafted, typically providing for fee shifting for all types of claims—i.e., not only claims relating to “internal” matters 
such as fiduciary duties of directors, but to any claim against the corporation by stockholders. The covered claims 
presumably include—and, in certain cases, expressly include—actions brought under the federal securities laws. The 
bylaws typically shift the fees in any situation where the shareholders do not obtain a judgment on the merits that 
substantially achieves the full type and amount of the remedy they had sought—i.e., the fee-shifting occurs unless 
the shareholders “win” the case, including if the case is dismissed. The bylaws generally cover any and all kinds of 
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fees, costs and expenses, and, in some cases, impose joint and several liability with the shareholders on anyone who 
offers “substantial assistance” to the shareholders or has a direct financial interest in the shareholders’ claim (which 
conceivably could include, for example, legal counsel to the shareholders). 

The Delaware General Assembly had been expected earlier this year to pass legislation that would have limited the 
validity of fee-shifting bylaws to non-stock corporations. In response to concerns expressed by the business community 
about limiting public stock corporations’ ability to adopt the bylaws as part of their efforts to address meritless and 
duplicative legislation, the Legislature, with the support of the Governor, has directed the Delaware Bar Association 
to consider the proposed bylaw fee-shifting legislation and other issues relating to corporate litigation and to propose 
to the 2015 session of the Legislature “any legislative proposals deemed meritorious in continuing and promoting the 
adoption and use of [Delaware]’s business entity laws by corporations and their investors.” The resolution directing 
the bar association to further consider these matters indicated that the Legislature and the Governor supported 
limiting fee-shifting for public companies in order to avoid ATP Tour’s “upset[ting] the careful balance that the State 
has strived to maintain between the interests of directors, officers, and controlling stockholders, and the interest of 
other stockholders….” The resolution also, however, acknowledged concerns arising from the Delaware judiciary’s 
comments “on the abusive nature of meritless and duplicative litigation….”

Recently, a wide cross-section of institutional investors wrote letters to the Governor of Delaware, the Delaware Bar 
Association, and the Delaware Legislature, and to the major proxy firms, urging that they not support the authorization 
of fee-shifting bylaws for public stock corporations. 

Kastis v. Carter (July 21, 2014). In the first case in which a fee-shifting bylaw was addressed after ATP Tour, a 
corporation had adopted a fee-shifting bylaw that purported to apply not only to future shareholder litigation, but also 
to the pending derivative action against the corporation in Delaware Chancery Court, in which discovery was then 
occurring. The plaintiff-shareholders filed a motion to invalidate the bylaw. At a scheduling teleconference in August, 
Chancellor Bouchard instructed the plaintiffs that they should amend their complaint if they wanted to challenge 
the fee-shifting bylaw (and, at the court’s urging, the corporation represented that it would not apply the bylaw to 
a challenge to the bylaw by the plaintiffs). The plaintiffs then filed a motion to amend the complaint to challenge 
the validity of the bylaw, and the corporation filed a motion for clarification, reconsideration or re-argument of the 
scheduling conference resolution. After briefs were submitted by both parties, in mid-September the corporation agreed 
not to apply the bylaw to this litigation, and the plaintiffs agreed not to pursue the issue of the validity of the bylaw in 
this litigation.

Our advice. In the face of uncertainty about the fate of the legislation, and the views of the major proxy firms, major 
institutions and other investors, it should be emphasized that there is also uncertainty as to whether the Delaware 
courts would, in fact, apply ATP Tour’s holding to public stock corporations. It is not clear that the reasoning that 
the court applied in the context of a nonstick sports league with a sophisticated and institutional shareholder base 
would apply equally to corporations with public shareholders with varying levels of sophistication. Notably, the Court 
of Chancery has reiterated in recent years (including in the Chevron decision) Delaware’s strong public interest in 
adjudicating corporate law disputes and its hesitancy to see those disputes resolved in other courts. Thus, there is a 
possibility that the Delaware courts may be reluctant to expand the holding of ATP Tour to the public company context. 
A decision is expected during the 2015 legislative session. 
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We have advised in previous memoranda to clients that, in many cases, companies will want to wait until the 
Legislature acts before adopting fee-shifting bylaws, and that there may be circumstances under which it will advantage 
a company to make any such bylaw subject to certain limitations. 

Advance Notice Bylaws

An advance notice bylaw typically requires that nominations for directors made by a shareholder be submitted to a 
corporation within a specified time period (say, 60-90 days before the first anniversary of the previous year’s annual 
meeting). These provisions provide several benefits to a company, including giving a board time to evaluate the 
proposed candidates and preventing last minute “surprise attacks” by third parties for control or board representation. 
Advance notice bylaws have been consistently upheld by the courts. There have been a few instances of successful 
challenges to these provisions, based on ambiguous formulations or, even more infrequently, a finding that a board’s 
fiduciary duties require that the provisions be waived under the particular circumstances. 

