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Delaware Decision Broadens 
Standard for Bad Faith in Sale 
Process—But, in Our View, Does 
Not Increase Potential Liability for 
Directors and Officers

Delaware Decision Broadens Standard for Bad Faith in Sale Process—But, in Our View, 
Does Not Increase Potential Liability for Directors and Officers (continues on page 18)

Under long-established Delaware law, directors and officers face personal liability if their 
decisions relating to a change of control transaction constitute a breach of the duty of 
loyalty. The duty of loyalty focuses on the obligation to act with good faith in the best 
interests of the corporation and its shareholders. The potential for personal liability has 
been remote, as the Delaware courts have established that only “an extreme set of facts” 
will support a finding of a breach of the duty of loyalty. The Court of Chancery’s recent 
decision in Chen v. Howard-Anderson (decided April 8) has raised concern in this regard 
among some practitioners. The opinion states a broader than usual standard for what 
may constitute bad faith in the context of a flawed sale process. In our view, however, the 
decision must be read in the context of the Delaware courts’ consistent approach to the 
duty of loyalty, and thus does not meaningfully increase the potential for personal liability 
of directors or officers. (It may, however, make it more difficult, particularly in the case of 
officers, for defendants to obtain a dismissal at the pleadings stage of litigation).

Since the Delaware Supreme Court’s 2009 Lyondell v. Ryan decision, the Delaware 
courts have viewed the concept of “good faith” as an integral part of the duty of loyalty 
(rather than as a separate fiduciary duty); and have been consistent in defining a breach 
of the duty of loyalty as a knowing and complete failure by directors to undertake their 
responsibilities leading to, as stated in Lyondell, “an utter failure to obtain the best price 
for shareholders.” In Lyondell, the Delaware Supreme Court established that so long as 
directors and officers try to fulfill their known fiduciary duties, they will not have personal 
liability for their decisions, made in the course of a sale process, that later are viewed 
by the court as having been unreasonable. In Howard-Anderson, however, the Court of 
Chancery held that the Lyondell standard applies only when, as in Lyondell, the plaintiff’s 
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Delaware Decision Recognizes Threat from 
“Wolfpack” Activists and Preliminarily Approves 
Two-Tiered Poison Pill

After Dan Loeb’s Third Point fund had acquired 9.7% of Sotheby’s shares, and two other hedge 
funds had also made significant purchases, the Sotheby’s board adopted a shareholder rights 
plan with a 10% trigger for an activist and a 20% trigger for a “passive” investor, a so-called “two-
tiered plan.”  In Third Point v. Ruprecht (May 19), the Delaware Court of Chancery declined to 
preliminarily enjoin the Sotheby’s annual meeting despite Third Point’s claims that the adoption of 
the plan, and Sotheby’s refusal to waive the ownership threshold for Third Point (after Third Point 
had commenced a proxy contest), were breaches of fiduciary duty and attempts to disenfranchise 
Third Point.

The most important aspect of the decision is the court’s recognition of the threat posed by a 
so-called “wolfpack”—that is, activist shareholders who have similar objectives for the company 
and model their actions on the others’ actions, but have no agreement to act in concert—and 
so do not have to file a Schedule 13D as a “group” and do not trigger ownership thresholds in 
shareholder rights plans. The decision indicates that share accumulations by activists (even when 
not acting as a group but only acting with “conscious parallelism”), and the potential they create 
for activists to exercise disproportionate influence on corporate decisions before acquiring share 
ownership that constitutes actual negative control, can pose threats to corporate effectiveness 
that the corporation is entitled to defend against.

The court applied the Unocal standard of review—which holds that directors acting in good faith 
and on an informed basis with the advice of outside counsel may defend the corporation against 
a reasonably perceived threat to corporate effectiveness so long as the response is proportionate 
to the threat. The court, on a preliminary basis (in the context of its refusal to grant a preliminary 
injunction), upheld the validity of the two-tiered shareholder rights plan that had been adopted 
by the Sotheby’s board, as a response proportionate to the threat posed by the “wolfpack”—
specifically, that if they could continue to purchase shares, they would be able to acquire control 
without paying other shareholders a premium.

The court addressed both the plan’s low 10% trigger and the discriminatory nature of the two 
tiers of triggers. The court noted that the 10% trigger still permitted a substantial ownership level 
in the company for an activist given the board’s aggregate ownership of less than 1%, and that a 
higher than 10% threshold could lead to a “wolfpack” gaining control without paying a premium. 
The court said that the two-tiered structure arguably better addressed the threat from activists as 
compared to a traditional one-tier plan that would equally restrict shareholders who did not seek 
to exert any influence. The court noted that in theory the two-tier plan could be a disproportionate 
response in that it permits Schedule 13G filers, who are more likely to vote with management, to 
acquire more shares than activists, who are less likely to vote with management, but, the court 
concluded, the issue was irrelevant in this case because no Schedule 13G filer owned more 
shares than Third Point.

The court refused to apply the more onerous Blasius standard of review—which holds that a 
corporation must show a “compelling justification” for any action taken for the primary purpose of 
interfering with the franchise of any shareholder. The court found that the Sotheby’s board likely 
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Delaware Decision Recognizes Threat from “Wolfpack” Activists and 
Preliminarily Approves Two-Tiered Poison Pill (continued from previous page)

could show that the primary purpose in adopting the rights plan was the threat of “creeping 
control” posed by Third Point and the other funds. The court found also (although the court 
characterized it as a much closer question) that the board likely could show that its primary 
purpose in refusing to waive the 10% ownership trigger for Third Point was to respond to the 
threat of “negative control” posed by Third Point and the other funds—that is, the threat that, 
even at less than majority levels of ownership and an inability to block shareholder votes, the 
wolfpack could exert disproportionate influence on corporate decisions.

Calling the question of whether the waiver was refused for the purpose of interfering with 
Third Point’s franchise rights “uncomfortably close” (as the board’s decision came just after its 
proxy advisor had told it that Third Point would prevail in the proxy contest if it reached 20% 
ownership), the court emphasized the threat of Third Point’s exerting negative control, noting 
both Dan Loeb’s past aggressive conduct toward Sotheby’s and that Third Point’s ownership 
interest would be far greater than any other shareholder’s if it acquired more shares.

Significance of the decision.  The court’s preliminary approval of the low 10% ownership 
trigger and the two-tiered ownership thresholds is consistent with previous judicial affirmation 
of rights plans that have different trigger levels for different types of investors. (For example, in 
2010, the Delaware Chancery Court upheld the Barnes & Noble pill, which had a significantly 
lower trigger level for shareholders other than the “grandfathered” founding shareholder.) The 
court’s recognition of a wolfpack supports the use of shareholder rights plans of this nature as a 
response to that threat.  Further, the decision raises the possibility that, in crafting a shareholder 
rights plan, a board may consider defining ownership thresholds to aggregate the holdings not 
only of actual “groups” but to aggregate shares held by the members of a wolfpack.  

