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Delaware Ruling Highlights 
Need for Specific Post-Closing 
Covenants to Protect Earn-Out
When drafting and bargaining for an earn-out provision, to help ensure that the 
target company will achieve the post-closing financial performance expected by 
the seller, the seller should carefully consider whether the acquistion agreement 
should include any specific covenants requiring the buyer to take (or refrain from 
taking) particular actions post-closing. The Delaware Court of Chancery, in its recent 
decision in American Capital Acquisition Partners, LLC, et al. v. LPL Holdings, Inc., 
et al., held that, absent a specific post-closing covenant binding the buyer, the buyer 
will not have to take (or not take) a specified action post-closing, even if one or both 
of the parties had assumed that the buyer would do so and had crafted the earn-out 
thresholds based on that assumption.  

Earn-out provisions – where a buyer will agree to pay additional consideration 
depending upon the financial results of the acquired business over some agreed 
period post-closing – can often be used to bridge a valuation gap between a buyer 
and seller, especially where the parties have different expectations regarding the 
target’s financial projections or there is particular uncertainty about the target’s future 
financial performance. While acquistion agreements typically include general post-
closing covenants to protect the earn-out (such as that the buyer will operate the 
company and track financial performance in the ordinary course), a seller will want to 
include specific covenants if the seller’s expectations assume that the buyer will (or 
will not) perform certain acts after the closing.  

In American Capital, the stock purchase agreement relating to the sale of Concord 
Capital Partners to LPL Holdings included an earn-out provision entitling the seller 

Delaware Ruling Highlights Need for Specific Post-Closing Covenants to Protect Earn-Out 
(continues on page 14)
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Acquisition Financing: Trends in 2013 and a 
Look at the Year Ahead

While the US loan market had another solid year in 2013, repricings and leveraged 
dividend recapitalizations continued to outweigh M&A-related financings and other 
new money issuances. The dividend recap activity in 2013 was largely driven by the 
availability of debt at attractive rates. Dividend recaps allow sponsors to achieve a 
partial return on their investment, while still owning the company. Although acquisition 
financings and other new money issuances were not the primary drivers of the financing 
markets, the second half of 2013 saw an uptick in new money issuances, with M&A 
activity accounting for the majority of these deals.

Continuing Trends in Commitment Letters

During 2013, some borrower-friendly trends from previous years in terms negotiated 
in debt commitment letters continued. For example, the so-called “SunGard” 
conditionality (also known as the “certain funds” standard) continues to evolve. Under 
this standard, the availability of commitments at closing is subject only to certain limited 
representations and warranties and collateral requirements. These provisions now 
typically limit the types of collateral that must be delivered to only those items that 
could be perfected by the filing of UCC financing statements and delivery of certificated 
securities. Delivery of lien searches, other collateral, foreign guarantees and foreign 
collateral are now often provided on a post-closing basis. In addition, in large cap deals, 
discussions continued in 2013 regarding so called “disqualified lender” lists excluding 
certain potential assignees, such as borrower competitors, from taking assignments 
of loans (such discussions are generally rarer in middle market deals because of the 
lenders’ buy and hold strategy). Borrowers continued to ask for more expansive lists 
and for the ability to add to the agreed “disqualified lender” list post-closing. Further, a 
large portion of loan commitment letters now include documentation principles obligating 
the parties to negotiate the credit documentation in good faith using agreed precedent, 
with relevant adjustments to reflect the operational and strategic requirements of the 
particular borrower and its subsidiaries. Lead arrangers are agreeing to use prior 
specified sponsor precedents, irrespective of whether the arrangers in question were 
actually involved in the prior deal. In some instances, sponsors are also asking for the 
inclusion of a general reference to transactions of other similarly situated private equity 
sponsors.

Covenant-lite Loans

Covenant-lite loans – typically loans with incurrence-based negative covenants only 
or springing financial covenants applying only to revolving loans – continued to rise 
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(continued from previous page)

in volume in 2013. Arrangers are generally willing to forgo a flex right to add financial 
covenants. An increasing number of covenant-lite loans also had more borrower-friendly 
terms, including, financial covenant levels set at a flat level or a higher cushion to the 
sponsor financial model, allowing the exclusion of letters of credit from the calculation 
of the revolver outstandings for purposes of triggering springing financial covenants and 
higher thresholds for triggering testing.