AB Value v. Kreisler (Dec. 17, 2014). In its recent decision in AB Value, the Chancery Court held that it will be only in 
extraordinary circumstances that a board of directors would be required to waive an advance notice deadline due to a 
change that occurs after the notice deadline has passed and before the stockholder vote. The court refused to issue a 
temporary restraining order enjoining the advance notice bylaw of Kreisler so that AB Value Partners, an activist hedge 
fund that owned 11% of the company’s stock, could run a competing slate of directors at Kreisler’s annual meeting. 

The decision clarifies the very limited circumstances under which the court will enjoin enforcement of an advance notice 
bylaw amendment by reason of changes that occur during the period after the advance notice bylaw deadline has 
passed and before the annual meeting is held. 

The court indicated that it would enjoin an advance notice bylaw (that was adopted on a “clear day” and that is facially 
valid) only when, at a minimum, (i) the board undertook material unanticipated changes after the bylaw notice deadline 
and (ii) the changes resulted in a “radical shift in the direction” of the company. (Further, a board action that creates a 
material change in the likelihood of success of a proxy contest is not a change that will support enjoining an advance 
notice bylaw.)

Our advice. There is no question that an advance notice bylaw plays a critical role in rationalizing a company’s board 
nomination process and they have become commonplace. When possible, it is preferable (although not critical) that an 
advance notice bylaw be adopted on a “clear day”. It is important that these bylaws be drafted clearly, as any ambiguity 
tends to be resolved by the courts in favor of the shareholders’ electoral rights. 

Shareholder Reaction and Proxy Firm Policies 

Shareholders have accepted advance notice bylaws and, as noted, they have become commonplace. ISS generally 
does not oppose advance notice bylaws that provide reasonable deadlines—which ISS has specified is not less than 60 
days nor more than 90 days before the meeting. 

Shareholders generally have not appeared to react strongly against the adoption of exclusive forum bylaws—but have 
objected to the concept of fee-shifting bylaws. ISS now reviews all bylaws that affect shareholders’ litigation rights 
(including exclusive forum and fee-shifting bylaws) on a case-by-case basis. In addition, ISS’s policy is generally to 
oppose a fee-shifting bylaw that applies even when a plaintiff partially prevails in a litigation. ISS’s policies adopted 
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for the 2015 proxy season increase the subjectivity with which these bylaws will be reviewed, thus creating more 
uncertainty as to the result. 

Factors ISS will consider when evaluating exclusive forum and fee-shifting bylaws. ISS recently adopted a 
policy that, when evaluating any bylaw affecting stockholders’ litigation rights, it will take into account such factors 
as: the company’s stated rationale for the bylaw; any disclosure by the company of past harm to the company from 
shareholder lawsuits that were unsuccessful or were brought outside the jurisdiction of incorporation; the breadth 
of application of the bylaw (i.e., to which types of lawsuits it would apply and the definition of key terms); and 
related governance features (such as the stockholders’ ability to repeal the bylaw and their ability to hold directors 
accountable through annual election of directors and majority voting). 

Significantly, however, ISS has also indicated that it will apply to bylaws that are adopted without shareholder 
approval its new policy against a board’s unilateral adoption of any bylaw that “materially diminishes” stockholder 
rights. Factors ISS will consider when applying this new policy are: the board’s rationale for adopting the bylaw 
without shareholder ratification; disclosure by the company of any significant engagement with shareholders regarding 
the bylaw; the level of impairment of shareholders’ rights cause by the bylaw; the board’s track record with regard to 
unilateral board action on charter or bylaw amendments or other entrenchment provisions; the company’s ownership 
structure and existing governance provisions; whether the bylaw was adopted prior to or in connection with the 
company’s initial pubic offering; the timing of the bylaw adoption in relation to a significant business development; and 
other factors ISS deems appropriate to determine the impact of the bylaw on shareholders. n

Expansive Powers With Respect to Bylaws (continued from previous page)

Delaware Appraisal Decisions (continued from page 7)

value” in an appraisal case -- clarifies the court’s previous appraisal opinions that have sometimes acknowledged, and 
sometimes rejected, these factors as being relevant. Here, the court has confirmed that whether, and if so by how much, 
the merger or market price will be relevant will depend on the particular circumstances.

Ancestry.com and BMC Software

Background. In Ancestry.com, the hedge fund dissenting stockholder purchased its Ancestry shares after the record 
date for the subject merger. The stockholder’s shares were held of record by the depositary Cede & Co., which filed 
the appraisal demand on the stockholder’s behalf. Prior to 2007, the appraisal statute clearly stated that it was the 
record holder of shares (not the beneficial owner) who had standing to seek appraisal and whose actions (such as 
not voting the stock in favor of the merger) mattered with respect to determining standing to seek appraisal. The 
statute then also required that the record owner file the appraisal action on behalf of the beneficial owner. After 
2007, however, the statute was amended to provide that the beneficial owner could file suit in its own name, as the 
petitioner in this case did. Ancestry argued that, because the 2007 amendment now permits the beneficial owner to 
seek appraisal, it is the beneficial owner who should be required to show that the shares were not voted in favor of 
the merger—an impossibility for the beneficial owner here because the shares were purchased after the record date 
and it was unknown how the predecessor owners had voted the shares. The BMC Software case had similar facts. 