However, one must note that the facts of the case were critical—including the court’s 
determinations that the activist at issue in the case had been unusually hostile and aggressive 
toward Sotheby’s and, notably, was representing himself to third parties as already in control 
of Sotheby’s; that the activist had a history of working in concert with one of the other hedge 
fund wolfpack members; that the Sotheby’s board had exhibited no “impermissible animosity” 
toward the activist and had offered him a seat on the board as part of settlement discussions; 
that the directors and management owned little of the company’s stock; that the rights plan had 
been adopted by a board comprising of a majority of independent directors; that the terms of 
the rights plan were neither preclusive nor coercive (as the plan had only a one-year term, the 
outcome of the proxy contest remained “eminently winnable by either side,” and there were no 
consequences to shareholders for voting their shares however they pleased); and that there was 
no indication whatsoever of an entrenchment motive by the board (as there was no classified 
board and there was higher than average turnover of directors).  

Notably, notwithstanding the court’s decision, a few hours before Sotheby’s annual meeting was 
held on May 6, Sotheby’s agreed to what Loeb had been seeking through the proxy contest—
seats on the Sotheby board for Loeb and his two designees. Third Point also will be allowed to 
increase its ownership to 15% of the outstanding stock, and the board will expand from twelve 
members to fifteen. 
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Perspective on Appraisal Arbitrage—and a Look at Delaware’s  
Most Recent Appraisal Cases (continues on next page)

Delaware appraisal actions are on the rise, primarily due to the new and expanding 
phenomenon of “appraisal arbitrage”—in which shareholder activists and hedge funds acquire 
target shares after a merger is announced and focus on asserting appraisal claims as a kind of 
investment in and of themselves. 

From 2004 through 2010, the number of appraisal petitions filed in Delaware rose and fell 
roughly in parallel with the overall level of merger activity, with appraisal rights being asserted 
in about 5% of the transactions for which they were available. In 2011, however, the rate of 
petitions more than doubled (to 10%) and it has continued to increase. In 2013, 28 appraisal 
petitions were filed in Delaware, representing about 17% of appraisal eligible transactions. In 
2014, so far, more than 20 appraisal claims already have been filed in Delaware. The amounts 
at stake in appraisal actions have increased as well, with the value of dissenting shares in 2013 
(US$1.5 billion) being ten times the value of dissenting shares in 2004, and more than five 
times the value of dissenting shares over their highest point in the last five years. Of the eight 
appraisal proceedings between 2004 and 2013 that involved more than US$100 million worth 
of dissenting shares, four of them occurred in 2013. (This data is derived from a report by law 
Professors Charles R. Korsmo and Minor Myers.) 

In our review of Delaware post-trial appraisal decisions from 2010 to June 2014 (see chart on 
next page), we found that the court’s determination of fair value was higher than the merger 
price in seven of the nine cases. The highest premium represented by the appraisal award over 
the merger price was 148.8%—without even considering the award of statutory interest (which, 
in that case, represented an additional premium of 213.8% above the merger price). There was 
only one case in which the appraisal award was lower than the merger price (representing a 
14.4% discount to the merger price); and only one case in which the appraisal award was the 
same as the merger price.

In the five cases that the court viewed as “interested transactions” (i.e., controlling stockholder 
or parent-subsidiary mergers), the appraisal award was significantly above the merger price—
with premiums of 19.5%, 19.8%, 86.6%, 127.8% and 148.8%, respectively. Taking into account 
the statutory interest awards in these cases, there was an additional premium of approximately 
14.7%, 26.9%, 24.7%, 36.1% and 213.8%, respectively. While the extent of the market checks 
and protections afforded to the disinterested shareholders in these transactions varied, the 
range was from none to relatively weak. Notably, the two highest fair value premiums (148.8% 
and 86.6%—we have excluded the 127.8% premium because it was based almost entirely 
on an issue relating to interpretation of preferred stock terms and so is not relevant in this 
context) were awarded in the only two cases in which there were no market checks or minority 
protections whatsoever. For example, the backdrop to the case with the highest premium 
was an arbitration panel determination that the only reason for the merger was to eliminate 
the petitioner as the sole remaining minority shareholder—“without notice and without legal 
justification … [and through the controlling stockholder’s use of] strong-arm tactics.”

By contrast, in the four transactions viewed by the court as “disinterested” (i.e., third party arm’s 
length transactions), the fair value determination was higher than the merger price in only two of 
them. Further, these premiums, 8.5% and 15.6%, were considerably lower than the premiums in 
the interested transactions.
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Perspective on Appraisal Arbitrage—and a Look at Delaware’s Most Recent  
Appraisal Cases (continued from previous page)

Perspective on Appraisal Arbitrage—and a Look at Delaware’s 
Most Recent Appraisal Cases (continues on page 20)

Date Case

Appraisal 
amount higher 
than merger 

price

Premium over 
merger price 
represented 
by appraisal 

amount

Estimated 
additional premium 
over merger price 

represented by 
statutory interest

Number of years 
from merger 

date to appraisal 
decision

Sale process 
included market 

check and minority 
shareholder 
protections

INTERESTED TRANSACTIONS
6/25/14 Laidler v. Hesco Yes 86.6% 24.7% 2.5 None
9/18/13 In re Orchard 

Enterprises
Yes 127.8% 36.1% 2.0 --

6/28/13 Towerview v. Cox 
Radio 

Yes 19.8% 26.9% 3.9 Weak

4/23/10 Global v. Golden 
Telecom

Yes 19.5% 14.7% 2.2 Weak

2/15/10 In re Sunbelt 
Beverage

Yes 148.8% 213.8% 12.4 None

DISINTERESTED TRANSACTIONS
11/11/13 Huff v. CKx No 0% 12.7% 2.3 --
7/8/13 Merion v. 3M 

Cogent
Yes 8.5% 14.3% 2.6 --

3/18/13 IQ v. Am. 
Commercial Lines

Yes 15.6% 13.7% 2.3 --

4/30/12 Gearreald v. Just 
Care

No (14.4%) 11.7% 2.6 --

Delaware Appraisal Decisions 2010 - June 2014
Premium Over Merger Price

Critically, notwithstanding the notable increase in appraisal activity, it is still only a fairly low 
percentage of all appraisal eligible transactions (17% in 2013) that currently attract appraisal 
petitions. (By contrast, almost all strategic transactions now attract litigation with breach of 
fiduciary duty claims.) Moreover, while the only consideration in an appraisal proceeding is the 
determination of fair value (and wrongdoing by the target board or flaws in the sale process are 
legally irrelevant for these purposes), the transactions that attract appraisal petitions generally 
involve some basis for a belief that the deal price significantly undervalues the company—that 
is, controlling stockholder transactions, management buyouts, or other transactions for which 
there did not appear to be a meaningful market check or significant minority shareholder 
protections as part of the sale process.
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Delaware Supreme Court Opens Door to Fee-
Shifting Bylaw—But How Wide and for How Long?