Borrower-friendly Market Convergence

Institutional investors that are familiar and comfortable with the looser terms contained 
in high yield bonds continue to drive the inclusion of typical high yield terms in the 
syndication bank loan market. In fact, in many so-called bank/bond transactions that 
feature a secured credit facility and the issuance of high yield notes, the covenants in the 
credit agreement and the high notes are often virtually identical. For example, the credit 
agreement “builder basket” concept that allows dividends, investments and subordinated 
debt repayment based on retained excess cash flow is often replaced with a restricted 
payments builder basket based on 50% of consolidated net income. 

In addition, large cap sponsor loan terms continued their migration into middle market 
deals in 2013. For example, features that have become common in the middle market 
include looser financial performance measurements such as EBITDA add-backs, and 
the ability to incur uncommitted incremental facilities, refinance and amend and extend 
loans without requiring further lender consents. Other features include the ability to 
designate unrestricted subsidiaries, increased use and more liberal definitions of builder 
basket calculations, uncapped investments in non-guarantors and restricted payments, 
permitted acquisition debt and the right to cure certain events of defaults.

Regulatory Impact

With low interest rates and high investor demand, the loan market continued to accept 
increasing leverage levels and decreasing equity contributions closer to pre-crisis 
levels. However, the Interagency Guidance on Leverage Lending issued by regulatory 
agencies in March 2013 (effective in May 2013), providing principles related to safe-
and-sound lending activities, gave lenders some cause for pause. While the impact is 
not entirely clear, the Office of the Comptroller of the Currency and the Federal Reserve 
have indicated that transactions with total leverage ratios above 6x may raise concerns. 
Arrangers are also concerned about transactions where models do not show the senior 
debt being repaid in its entirety during its term of 5-7 years or 50% of total debt being 
repaid during that time. Increased regulatory scrutiny of underwriting standards may 
have a negative effect on financing market activity in 2014.

Acquisition Financing: Trends in 2013 and a Look at the Year Ahead  
(continues on next page)
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The Year Ahead

Dividend recap related volume is up versus the fourth quarter of 2013, while overall 
new-issue loan activity has been on the decline so far in the first couple of months of 
2014. However, with investor demand for higher-margin loans, second lien loan volume 
has resurged and is up more than 130% from the same period in 2013, and arrangers 
expect second lien volume to continue at a growing pace (as per market statistics from 
Standard & Poor’s Financial Services LLC). Second lien loans already performed well in 
2013, with an increase of more than 100% from 2012. While there are developments and 
uncertainties that could adversely impact the financing market in 2014, judging from the 
first quarter, with the investor demand remaining strong and interest levels still at historic 
low levels, there are good reasons to be optimistic.  

Hey, Those Were My Lawyers! Lessons in Protecting Privilege When a Subsidiary is Sold 
(continues on next page)

Hey, Those Were My Lawyers! 
Lessons in Protecting Privilege 
When a Subsidiary is Sold
Buyers and sellers used to think they knew what happened to the attorney client 
privilege when a corporate subsidiary (or private equity portfolio company) is sold:  
the seller keeps the privilege with regard to its business and the sale process itself, 
and the buyer acquires the privilege with respect to the target company’s day-to-day 
operations. Not so fast, says the Delaware Chancery Court in a recent opinion that 
now requires additional drafting to get to the result the market already expects.

Great Hill Equity Partners IV, LP v. SIG Growth Equity Fund I, LLLP, arose from the 
common situation where a private equity firm selling a portfolio company has a single 
law firm representing both the selling shareholder and the target company.  Such 
transactions are commonly structured as a merger of the target into a new company 
formed by the buyer, such that the buyer ends up as the new controlling shareholder of 
the target.

In Great Hill, the buyer and seller ended up in a dispute about the transaction a 
year after the transaction closed. In the course of the dispute, the buyer found in the 
computer files of the company it had acquired certain communications between the 
seller, the target and the seller’s lawyers (who at the time of the deal were also the 
target company’s lawyers) that the buyer believed supported its claim that it had been 
misled.
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Hey, Those Were My Lawyers! Lessons in Protecting Privilege When a Subsidiary is Sold 
(continued from previous page)

Rejecting the seller’s claim that those materials were privileged and belong to the 
seller, then Chancellor (now Chief Justice) Strine held that in the absence of any 
contractual provisions to the contrary, all attorney-client privileges belonging to the 
target company (which was a joint client with the seller for purposes of the sale 
transaction) pass by operation of law to the surviving company in the merger pursuant 
to Section 259 of the Delaware General Corporation Law. As a result, the Court found 
that those privileged communications were now owned by the buyer, which was free to 
use them against the seller.