No requirement to prove how previous owners had voted the shares. The court ruled that, notwithstanding the 
2007 amendment, a plain reading of the statute still requires that the record holder not have voted the shares for which 
appraisal is sought. The court noted that even if the focus shifted to the beneficial owner, the beneficial owner in these 
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The Allergan Aftermath (continued from page 9)

The Allergan Aftermath (continues on next page)

n The potential for insider trading liability for the activist partner is eliminated or significantly reduced. 

How the bidder-activist collaboration model could be re-structured. 

n Reduce the potential for insider trading liability by restructuring the bid as an acquisition offer and proxy contest 
only—with the record supporting that no tender or exchange offer was commenced or contemplated in the early 
stages—and/or making the activist a “true” co-bidder. 

n Modify the economic terms to adjust the extent to which the model represents a low risk-high reward scenario for 
the activist, with significant economic downside to the bidder—for example, with a tiered split of the profits from the 
toehold stake and a “minimum” or “preferred” return to the activist partner. 

Lessons learned for bidders.

n Need for a singular and continuous focus on “selling” the deal. 
n Consider a contingent value right. 
n Benefits of the process being concluded as quickly as possible. 
n Commence and effect the proxy contest as early as possible in the process. 
n Consider whether to offer the best and final offer price early in the process. 
n Negotiate a better deal with the activist. 
n Consider collaboration after the bid is made rather than before.

Lessons learned for target companies.

n Need to monitor trading in the company’s stock and options.
n Need to define a compelling “message” and to deliver it consistently. 
n Target shareholder patience, providing the company with reasonable time to respond to a bid, can lead to the best 

result for the shareholders. 
n Dismantling of defensive protections increases a company’s vulnerability to unsolicited bids. 

Delaware Appraisal Decisions (continued from previous page)

cases also had not voted the shares. There is no requirement in the statute, the court found, that a stockholder (whether 
the record or beneficial owner) must demonstrate that previous owners also did not vote the shares in favor of the merger. 

Conclusion. As a practical matter, these decisions permit the continuation of appraisal arbitrage -- the increasingly 
prevalent practice of a number of hedge funds that buy shares after the record date for the stockholder vote on a 
merger and then seek appraisal rights as an investment opportunity, anticipating that the appraisal award will exceed 
the merger consideration. Had the court reached a different conclusion and required that dissenting shares be “traced” 
to previous owners to determine whether they had voted the shares in favor of the merger, appraisal arbitrageurs would 
have had to change their practice and buy their shares much earlier in the process—tying up their money for longer 
and losing the advantage of the superior information that is available to them later in the process and on which they 
base their investment decision. n
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New ideas for activists and bidders to consider. (Please see our memorandum dated December 1, 2014, available 
here and on our website, for further explanation and discussion of these ideas.)

n Acquiring more than a 10% toehold, in appropriate circumstances. 
n Activists marketing collaboration plans to bidders. 
n Activists joining with other activists to spread risk. 

New ideas for target companies to consider. In the context of increasing involvement of activists in the M&A arena, 
a convergence of the focus of activists and companies on delivering shareholder value, a general dismantling of 
traditional corporate defenses (such as classified boards), and new M&A technologies being developed by activists 
and bidders, target companies also may seek to develop new ways of responding to unsolicited bids. For example, 
target companies may wish to consider alternative shareholder rights plans that would be more shareholder-
friendly than current rights plans, while being more specifically tailored to address target company concerns. In our 
memorandum to clients we discuss as possibilities a “reasonable time response plan” and a “13D disclosure plan”, as 
well as other novel approaches that, depending on the circumstances, target companies may wish to consider, each 
of which generally would be reviewable based on whether the action taken represented a proportionate response to 
the threat faced by the target company. 

Conclusion.

In our view, the Valeant-Pershing Square saga highlighted the value that can be delivered through activist involvement 
in M&A, while at the same time underscoring the risks to shareholders of companies not having protections that 
provide a reasonable amount of time for them to respond to unsolicited bids. As we have discussed in previous 
memoranda, we expect that the Valeant-Pershing Square model of bidder-activist collaboration will be followed only 
in limited circumstances (even if there is a final judicial determination or SEC action that removes the insider trading 
liability issues). Nonetheless, we expect that bidder-activist collaborations, and other new M&A technologies, will 
continue to evolve, with the arrangements in each case depending on the circumstances of the particular bidder, 
activist, and target company. n

http://www.friedfrank.com/siteFiles/Publications/Final-v3-%2012-1-2014%20-%20TOC%20Memo%20-%20The%20Allergan%20Aftermath%20%20Lessons%20Learne%20%20%20%20%283%291.pdf
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