A recent Delaware Supreme Court decision, ATP Tour v. Deutscher Tennis Bund (May 8), 
reiterated the expansive powers of a corporation’s board of directors to adopt bylaws, this time 
in the context of a “fee-shifting” bylaw that effectively limits shareholders’ ability to sue the 
corporation and its other shareholders. Specifically, the bylaw imposes on a shareholder bringing 
a lawsuit against a non-stock corporation the obligation to reimburse the corporation for all of its 
litigation expenses if the shareholder is not the prevailing party in the lawsuit.

Although the decision related to a private non-stock corporation, many practitioners have 
concluded that, based on the court’s reasoning, the decision will be applied by the courts to 
public stock corporations as well. In concluding that the operators of tennis tournaments that 
are members of ATP (a non-stock corporation that operates professional tennis tours) could 
be bound by ATP’s fee-shifting bylaw, the court relied on its long-held view that validly enacted 
bylaws are, in effect, “contracts among a corporation’s shareholders.” The Delaware Court of 
Chancery utilized this same logic last year in its Boilermakers Local 154 v. Chevron decision 
(cited with approval in ATP Tour), in which then-Chancellor and now Chief Justice Strine upheld 
an exclusive forum bylaw requiring that all of the corporation’s shareholder disputes be litigated 
in Delaware. Accordingly, many practitioners have taken the view that the ATP Tour decision will 
be found to apply to a public corporation’s bylaws as well.  

As a result, a number of defense-side law firms applauded the decision as a step toward deterring 
baseless litigation against corporations and urged public corporations to consider adopting “loser 
pays” bylaws. Plaintiffs’ firms, on the other hand, adopted a “Chicken Little” approach, claiming 
that the decision will end all shareholder litigation as we know it. They have derided the decision 
as impinging on shareholder rights by improperly chilling even meritorious lawsuits.

In response to these strong reactions, two weeks after the decision, the Delaware Corporation 
Law Council (a section of the Delaware State Bar Association that promotes the Delaware bar in 
the corporate law realm) proposed to the Delaware Legislature an amendment to the Delaware 
General Corporation Law that would limit the ATP Tour holding to non-stock corporations, 
barring stock corporations from adopting fee-shifting charter or bylaw provisions.  The legislation 
apparently had widespread support in the Legislature and was expected to be approved, in 
which case it would have become effective August 1.

However, in mid-June, the US Chamber Institute of Legal Reform (an advocacy group affiliated 
with the US Chamber of Commerce) strongly urged the Delaware Legislature to reconsider 
its support of the legislation. The group requested that the Legislature take into consideration 
the concerns of the business community, which is seeking to stem the tide of what it views as 
meritless and duplicative litigation that now accompanies virtually every announced transaction. 
Others have criticized the Legislature’s apparent support for the legislation as being improperly 
founded on a desire to preserve Delaware’s status as a locus for shareholder litigation, having 
nothing to do with the merits of the issue.

In response, the Legislature has put the vote on the legislation “on hold.” With the Governor’s 
support, the Legislature 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 next session of the Legislature “any legislative proposals deemed meritorious in continuing 
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Delaware Supreme Court Opens Door to Fee-Shifting Bylaw—But How Wide and for 
How Long? (continued from previous page)

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 
indicates that the Legislature and the Governor support 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, acknowledges concerns arising from the Delaware 
judiciary’s comments “on the abusive nature of meritless and duplicative litigation….” 

In the face of uncertainty about the fate of the legislation, it should be noted 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 the court applied in the context of a non-
stock 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.  

Further, even if the decision were applied to public companies, the court would still consider the 
purpose for which the bylaw was adopted. In ATP Tour, the court, after determining that fee-
shifting bylaws are facially valid, noted that the enforceability of any specific bylaw “depends 
on the manner in which it was adopted and the circumstances under which it was invoked… 
[and even if facially valid] will not be enforced if adopted or used for an inequitable purpose.” As 
the ATP Tour case came to the Delaware Supreme Court as part of a federal court request for 
resolution of issues considered to be unresolved under Delaware law, the court did not apply 
these standards to the bylaw at issue. While, on the one hand, the court noted that fee-shifting 
bylaws “by their nature” deter litigation and that a board of directors’ intent to deter litigation is “not 
invariably an improper purpose,” on the other hand, the court noted the importance of the facts 
and circumstances surrounding adoption of a fee-shifting bylaw to the issue of its enforceability, 
stating that “inequitable action does not become permissible simply because it is legally possible.” 

Thus, there are substantial uncertainties relating to fee-shifting bylaws—including whether 
the Delaware courts will apply the ATP Tour holding to public corporations; what facts 
and circumstances relating to adoption of such a bylaw the courts will view as rendering it 
unenforceable; and whether, how and when the Delaware Legislature will act. It appears likely 
that the Delaware bar will propose at least some limitations on the adoption of fee-shifting 
bylaws by public stock corporations (one possibility, for example, would be permitting fee-shifting 
only in certain specified circumstances that tend to indicate meritless or duplicative litigation). 
When considering fee-shifting bylaws, companies must, of course, consider the impact on 
corporate constituencies, and the likely negative reaction of shareholders and proxy advisory 
firms. The ability of shareholders to vote to eliminate bylaws adopted by a board also must be 
taken into account. 

It therefore appears advisable, at least for now, that boards adopt a wait-and-see approach with 
respect to the adoption of fee-shifting bylaws. As clarity on these matters evolves, a board may 
wish to discuss the issue with its major shareholders and consider, if legally permissible, the 
shifting of fees in warranted (though not necessarily all) circumstances. 
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Omnicom–Publicis: The Risks of Equality
Merger of equal transactions, like celebrity romances, often attract great attention when they 
start—and then even more attention when they disintegrate. The proposed Omnicom-Publicis 
transaction was announced in July 2013 with great fanfare and would have created the world’s 
largest family of advertising agencies, with a stock market value of US$35 billion, almost US$23 
billion in combined revenues, and over 130,000 employees. The transaction garnered even more 
press last month when it disintegrated prior to closing in a breakup worthy of reality television.