The Court also noted, without deciding, that the seller’s decision to leave privileged 
communications in the target company’s files and computer system, and to make no 
effort for a year to retrieve those supposedly confidential communications left in the 
hands of a now unaffiliated party, might amount to a waiver of privilege, independent of 
whether the privilege also passed by operation of law.

Notably, this decision is at odds with two decisions under New York law that were more 
in keeping with market expectations. Tekni-Plex, Inc. v. Meyner & Landis and Postorivo 
v. AG Paintball Holdings, Inc., each hold that the seller controls the privilege with 
respect to the transaction, even if the target was a party to the communications, but 
that that target (or its successor) controls the privilege as to both pre- and post-merger 
communications relating to the company’s ordinary business operations.  

While Great Hill arose in the merger context, the same concerns (including the risk 
of waiver) might be present in transactions involving sales of stock or assets. After 
all, nobody ever systematically purges the target company’s files of communications 
relating to the transaction. And in a parent/subsidiary context, the concern potentially is 
even greater that privileged communications relating to the parent company’s retained 
businesses may reside in the email files of various executives or lawyers who went 
with the subsidiary when it was sold.

It has become fairly routine for sellers to include provisions in draft acquisition 
agreements to make clear that their long-time counsel who also represent the target 
company remain free to represent the seller after closing, including in connection 
with disputes related to the sale transaction. After Great Hill, sellers are now adding 
provisions to merger and stock purchase agreements that specifically address 
ownership of the attorney-client privilege generally and also provide that:

 � The parties recognize that it would be impracticable to try to purge all seller-
privileged communications from the target’s files and computer system; 

Hey, Those Were My Lawyers! Lessons in Protecting Privilege When a Subsidiary is Sold 
(continues on next page)
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Inoculating Your Purchase—Contractual Protection  
from Viral Licenses in M&A Transactions

It is difficult to make a phone call, browse the Internet, or use your car without 
encountering open source software (OSS). Samsung phones utilizing Google’s Android 
operating system enjoy a 22.7% global market share, WebKit powers Apple’s Safari and 
Google’s Chrome browsers, and Ford recently released the software that supports its 
infotainment systems to the open source community. Yet, open source software often is 
misunderstood, and its effect on a target company’s valuation frequently is overlooked in 
M&A financial models.

Unsurprisingly, the value of a commercial software company as a M&A target may be 
greatly diminished if it is obligated to release its software for free, yet numerous OSS 
licenses mandate this result. To ensure a buyer is protected in a technology-focused 
M&A transaction, it is crucial to include language addressing OSS in the purchase or 
merger agreement.

What Is Open Source Software?

“Open source” software is distributed under licensing terms that ensure everyone can 
use, modify, and redistribute the source code of that software without the payment 
of fees. There are numerous benefits to the OSS model. For instance, the worldwide 
programming community can rapidly modify and develop OSS, increasing its capabilities 
and security and diminishing the likelihood of errors. Further, both developers and 
businesses alike often are quick to adopt high-quality OSS, as it allows them to save 
valuable resources and time relative to relying on proprietary fee-based software.  

But “no fee” does not mean “free.” While certain “permissive” OSS licenses place 

 � The parties agree that no waiver is intended by leaving the documents where they 
are; and

 � The buyer agrees not to look in privileged files – and certainly not for evidence to 
use adverse to the seller in any indemnity or other post-closing dispute.

These “no peeking/no waiver” clauses, while still untested, at least respond to the 
deficiencies noted in Great Hill and attempt to restore the convention under which 
buyers and sellers generally had historically operated.  

Hey, Those Were My Lawyers! Lessons in Protecting Privilege When a Subsidiary is Sold 
(continued from previous page)
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Inoculating Your Purchase—Contractual Protection from Viral Licenses in  
M&A Transactions (continued from previous page)

minimal requirements on licensees, other “restrictive” OSS licenses may place onerous 
demands on licensees. The MIT, BSD, and Apache OSS licenses, for example, typically 
only require that copyright notices, warranty disclaimers, and copies of the applicable 
license be included in software incorporating that OSS. On the other hand, if software 
derived from or containing code licensed under the GNU General Public License 
(GPL), is distributed, it must be done at no cost under the same license. Such “copyleft” 
licensing models – often referred to pejoratively as “viral” licenses – are more likely to 
affect a company’s value and therefore raise significant concerns in M&A transactions.  
In that context, having appropriate contractual protections is paramount to ensure the 
impact of OSS is minimized.

A Buyer’s Protections

Due diligence necessarily is an imperfect process, and the potential acquiror of a 
software company should consider negotiating adequate representations and warranties 
to protect against uses of OSS that can result in loss of rights or other adverse 
consequences to the target or buyer.  