As with many merger of equals transactions, the Omnicom-Publicis deal was structured in an 
effort to balance the interests of the “equal” parties. Prior to announcement, the parties—a 
French company and an American company—had agreed to a tax home in the Netherlands and 
a headquarters in Britain for the combined company. They had also agreed that the post-merger 
company would be run by the Omnicom and the Publicis CEOs together as co-CEOs for two 
and a half years, with the Omnicom CEO (who is 60 years old) then becoming sole CEO and the 
Publicis CEO (who is 71 years old) then becoming chairman of the board. In addition, the parties 
contemplated the creation of a committee, co-chaired by the CEOs and comprised of mutually 
agreed members, that would address integration matters and implement a shared services 
organization and a common production platform. Critically, however, the parties had not agreed 
upfront on who would fill the other senior executive positions, including CFO and general counsel.

When the parties announced in May that they had terminated the proposed transaction, the 
chairman of Publicis publicly stated: “I have not been able to convince [the chairman of Omnicom] 
that balance is balance. Omnicom wanted their people to fill the CEO, CFO and general counsel 
jobs. I thought that went too far.” The chairman of Omnicom cited a clash of  “strong corporate 
cultures in both companies.”

As we have previously pointed out (see “Mergers of Equals: Protecting Against a Post-Closing 
Hijacking”, M&A Quarterly 3rd Quarter, 2012), although mutual trust is important when entering 
into a merger of equals transaction, that trust should be backed by protections and mechanisms 
that will help assure a smooth transaction. Omnicom-Publicis demonstrates again the risks of 
entering into a proposed merger of equals where there are material issues to be resolved post-
announcement based solely on the parties trusting that mutual agreement will be possible. 

Of course, not every transition matter needs to be tied down before announcement. Other 
recent major merger of equals transactions—Alcatel-Lucent and Office Depot-OfficeMax, for 
example—all contemplated committees that would resolve many of the structural and strategic 
issues related to merger of the companies. In fact, in Office Depot-OfficeMax, the transaction 
was announced before the parties had even agreed who would be the CEO of the merged entity, 
leaving that to a selection committee. Yet, these transactions successfully closed. 

Commentators have noted that one problem the Omnicom-Publicis deal faced is that delays in 
tax and antitrust regulatory clearances allowed integration issues to fester over the long post-
announcement pre-closing period. Even with a shorter period, however, the key to helping to 
assure success is to identify and resolve before announcement those transition issues that 
are likely to be the most difficult to resolve—generally, those as to which the parties may be 
emotional. Transaction professionals working on a proposed merger of equals should never 
underestimate the amount of time that should be spent in discussions with the principals about 
transition issues in order to try to discover those issues that might not be readily resolved in the 
general integration process. Not surprisingly, these sorts of issues, as in Omnicom, typically 
revolve around allocations of power—who will run the company, who will appoint key officers, and 
who will be in charge of succession. 
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Halliburton II: Added Focus on the Class 
Certification Stage of Securities Actions

In Halliburton v. Erica P. John Fund (“Halliburton II”), the US Supreme Court refused to 
overrule the fraud-on-the-market theory of reliance established in Basic v. Levinson (1988).  
However, the Court held that defendants in securities class actions must be afforded an 
opportunity to rebut the fraud-on-the-market theory and its presumption of reliance with 
evidence of a lack of “price impact” before a class is certified. There is little doubt that 
Halliburton II will provide defendants with an important tool to end some securities class 
actions before they are certified. However, in light of the Supreme Court’s recent trend of 
interjecting merits issues into the resolution of class certification issues—e.g., Wal-Mart v. 
Dukes (2011) and Comcast v. Behrend (2013)—it is important to consider the consequences 
of adjudicating price impact early in a litigation.

Halliburton was a classic price drop class action brought pursuant to Section 10(b) of 
the Securities Exchange Act of 1934. The plaintiffs alleged that Halliburton made certain 
misrepresentations which inflated the price of its stock until a number of corrective disclosures 
caused the company’s stock price to drop. To succeed in Section 10(b) actions such as 
this, plaintiffs must ultimately prove that the class members relied on the defendants’ 
misrepresentations when they decided to buy or sell the company’s stock. Since 1988, 
courts have allowed plaintiffs to satisfy the reliance requirement by invoking the Basic 
presumption that, in an efficient market, the price of the stock reflects all public, material 
information (including the alleged misrepresentations). In such cases, courts will presume 
that anyone who bought or sold the stock at market price relied on those misrepresentations. 
Thus, it has been defendants’ burden to rebut this presumption and show that the alleged 
misrepresentation did not actually affect the stock’s price, i.e., that it had no price impact. 
Before Halliburton II, that rebuttal was often foreclosed to defendants until summary judgment 
or trial.

Halliburton and business groups argued to the Supreme Court that the entirety of the 
Basic presumption should be abandoned because the economic theories concerning 
market efficiency and investor reliance on market price integrity have been discredited. 
The defense bar was particularly interested in these arguments because without the Basic 
presumption, plaintiffs would need to show that each investor did in fact rely on the alleged 
misrepresentations. As an investor-by-investor inquiry, common questions would not 
predominate and class certification would be all but impossible.

The unanimous Court refused to overrule Basic. Chief Justice Roberts wrote that “Halliburton 
ha[d] not identified the kind of fundamental shift in economic theory that could justify overruling  
a precedent on the ground that [Basic] misunderstood, or has since been overtaken by, 
economic realities.”

However, the Court held that before a class is certified, defendants must be afforded the right 
to show through direct evidence that any alleged misrepresentation did not impact the price of 
the company’s stock, as a way to rebut the fraud-on-the-market presumption.
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This rebuttal might include the argument that the stock price did not react to the 
information based on: the price simply having moved; the information already having 
been publicly available; or there having been concurrent causes of price impact (e.g., two 
pieces of information released at the same time, only one of which corrected the alleged 
misrepresentation, and it is impossible to attribute the price impact to one piece of information 
rather than the other). Other possible arguments might be that the stock is too thinly traded 
for the market to assimilate information efficiently; or, for dual-listed stock, that the US market 
price reflects foreign market movements more than assimilated information.

Defendants have already been raising reliance arguments after a class is certified, i.e., 
at summary judgment or trial, but this week’s decision allowing those arguments to be 
litigated at the class certification stage will most likely have a significant impact. Indeed, the 
defendants in Halliburton II pointed out that, while nearly 75% of class certification motions 
are granted in securities cases, only 7% of those cases make it to summary judgment—
because a certified class puts undue pressure on defendants to settle. As a result, 
defendants who defeat class certification by demonstrating a lack of price impact connected 
to the alleged misrepresentation will most likely see an end to the pressure to settle, as well 
as avoid the expenses attached to discovery, summary judgment, or trial.

While defendants will welcome these savings when they are obtained, there are also reasons 
for defendants to be cautious. Continuing the Wal-Mart-Comcast trend, Halliburton II puts 
further focus on the class certification stage of securities litigation and will intensify a part 
of the case which, in recent years, has gone from rarely contested to one of a case’s most 
critical turning points. Thus, the costs of defending against class certification may increase, 
as implicitly noted in Justice Ginsburg’s concurrence: “[a]dvancing price impact consideration 
from the merits stage to the class certification stage may broaden the scope of discovery 
available at certification.”

Clearly the defense bar has been handed an important new tool to achieve the early 
resolution of some class action securities litigation—provided that the effort to defeat class 
certification is successful. However, failure may come at a price:  if a defendant chooses 
to assert the price impact argument at the class certification stage, a ruling on that issue 
may touch upon other of the elements of a Section 10(b) cause of action. This could include 
materiality and loss causation. Careful consideration needs to be given to raising price impact 
at the class certification stage and thereby creating the risk that an adverse determination 
could potentially undermine other defenses that are typically raised at later stages of the 
litigation. While it remains to be seen how courts will deal with Halliburton II, it may be that 
raising price impact at the class certification stage is the Excalibur that will be unsheathed 
sparingly and only when the prospects for defeating class certification outweigh the possible 
negatives of a preliminary ruling that may set the tone for the case going forward. 

Halliburton II: Added Focus on the Class Certification Stage of Securities Actions  
(continued from previous page)
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Shareholder Activism: In-Depth Review—Will the 
Pershing Square-Valeant Collaboration Model  
be Followed?

(Fried, Frank, Harris, Shriver & Jacobson LLP is involved in this matter on the target side.)

Now a persistent force in corporate America, activists continue to seek new areas and creative 
methods of influence. The initial focus of activists was on changing corporate governance, 
influencing business strategy, and removing directors. With an expansion of their activities to 
the mergers and acquisitions arena, they have been pressuring target companies to dismantle 
defensive mechanisms and negotiate with bidders, and have been acquiring large equity stakes 
in companies to seek post-merger appraisal rights or, in a few cases, either to put the companies 
in play or as a first step to acquiring them. The Pershing Square-Valeant collaboration, in support 
of Valeant’s unsolicited bid to acquire Allergan, is different. Rather than the activist investor 
making its investment in a target and then working toward causing a value-creating event, the 
activist has partnered with a bidder at the start of the process, creating a kind of pre-packaged 
transaction to add momentum to the bidder’s acquisition proposal.

Prior to disclosure of any purchases of Allergan equity or of Valeant’s intent to acquire 
Allergan, a newly formed Pershing Square-Valeant entity, managed and almost wholly funded 
by Pershing Square, acquired options exercisable into 9.7% of Allergan’s common stock. 
Valeant then announced that, with Pershing Square’s support, it was making an unsolicited 
bid to acquire Allergan in a transaction valued at US$50 billion—now US$53 billion after two 
increases in the bid price since the initial announcement.

The hallmarks of the Pershing Square-Valeant model are the very aggressive accumulation of 
over-the-counter options (in lieu of the traditional pre-announcement market accumulation of a 
much smaller stake of target company common stock), and the ability of the activist to convert 
those options more quickly than the bidder could (because, as a non-competitor, it can obtain 
Hart-Scott-Rodino (HSR) clearance more quickly). While Valeant itself could have bought the 
options stake, the Pershing Square-managed entity’s purchase instead resulted in a very large 
equity stake being available very quickly. This stake appears to have been intended to increase 
pressure on the target, to increase credibility with other shareholders, and to enable Pershing 
Square to call a special meeting and conduct a proxy contest to remove the Allergan board 
and redeem its shareholder rights plan—providing a convincing roadmap to a sale of Allergan 
(although, notably, not necessarily to Valeant if a competing bidder emerges with a superior offer). 

In this collaboration, Pershing Square’s objective is, as always, to maximize profit.  Before 
Valeant’s interest in acquiring Allergan was public, Pershing Square had spent about US$4 
billion to buy the equity stake. The value of that investment increased by about US$1 billion 
the day Valeant announced its acquisition proposal for Allergan. Pershing Square has profited 
since then from Valeant’s twice increasing the offer price (the second time, according to 
press reports, at Ackman’s insistence). Pershing Square stands to profit further—from future 
Valeant price increases; if a competing bidder emerges, from the superior offer price; or, if the 
Valeant bid succeeds, then, on a more long-term basis, from the value of the Valeant-Allergan 
combination. By contrast, Valeant’s objective is to acquire Allergan. Its objective in collaborating 
with Pershing Square appears to be primarily to create both momentum and substantive 
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support for the acquisition (and, through its interest in the pre-announcement equity stake, to 
ensure that its expenses are covered in the event that its acquisition bid fails).  

Corporate America has had a mixed reaction to activist investor activity, recognizing that some 
of the activity has been instrumental in creating real, long-term value for shareholders, but 
concerned that some has reflected a short-term self-interested focus to the detriment of other 
shareholders. The concern now is that the Pershing Square-Valeant collaboration reflects 
the development of a “perfect storm” in the M&A arena—activists are causing the dismantling 
of companies’ standard takeover defenses; they control large pools of capital; and they can 
maneuver within the existing regulatory framework to create what appears to some to be 
unfairness in the market and an unfair advantage over target corporations. The fear is that 
the Pershing Square-Valeant model will be followed by other bidders and activists, unleashing 
a new wave of unsolicited takeover attempts fueled by activists seeking to profit from the 
acquisition of a large equity stake in a company for which their corporate partner then makes 
an unsolicited bid. 

Will the Model be Followed?  Whether the model will be widely followed will depend on 
whether it produces the benefits that the bidder anticipates, and, if so, at what cost. Whether 
the model creates a net benefit to a bidder in any given case, and the nature and extent of 
the benefit, will depend on the facts and circumstances relating to the specific bidder, activist, 
target, bidder-activist arrangements, and underlying proposed transaction.  

Bidders in general will need to determine their view of the likely net benefit of this model, after 
taking into account that it appears that: there are significant economic costs to the bidder; there 
are inherent conflicts of interest as between the bidder and the activist; depending on the specific 
circumstances, a bidder acting on its own (with an investment banker) may be able to achieve 
most or all of the things that can be achieved by acting with an activist; and the model itself 
(particularly if widely followed) may prompt regulatory changes that could limit its future use.