The buyer may require the target to bear responsibility for these risks, on the grounds 
that the target chose to include OSS in its products. Buyer’s counsel may seek 
representations and warranties focusing on the target’s compliance with OSS licenses, 
and that its use of OSS will not result in any obligation to distribute its proprietary code 
or restriction on commercializing its products. Further, the buyer will look to include 
OSS indemnification within the scope of target’s IP indemnity obligations in case these 
statements prove to be untrue.  

The target likely will seek to resist liability, on the grounds that the use of OSS is a risk of 
doing business in the software industry, and the enforceability of OSS licenses remains 
unsettled and has not been widely litigated. Target’s counsel may argue that the target 
should not be liable for immaterial breaches of its representations and warranties, and 
that those statements should be limited to facts within the target’s actual knowledge.  

Below are buyer-friendly definitions and representations for M&A purchase agreements 
taken from actual agreements in the technology industry. Note in particular the focus 
on identification of relevant OSS, compliance with the terms of OSS licenses, and 
the potential for copyleft obligations or other adverse consequences of OSS use. As 
with many issues in purchase and merger agreements, the ultimate resolution of OSS 
concerns will depend largely on each party’s leverage and willingness to accept and 
allocate risk.

Inoculating Your Purchase—Contractual Protection from Viral Licenses in M&A Transactions 
(continues on next page)
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 � “Public Software” means Software that is, contains or is derived from Software 
distributed as freeware, shareware or open source Software, or under similar 
licensing or distribution models that (a) require the licensing, disclosure or 
distribution of source code to any other Person; (b) prohibit or limit the receipt of 
consideration in connection with licensing or distributing any Software; (c) allow any 
Person to decompile, disassemble or reverse engineer any Software; (d) require 
the licensing or distribution of any Software to any other Person for the purpose of 
making derivative works; or (e) otherwise are identified as open source licensing or 
distribution models by the Open Source Initiative at www.opensource.org or the Free 
Software Foundation at www.fsf.org.

 � Except as set forth in Section 1 of the Disclosure Schedule, no Public Software is, 
forms part of, has been used in connection with the development of, is incorporated 
into or is required to use, or has been distributed with, in whole or in part, any 
Owned Software or Company Product. With respect to the disclosed items, (a) 
Section 1 of the Disclosure Schedule identifies the applicable Public Software, the 
Company IP Agreement governing the use of the Public Software, the particular 
Owned Software and/or Company Product in or with which the Public Software is 
used, the general nature of any modifications to the Public Software in the Owned 
Software and/or Company Products, and whether those modifications were made by 
the Company or by another Person, (b) the Company has complied at all times with 
the terms of all Contracts governing the use or distribution of the Public Software, 
and (c) no use of or activities with respect to the Public Software by the Company 
or its contractors, customers, licensees or end users, (i) requires the licensing, 
disclosure or distribution of any Software (other than the Public Software) or 
Company Intellectual Property to any other Person, (ii) prohibits or limits the receipt 
of consideration in connection with licensing or otherwise distributing any Company 
Products, or (iii) except as specifically permitted by Law, allows any Person to 
decompile, disassemble or otherwise reverse-engineer any Company Software.  
The Company has not received any request from any Person to license, disclose or 
distribute the source code for any Company Product pursuant to a license governing 
Public Software.

OSS can provide a company and its acquiror with numerous benefits, but a M&A 
buyer should negotiate appropriate contractual protections up front to ensure OSS 
licensing obligations do not prevent the buyer from obtaining the value expected from its 
acquisition.  

Inoculating Your Purchase—Contractual Protection from Viral Licenses in  
M&A Transactions (continued from previous page)

Reprinted with permission. This article was originally published in the April 2013 issue of the ACC-GNY newsletter.
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(This article is excerpted from our Memorandum to Clients “Thoughts on the Most Recent Delaware 
Decisions: PART I – ISSUES for Controlling Shareholders, Special Committees, and Investment Bankers.” 
That Memorandum explores in depth certain issues that arise from the recent decisions. PART II of that 
Memorandum lists guidelines that are derived from the decisions.)