Benefits to Valeant.  In the case of the Pershing Square-Valeant arrangement, arguably 
the collaboration as structured has the following potential benefits to Valeant: on a quicker 
timetable than would otherwise be possible, use of the 9.7% equity stake as support for calling 
a shareholder meeting to pressure Allergan into negotiating; and as voting support for a proxy 
contest to remove the target’s board and redeem its shareholder rights plan; use of Pershing 
Square’s expertise in amassing options in the over-the-counter market to acquire the equity 
stake; Pershing Square’s assumption of all the downside economic risk on the equity stake; 
15% of any upside economic gain on the equity stake in the event the Valeant bid loses to a 
competing bidder (which would be at least enough to cover Valeant’s expenses in having made 
the bid); Pershing Square’s funding of the acquisition of the equity stake and the availability of 
US$400 million of additional funding for the bid; added credibility and momentum for the bid; 
and, after the bid (if it is successful), the possible benefits of Pershing Square’s participation as 
a large shareholder of the resulting company. We discuss below the extent to which it appears 
that these benefits have been or will be provided to Valeant, and at what cost.  

Key Benefit: Pershing Square’s voting support for a special shareholder meeting 
and a proxy contest.  As Allergan has continued to resist the Valeant proposal, Valeant is 
proceeding to conduct a proxy contest to remove Allergan directors and replace them with new 

Shareholder Activism: In-Depth Review—Will the Pershing Square-Valeant Collaboration 
Model be Followed? (continued from previous page)

Shareholder Activism: In-Depth Review—Will the Pershing Square-Valeant 
Collaboration Model be Followed? (continues on next page)
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directors, who will be in a position to redeem the Allergan shareholder rights plan and approve the 
transaction with Valeant. To put pressure on the Allergan board to agree to the proposal before the 
proxy contest, Pershing Square has sought a special meeting of Allergan shareholders at which 
they could express their views about the Valeant bid and whether the Allergan board should enter 
negotiations with Valeant. (At the end of June, Pershing Square and Allergan settled litigation over 
Allergan’s shareholder rights plan, as a result of which Pershing Square can now proceed to try to 
call a special shareholder meeting without the risk that doing so will cause the shareholders to be 
deemed to be acting as a “group” and thus trigger Allergan’s rights plan.)  

While the pre-announcement acquisition of options by Pershing Square, and the quick post-
announcement conversion of the options into shares, made the equity stake almost immediately 
available to support Valeant’s bid, it should be noted that a bidder who is not a direct business 
competitor (unlike Valeant here) may not have a materially different timeframe for HSR clearance 
than can be achieved by the activist. Also, while Pershing Square has committed to vote in 
support of the Valeant transaction and against other transactions, if a higher bid materializes, 
Pershing Square’s vote of the 9.7% stake in favor of Valeant’s bid will be irrelevant, as the higher 
transaction would be approved by Allergan’s other shareholders and would prevail.

Finally, and critically, there is a high economic cost to Valeant for the support it obtains from 
the equity stake. If Valeant had itself purchased the Allergan options, the billion dollar gain on 
the options would have been for Valeant’s account. If competing bidders for Allergan emerge, 
Valeant will have been the only bidder who had the opportunity to acquire a significant stake in 
Allergan at prices well below the bid price. By permitting Pershing Square to take almost all of 
the economic benefit of the pre-announcement purchases—equal to at least 2-3% of the total 
deal value (assuming Valeant had bought the same 9.7% stake)—Valeant has relinquished the 
economic advantage it would have had over competing bidders. That advantage represents up 
to about US$5 per Allergan share that could have been offered without additional cost to Valeant. 
Apparently recognizing this disadvantage for the Valeant bid, after Allergan had rejected the bid 
and two bid increases, Pershing Square announced that it would forego US$600 million of profit 
from the sweetened bid in order to make more funds available for other shareholders.

Other possible benefits from Pershing Square’s involvement.  Activist investors have 
significant experience in maneuvering in the over-the-counter options market. In this case, 
Pershing Square was able to acquire a 4.9% stake in Allergan options over just six weeks, and an 
almost doubling of that amount in just ten additional days. The question arises whether activists 
uniquely can acquire this large amount of options, particularly with the desired speed and 
confidentiality. Investment bankers will need to make bidders aware of their capabilities to effect 
options buying programs, so that a bidder can evaluate the benefits of one-stop shopping with 
an investment bank for investment banking advice, financing, and a pre-announcement options 
buying program, as compared with collaboration with an activist investor for the buying program. 
Further, there was much evidence that Allergan options were being bought up, and companies 
will need to review and update their systems for tracking activity not only in their stock but also in 
their options.

While Valeant benefited from Pershing Square’s funding of the options buying program, and may 
benefit from the availability of additional funding for the bid through a sale of Valeant common 

Shareholder Activism: In-Depth Review—Will the Pershing Square-Valeant Collaboration 
Model be Followed? (continued from previous page)
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Activist calls for board representation intensify. Activist 
shareholders, taking a more aggressive stance than in the 
past when they sought minority representation on boards of 
companies they had targeted for challenge, recently have 
more often been calling for replacement of a majority or the 
full board of targeted companies. In the Darden Restaurant 
proxy fight (which centers on criticism by activists over 
Darden’s sale of its Red Lobster restaurant unit to a private 
equity firm), activist fund Starboard Value has proposed a 
slate of 12 new directors to replace the existing board.  In 
the proxy contest threatened with respect to Allergan, activist 
investor Bill Ackman’s Pershing Square (which is supporting 
an acquisition of Allergan by Valeant Pharmaceuticals) has 
said that it will seek replacement of six of the nine Allergan 
directors.  

In activist Casablanca Capital’s proxy contest with respect to 
Cliffs Natural Resources (which has focused on Casablanca’s 
call for a new CEO of Cliffs), Casablanca is seeking to 
replace most of the board. In an attempt to avoid the proxy 
battle, Cliffs had offered to permit Casablanca to appoint two 
new directors to the board, with a third to be mutually agreed 
in the future, but Casablanca rejected the offer. (Of interest, 
in the Cliffs situation, Cliffs stated in its proxy statement, 
filed at the end of May, that the election of a majority of new 
directors not approved by the board could trigger a change 
of control under the indenture governing the company’s 
senior notes, which could compel Cliffs to repurchase the 
notes and would create a liquidity crisis for the company. 
In an open letter to shareholders, Casablanca responded 
that the current directors could easily avoid triggering the 
mandatory repurchase by approving the nominees proposed 
by Casablanca (not for the purpose of endorsing the slate but 
only for the narrow purpose of not triggering the repurchase 
obligation), so that shareholders could vote without the 
“coercive threat” of a liquidity crisis. Prior cases have held 
in this context that, unless the directors have shown why 
the nominees are not qualified, the directors’ decision 
not to accept the nominees (in order to avoid triggering 
the repurchase obligation) will constitute impermissible 
interference with the shareholders’ right to vote.) 

 Activist Sandell Asset Management, after having 
unsuccessfully advocated for a spin-off of the packaged 
foods business of Bob Evans Farms from its restaurants, 
is seeking to replace a majority of the Bob Evans Farms 

board. In late May, Sandell criticized Bob Evans Farms for 
subverting the nomination process by trying to interview 
Sandell’s board nominees.

In a related development, in May, the Council of Institutional 
Investors (CII) urged the SEC to issue guidance or amend 
the proxy rules to require that compensation arrangements 
between director-nominees and third parties (such as the 
activist or other shareholders nominating them) be disclosed 
to company shareholders. The CII has argued that the 
current proxy rules do not necessarily require disclosure 
about conflicts of interest arising from such compensation 
arrangements and that many types of compensation 
arrangements can escape disclosure requirements 
altogether.  

Delaware court dismisses sale process (and banker 
aiding and abetting) claims even though only “limited 
services” of banker were utilized. In Houseman v. 
Sagerman (April 16), the Delaware Court of Chancery 
dismissed claims that directors had breached their duty of 
loyalty in connection with the process they used in approving 
a merger. The court emphasized, as it has in the past, that 
it will take an “extreme set of facts” to establish a breach 
of the duty of loyalty. In this case, a majority of the shares 
were held by directors so no shareholder vote was held 
on the transaction. Nonetheless, the court deemed the 
director-shareholders’ interests to be aligned with the minority 
shareholders in wanting to achieve the best price possible. 
The board retained a legal advisor and a financial advisor, 
but, due to considerations of cost, did not obtain a fairness 
opinion from the financial advisor (although the advisor 
informally advised the board that the merger price was within 
the range of reasonableness). The court characterized the 
process as “not optimal” but found that the plaintiff had not 
alleged any fact showing the directors had a motive to act in 
bad faith. Therefore, the court said, the board had satisfied 
the duty of loyalty by engaging a financial advisor even 
though the board used only “limited services” (not including 
a fairness opinion) of the advisor. “There is no single way to 
sell a company—no single financial service is required,” the 
court said.

Delaware court declines to dismiss hedge fund’s suit 
against Sprint-Nextel acquisition of Clearwire. Noting 
that the Delaware Supreme Court’s recent MFW decision 
permits review of controlling stockholder transactions under 

M&A Notes (continues on next page)

M&A Notes



Page 15

M&A Notes (continued from previous page)

M&A Notes (continues on next page)

the lenient business judgment rule if the transaction was 
subject, from the outset, to approval by an independent 
special committee of directors and a minority-of-the-majority 
vote, and noting that the Sprint-Nextel – Clearwire deal 
was subject to those approvals, the Delaware Chancery 
Court nonetheless declined to dismiss a fiduciary duty 
suit against the Clearwire directors because the plaintiff’s 
pleadings raised questions about the adequacy of the 
shareholder vote. At a hearing on June 11, the issues raised 
were whether the controlling shareholder (Sprint) had used 
its influence to coerce the Clearwire board and minority 
shareholders to approve the deal. The court found most 
troubling a note purchase agreement that permitted Sprint to 
buy Clearwire stock at US$1.50 per share (by comparison, 
the deal price was US$5 per share). The agreement “created 
an overhanging threat of significant dilution to minority 
shareholders if the deal was not approved,” Vice Chancellor 
Laster said at the hearing. Laster noted that Clearwire’s 
use of a special committee and the pre-existing equity 
agreement that required a majority-of-the-minority vote for 
any transaction with the controlling shareholder “presented 
the strongest possible case” that the requirements of 
MFW had been met. Laster emphasized, however, that so 
long as issues of fact about disclosure were raised in the 
pleadings, the motion to dismiss could not be granted. (See 
our Memorandum “Limited Impact of Delaware Supreme 
Court’s New Standard of Review for Controlling Stockholder 
Transactions: Kahn v. M&F Worldwide Corp.”)

Hostile bids and withdrawn bids are up significantly. 
A report by DealLogic shows that hostile mergers and 
acquisitions bids to date in 2014 have reached US$273.4 
billion (through 23 deals), the highest amount since 2007. 
Pfizer Inc.’s US$122.6 billion bid for AstraZeneca PLC (the 
third largest ever) comprises much of that number, but other 
hostile bids reached US$150.8 billion so far this year, while 
they were only US$70.6 billion for all of last year (although 
US$377.4 billion in 2007). The value of bids made and 
withdrawn so far in 2014 (US$300.5 billion) has nearly 
doubled as compared to the same period in 2013 and is at 
the highest level since 2008. Even excluding Pfizer’s bid 
for AstraZeneca, the amount of withdrawn bids is about 
US$24.5 billion more so far this year than for all of 2013, 
according to the report. 

Vice Chancellor Laster indicates frustration with 
bankers led to Del Monte decision. At the Bloomberg BNA 
Delaware corporate litigation seminar in early June, Vice 
Chancellor Laster, commenting on his controversial 2011 Del 
Monte decision, said: “I wouldn’t do anything differently in 
that case. I would do it the same way again.” In Del Monte, 
the Vice Chancellor held that Barclays PLC had “secretly 
and selfishly manipulated” the sale of Del Monte Foods Co. 
to the buy-side private equity group to which Barclays was 
providing financing. The Del Monte decision, the first to 
impose a remedy for banker conflicts of interest in an M&A 
transaction, was followed by a number of recent decisions 
that have increased the scrutiny on bankers in these 
transactions—including the court’s December 2013 decision 
in In re Rural Metro Shareholders Litigation, in which the 
banker was found to have liability for aiding and abetting 
the target board’s breaches of fiduciary duty, with the court 
having emphasized the banker’s undisclosed conflicts of 
interest. Expressing frustration that bankers had not paid 
attention to the court’s warnings, Laster said that the court 
had done much “lecturing and letting it go” before Del Monte. 
“At some point, if you keep saying to your kids, ‘Don’t do 
that,’ but you don’t impose a consequence, then they stop 
hearing you,” he said.

Second Circuit reverses refusal to approve SEC 
consent decree that did not include an admission of 
wrongdoing. In November 2011, NY District Court Judge 
Jed Rakoff refused to approve a US$285 million negotiated 
SEC settlement agreement with Citigroup, largely because 
the SEC had not established the truth of the allegations 
against Citigroup before entering the settlement and the 
settlement agreement included standard language that 
avoided any admission of wrongdoing by Citigroup. In 
March 2012, the Second Circuit Court of Appeals stayed the 
district court order pending appeal. In a unanimous opinion 
issued June 4, the Second Circuit, in US SEC v. Citigroup 
Global Markets, as expected, reversed the district court, 
stating that while trials are about the truth, consent decrees 
represent a means to manage risk and such “assessments 
are uniquely for the litigants to make.” The court also 
stated that the SEC is entitled to “significant deference” in 
determining how to best serve the interests of the public in 
resolving enforcement proceedings. The court ruled that 
district courts exceed their authority if they impose their own 
views about the adequacy of SEC settlements. Their role, 
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the court said, is simply to determine whether the settlement 
is “fair and reasonable, with the additional requirement ‘the 
public interest would not be disserved’ in the event that the 
consent decree includes injunctive relief.” The determination 
of “whether the settlement best serves the public interest, 
however, rests squarely with the SEC” and not with the 
court, the court said.  