The recent Delaware decisions in Orchard and MFW have been characterized by some 
as “game-changing” for controlling shareholders and boards. Our view remains that the 
practical impact of these decisions will be limited. At the same time, the recent Delaware 
decision in Rural Metro raises questions as to what its practical impact will be on boards 
and investment bankers. Rural Metro reflects the Delaware courts’ more detailed focus 
in recent years on investment bankers’ role in their capacity as advisors to boards in 
M&A transactions. In this regard, we advise that investment banks review their current 
practices and procedures to ensure that, as a substantive matter, they conform to 
existing standards for bankers representing boards in a process designed to produce 
the best outcome for shareholders. In our view, however, Rural Metro is in large part a 
product of the unusual facts in the case, and does not change either the existing law 
relating to banker liability or the well-established parameters for proper practice that 
bankers have long followed. 

Taken together, Orchard, MFW, and Rural Metro indicate that: 

 � The Delaware courts continue to consider the totality of the actions of a target 
company’s board (or special committee) and financial advisor and the overall effect 
those actions have on the transaction process.

 � The Delaware courts continue to emphasize long-standing themes: A special 
committee should be independent. A financial advisor’s conflicts of interests should 
be disclosed to and evaluated by the special committee. A board should provide 
materially complete and accurate disclosure, should act in the interest of the 
shareholders, and (with the financial advisor’s expert advice and assistance) should 
seek to create a process that is designed to increase value for shareholders. The 
board and the financial advisor each should be fully informed and fully engaged.

 � It is critical that each of the participants in a transaction adheres to well-established 
practices and procedures. Further, it is evident that each of the participants has 
a vested interest in the other participants also adhering to proper practices and 
procedures. 

Recent Delaware Decisions—“Game Changers” or More Limited Impact? 
Orchard, MFW, and Rural Metro

(continues on next page)
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Reprinted with permission. This article was originally published in the April 2013 issue of the ACC-GNY newsletter.
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Recent Delaware Decisions—“Game Changers” or More Limited Impact? 
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(continues on next page)

 � Price will continue to be a key focal point, and the “preponderant consideration,” in 
the courts’ review of merger transactions.

In Orchard and MFW, the Delaware courts established that a controlling shareholder 
going private transaction will be subject to the business judgment standard of review 
(rather than the stricter entire fairness standard) if, from the outset, the controlling 
shareholder subjects the transaction to the unwaivable conditions that it be approved by 
a fully authorized and effectively functioning special committee of independent directors 
and by a non-coerced fully informed majority-of-the-minority vote of shareholders. While 
the business judgment and entire fairness standards of review are conceptually quite 
different, in our view, based on MFW, it is highly likely that a process that meets all 
the standards the decision establishes for application of the business judgment rule in 
this context would also pass muster under the entire fairness standard. MFW indicates 
that, whichever standard is applicable, the Court will focus on the special committee 
(and investment banker) process, the proxy disclosure, and price. Although one would 
not typically expect the Court to examine price when considering a transaction under 
a business judgment review (because of the high degree of deference it extends to a 
board’s business decisions), it is clear from MFW that the Court will be looking at price 
as one of the most important factors in determining whether the special committee’s 
process was sufficient to permit review under the business judgment standard. The 
Court states that allegations in the pleadings as to the insufficiency of price necessarily 
raise questions about the sufficiency of the special committee’s process and negotiations 
that would have to be examined by the Court through discovery.

As a practical matter, then, the primary impact of the decision may be simply that it may 
become more possible to have a case dismissed after discovery rather than after a full 
trial—not necessarily a meaningful change in terms of litigation cost, effort, or liability 
exposure.

In Rural Metro, the Court, in a trial on the merits, found that a financial advisor had 
liability for aiding and abetting a breach of fiduciary duty by the target company’s 
directors (even though the directors, who had settled before trial, may have been 
exculpated from liability for the breach). The Court characterized financial advisors as 
“gatekeepers” who must be incentivized to “provide sound advice, monitor clients, and 
deter client wrongs.” While it is not possible to know how the Delaware courts may 
develop further the views expressed in Rural Metro, the case stands out as having had 
an unusual set of facts that were alleged. Of course, efforts should be made to avoid 
every problematic factor that the Court ascribed to the company’s board and financial 
advisor; however, it is not clear that any one or more of those factors, without the 
presence of many of the others, would necessarily have led the Court to the same result.

Recent Delaware Decisions—”Game Changers” or More Limited Impact?  
Orchard, MFW, and Rural Metro (continued from previous page)
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Recent Delaware Decisions—“Game Changers” or More Limited Impact?
Orchard, MFW, and Rural Metro (continued from previous page)

The decision may have the effect of encouraging plaintiffs to add investment bankers as 
defendants to M&A shareholder litigation, in the hope that, through discovery, they will 
be able to find substantiation for an aiding and abetting claim. However, there should 
be no more substantive legal basis for claims against bankers now than in the past. 
Moreover, plaintiffs are not likely to continue to add investment bankers as defendants if 
the claims for aiding and abetting liability are regularly dismissed—as we would expect 
will generally be the result except in unusual fact situations. 

M&A Notes
Shareholder suits were filed in 94% of large M&A 
transactions in 2013. According to a report issued in 
early March by Cornerstone Research, 94% of US M&A 
transactions with a value over US$100 million were the 
subject of shareholder suits alleging director breaches of 
fiduciary duties to shareholders. The number was 44% in 
2007, increasing to 54% in 2008, 86% in 2009, and over 
90% each year thereafter. 

SEC Provides Relief from Broker-Dealer Registration 
to Private M&A Brokers. On January 31, the Division of 
Trading and Markets of the SEC issued a no-action letter 
that would permit a person giving advice on mergers and 
acquisitions transactions between private companies to 
receive transaction-based compensation under certain 
conditions without having to register as a broker-dealer 
under Section 15(a) of the Securities Exchange Act of 
1934. This is a significant departure from prior guidance 
and the SEC’s traditional position, which had been that 
M&A brokers who provide advice concerning corporate 
acquisitions that result in the sale of securities and who 
receive transaction-based compensation generally were 
required to go through an arduous process and register as 
broker-dealers under the Exchange Act. Please see our 
memorandum here: friedfrank.com/SEC_Provides_Relief_
from_Broker_Dealer.pdf.

US Supreme Court hears oral arguments in Halliburton 
case. During oral arguments, the Justices seemed to 
indicate that they may be considering a middle-ground 

position in Halliburton’s challenge to the fraud-on-the-
market theory that was established in the seminal Basic 
v. Levinson case (1988). In Basic, the US Supreme 
Court established a rebuttable presumption that every 
member of a securities fraud class action relies on the 
alleged misstatements about a company when buying 
or selling the company’s stock (because they rely on the 
market’s efficiency in determining price). In practice, the 
presumption has become almost irrevocably irrefutable. 
The Justices’ questions at oral argument in Halliburton 
focused on what would happen if the Court retained 
Basic, but permitted the  presumption of investor reliance 
on the misrepresentations to be rebutted before trial (for 
example, at the class certification stage). Such a change 
would increase the leverage shareholders have to try to 
gain an early settlement, since companies would have to 
expend large amounts to disprove reliance even before 
the class is certified. Counsel agreed that the likely method 
of addressing the issue of reliance would be through use 
of “event studies” (a statistical method that assesses the 
impact of a specified event—in this case, the impact of a 
specific misrepresentation on a company’s stock price). 
If this new standard is adopted, cases where there is no 
price impact from the faulty disclosure (such as, arguably, 
in Halliburton, but not in most proxy disclosure class action 
cases) could be more quickly disposed of by the courts. The 
Court’s decision is expected in June.

Fine paid to SEC by target company for failure to 
disclose material information about efforts to block a 
hostile takeover. In the first enforcement action in decades 
filed by the SEC under the tender offer rules against a 

M&A Notes (continues on next page)
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target of a hostile takeover, Lions Gate Entertainment 
agreed to pay a US$7.5 million fine to the SEC, as part of 
an admission that it failed to disclose material information 
about its efforts to thwart a hostile takeover bid for the 
company by Carl Icahn. After Icahn accumulated a large 
stake of Lions Gate’s shares in the market, and then 
several hostile tender offers. Lions Gate, in order to 
control voting rights and dilute Icahn’s position, arranged 
a transaction in which notes that could be favorably 
converted into the company’s common stock were sold 
to a director of the company (who then converted them). 
While the transaction was disclosed, the company did not 
describe the efforts it had made to incentivize the director 
to purchase the notes and convert them. (Interestingly, 
Icahn’s bid was for US$6 per share, and the company 
was trading at US$33 per share when the fine was 
announced—indicating that the shareholders in fact 
benefitted from the company’s successful efforts to thwart 
the bid).

ISS issues its new Governance QuickScore. In 
January, Institutional Shareholder Services announced 
the corporate governance factors that it would be using to 
provide corporate governance ratings for public companies 
in the 2014 proxy season. In February, ISS released the 
scores. For the first time, ISS will now be updating the 
scores between a company’s annual meetings, based on a 
company’s public disclosures during the year. Companies 
should note that they may want to expand their Form 
8-K new director descriptions to address a director’s 
independence, so that the information is considered by ISS 
and included in its determining the company’s QuickScore.

SEC Commissioner calls for more restrictions on 
shareholder proxy proposals. In a keynote address at 
the Corporate Law Institute, SEC member Dan Gallagher 
called on the SEC commissioners to reform how the SEC 
treats shareholder proposals. He criticized shareholder 
activists for “hijack[ing] the shareholder proposal 
system,” at great expense to companies. He suggested a 
percentage ownership-based threshold for a shareholder to 
bring a proposal (rather than the current minimal US$2,000 
in shares); a higher standard for shareholder support 
before a proposal could be re-introduced; and a shift of 

the burden from a company proving that a statement by a 
shareholder bringing a proposal is false, to the shareholder 
proving the statement’s truth.

EU proposes revisions to institutional shareholder 
and proxy firm public disclosures; would shift focus 
from companies’ short-term performance.  The 
European Commission has proposed that institutional 
investors be required to disclose how their equity 
investment strategy aligns with their debt profile, and the 
strategy’s effect on medium- to long-term performance 
of the companies in which they invest.  The EU also has 
proposed that proxy advisory firms be required to disclose 
annually, with respect to their voting recommendations: 
their methodologies and information sources; whether 
(and how) they take into account national market, 
legal, and regulatory conditions; whether they have 
had discussions with the companies for which they 
have made voting recommendations (and the nature 
of those discussions); the number of staff involved in 
forming the recommendations; and the number of voting 
recommendations made in the last year.

Activist targets poison pill adopted to prevent it from 
acquiring more shares. Activist investor Dan Loeb’s 
lawsuit to invalidate Sotheby’s poison pill has been fast-
tracked by the Delaware Court of Chancery. Sotheby’s pill, 
like others recently adopted by a number of companies, 
is triggered at a lower threshold of ownership by activist 
investors (10%) than passive investors (20%). The suit 
alleges that this discrimination unfairly hampers Third 
Point, Loeb’s hedge fund, in its ability to wage its pending 
proxy fight, in which it seeks to unseat three Sothebys 
directors. Vice Chancellor Parsons expressed concern 
that a pill that on its face discriminates between activist 
and passive investors may indicate that the board is 
attempting to “tilt the playing field” for the proxy contest 
in its favor; however, he also indicated that the key issue 
will be whether Third Point has actually been put at a 
disadvantage. In that regard, he noted that Third Point, 
which currently owns 9.6% of Sothebys, owns ten times 
more shares than Sothebys directors and management.
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Delaware appraisal above-market statutory interest will 
accrue until the end of the proceedings.  In the midst of 
increasing the prevalence of Delaware statutory appraisal 
cases (many of which are now brought by new hedge 
funds that specialize in these cases), a recent ruling of the 
Delaware Court of Chancery exacerbates the incentive 
to use appraisal proceedings as an arbitrage opportunity 
based on the above-market statutory interest rate.  In 
an appraisal proceeding arising out of Appollo Global 
Management’s acquisition of CKx, Inc. in 2011, the Court, 
after determining that the fair value of the shares was 
the merger price, extended the proceedings to permit the 
plaintiff-shareholders to submit additional materials relating 
to price so that they could be considered in a possible 
appeal.  The Court rejected the company’s request to, 
in effect, halt the accrual of statutory interest (which is 
5% higher than the Federal Reserve discount rate) while 
the proceedings continued after the Court’s fair value 
determination.

Activism spreads to Latin America. Cartica Capital, a 
US hedge fund owning 3.3% of the stock of CorpBanca 
SA, a Chilean bank, publicly pressured CorpBanca to 
abandon its US$8 billion merger deal with Itau Holding 
SA, a Brazilian bank, and then filed suit in New York 
Federal District Court to halt the merger. Cartica’s attack 
is based on the special benefits the deal provides to 
CorpBanca’s 55% controlling shareholder. The challenge 
may be a precursor to a spread of activism more generally 
outside the US, Canada, and Europe—although there 
are significant structural challenges to shareholder 
activism in less developed countries (including regulatory, 
corporate, and legal systems that offer less precedent 
and transparency). Please see our memorandum here: 
friedfrank.com/Shareholder_Activism_Spreads_Globally.pdf.

Hart-Scott thresholds adjusted. The annual adjustments 
to the Hart-Scott-Rodino filing thresholds have been 
made by the FTC, effective for deals that close between 
February 24, 2014 and the next set of adjustments in early 
2015. The transaction value threshold is now US$75.9 
million (up from $70.9 million); the size-of-person test is 
US$151.7 million in revenues (up from US$141.8 million) 
and US$15.2 million in total assets (up from US$14.2 

million); and the “larger” part of the size-of-transaction 
threshold (that results in the size-of-person threshold being 
inapplicable) is now US$303.4 million.

SOX whistleblower suits likely to increase. The US 
Supreme Court has held, in Lawson v. FMR LLC, that the 
Sarbanes-Oxley Act’s prohibition on retaliating against 
whistleblowers applies not only to whistleblowers who are 
employees of the company, but also to whistleblowers 
who are employees of contractors who perform work for a 
company (such as people who work for investment banks, 
law firms, and accounting firms that have worked for the 
company).

SEC to form unit to focus on private equity firms and 
hedge funds. The SEC is forming a unit that will focus on 
private equity firms and hedge funds. At the SEC’s 2014 
Compliance Outreach Program, held in January, the SEC 
indicated that some of its chief concerns about private 
funds include, for private equity firms, the clarity of limited 
partnership agreements, the adequacy of disclosure to 
limited partners, and the extent of fee and expense shifting; 
and, for private equity firms and hedge funds, the quality of 
performance and valuation metrics used. It is expected that 
fund markerting will be a primary focus of the group.

Cybersecurity issues addressed by SEC, DOJ, and 
FTC.  At February’s annual “SEC Speaks” conference, 
SEC Commissioner Luis Aguilar noted that, in a 2012 
global survery of market participants conducted by the 
International Organization of Securities Commissions, 
89% of participants identified cyberattacks as a significant 
systemic risk, and over 53% of participants reported having 
personally experienced a cyberattack.  Aguilar reminded 
registrants that there is SEC guidance on potential 
disclosures that should be made in SEC filings (such as in 
the MD&A and Risk Factors sections) relating to material 
breaches or risks.  At the SEC’s cybersecurity roundtable 
in March, Aguilar recommended that the SEC establish a 
Cybersecurity Task Force. This month, the FTC and DOJ 
issued a joint antitrust Policy Statement that makes it clear 
that legitimate sharing of cybersecurity information will not 
create Antitrust issues.  
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On the defendants’ 

motion to dismiss, Vice 

Chancellor Glasscock 

declined to find that  

LPL had breached an 

implied covenant of 

good faith and fair 

dealing for failure to 

make the necessary 

technical adaptations.

Delaware Ruling Highlights Need for Specific Post-Closing Covenants to Protect Earn-Out  
 (continued from cover)

to receive contingent consideration if Concord’s gross margin exceeded specified 
thresholds after closing. Certain former directors and officers of Concord also had signed 
new employment agreements entitling them to receive bonuses if Concord’s post-closing 
revenue exceeded specified targets. The gross margin and revenue threholds were not 
met; and no contingent consideration was paid. The former owner, and several of the 
former officers and directors, sued the buyer for failing to pay the earn-out.

The plaintiffs argued that the seller and the buyer had an expectation that certain 
synergies would be achieved post-closing, based on pre-signing discussions with the 
buyer about how to maximize synergies and the buyer’s ability and intention to integrate 
Concord’s technology systems into LPL’s existing infrastructure. After the closing, the 
buyer did not make those technical adaptations, and, the plaintiffs argued, as a result, 
Concord became unable to service existing clients or  acquire new clients, and so 
was unable to continue to generate revenues that had been earned before closing or 
to generate the post-closing revenues that would have been possible if the technical 
adaptations had been made.  

However, the stock purchase agreement did not include a covenant requiring LPL to 
make those technical adaptations.

On the defendants’ motion to dismiss, Vice Chancellor Glasscock declined to find 
that LPL had breached an implied covenant of good faith and fair dealing for failure to 
make the necessary technical adaptations. He held that the implied covenant serves 
a gap-filling function only where the parties had not anticipated a contingency. In this 
case, he found that the plaintiffs had anticipated that technical adaptations would be 
necessary, but had not bargained for a covenant requiring the buyer to make those 
technical adaptations. The Court also cited the integration clause in the stock purchase 
agreement, which provided that the parties had not made any promises, representations 
or covenants other than those expressly contained in the agreement.

On the plaintiffs’ claim that LPL had affirmatively impeded Concord’s ability to generate 
revenue after closing by redirecting customers and transferring employees to another 
entity, and by causing Concord to stop servicing its clients and to waive fees owed by 
existing clients, however, the Court found that the plaintiffs had alleged facts sufficient to 
support a claim for breach of the implied covenant of good faith and fair dealing, as well 
as damages. The Court also found that the plaintiffs had stated a claim for breach of a 
provision of the purchase agreement which required LPL to operate Concord’s business 
in such a manner as to permit identification and calculation of the revenue attributable to 
Concord’s business.   
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