Since the Second Circuit decision, the SEC Director of 
Enforcement has announced that the SEC will continue 
its recent policy of insisting on admissions in “appropriate 
cases.” Also since the decision, a New York federal judge 
approved a US$600 million no admit-no deny SEC insider 
trading settlement with affiliates of CR Intrinsic and SAC 
Capital Advisors that he had previously refused to approve 
because of concerns about the no admit-no deny policy. 
The judge noted his concern with the SEC’s rushing into 
settlements when there are parallel criminal proceedings 
pending. Here, he noted, the settlement had been reached 
before the CR portfolio manager’s criminal conviction and 
CR’s criminal guilty plea. His own delay in approving the 
settlement had served a purpose, he said, in that it had 
“called attention to the importance of more rigorous inquiry 
by the SEC in the application of ‘neither admit nor deny’ 
provisions in settlement agreements.” 

SEC comments on its examinations of private equity 
firms. In June, the co-head of the SEC unit that was created 
in April to oversee the examinations of newly registered 
private equity fund advisors commented at a conference 
on the need for more disclosure by private equity funds. 
His comments echoed the remarks in May of Andrew 
Bowden, Director of the SEC’s Office of Compliance 
Inspections and Examinations (OCIE), who delivered a 
speech entitled “Spreading Sunshine in Private Equity,” 
in which he discussed the Office’s almost completed 
review of the funds’ filings. Bowden had indicated that 
deficiencies relating to policies and disclosures about fees 
and expenses were found in more than half the filings 
reviewed. Key problem areas included fees and expenses 
paid by the fund or portfolio companies to consultants 
(sometimes called “operating partners”) providing services 
to portfolio companies that do not offset management fees 
and are not adequately disclosed; undisclosed monitoring 
fees collected by the advisor on early termination of its 
monitoring agreement with a portfolio company; undisclosed 
other administrative or transaction fees (for example, for 

recapitalizations) not provided for in the limited partnership 
agreement; and the undisclosed shifting of costs, from 
the advisor to the fund, that typically would be covered by 
the management fee (such as for back office compliance, 
general legal and accounting services, and reporting 
functions). Other common deficiencies related to valuation 
of portfolio companies (especially use of a valuation 
methodology different from the one disclosed to investors) 
and the terms of limited partnership agreements (that are 
ambiguous as to which fees and expenses are applicable to 
the advisor, the portfolio companies, and the investors; that 
do not clearly define the valuation procedures, investment 
strategies and protocols for addressing conflicts of interest 
in allocating investments and co-investments; and that 
include only broadly worded and vague monitoring rights 
for investors). Bowden also identified the OCIE’s view of 
areas that present a conflict of interest between advisors 
and investors, including so-called zombie advisors (who 
cannot raise additional funds but continue to manage legacy 
funds past their expected life in order to continue collecting 
fees) and advisors that are part of larger firms with lines of 
business that may create conflicts and compliance issues.

Private equity deals use high leverage despite 
regulatory guidelines. A Wall Street Journal article 
reported that Wall Street banks are financing more private 
equity takeovers with high levels of debt, despite guidance 
issued last year—by the Federal Reserve and Office of the 
Comptroller of the Currency in conjunction with the Federal 
Insurance Deposit Corp.—urging banks to reduce risky 
loans.  According to data from S&P Capital IQ LCD, 40% of 
US private equity deals so far in 2014 have used leverage 
above the regulators’ upper acceptable limit of six times 
earnings before EBITDA—the highest percentage since the 
pre-financial crisis peak of 52% in 2007. This type of lending 
virtually disappeared during the financial crisis, but has been 
increasing every year since 2009. Reportedly, there has 
been a high degree of uncertainty among leveraged-finance 
bankers relating to the guidelines, including how to interpret 
them and how they will be applied in practice.

Private equity firms expand to new types of buyers 
for portfolio company sales. Private equity firms are 
increasingly turning to other private equity firms as buyers 
in portfolio company sales. (A recent example is KKR’s 
acquisition of Internet Brands from Hellman & Friedman and 
JMI Equity for a reported US$1.1 billion.) These so-called 
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“secondary exits” reflect the advantage private equity firms 
often have over strategic buyers given their record levels 
of available capital. A report by PitchBook, a private equity 
research firm, shows that, in the first quarter of 2014, about 
45.4% of total private equity firm portfolio sales were  
secondary exits, up from 39% for all of 2013, and 25%  
in 2009.  

Also of interest, in May, EQT Partners, a private equity firm, 
sold a portfolio company from one of its older funds to one 
of its own newer funds. Such a transaction raises issues 
about valuation when the two funds are not identical in the 
composition of their limited partners. In such a related-party 
transaction, the fund sponsor should consider obtaining an 
independent valuation of the portfolio company and, possibly, 
separate legal counsel for the two funds. In addition, the 
transaction typically would be subject to limited partner (or 
a limited partners’ advisory committee) approval under the 
limited partnership agreement with the funds’ sponsor.

Delaware Section 251(h) clarifications expected. Among 
other amendments to new Section 251(h) of the Delaware 
General Corporation Law (DGCL), to clarify issues that have 
arisen since its adoption last year, the Delaware Legislature 
is considering, and is expected to approve, an amendment 
that would eliminate the restriction against the use of Section 
251(h) by an “interested stockholder.” Section 251(h) 
generally allows an acquiror, who after consummation of 
a tender offer owns at least the percentage of the target’s 
stock that would be sufficient to approve a merger under the 
company’s charter and the DGCL, to effect a second-step 
short-form merger without a target shareholder vote.  
By its terms, however, Section 251(h) has not been available 
for transactions involving an acquiror that is an “interested 
stockholder” as defined in DGCL Section 203 (without 
taking into account the exceptions and exclusions to the 
definition included in Section 203). Practitioners have 
been concerned that the interested stockholder limitation 
in Section 251(h) likely prohibits tender and support 
agreements with shareholders holding collectively more 
than 15% of the target’s shares. Accordingly, most acquirors 
have been choosing to forego the security of tender and 
support agreements covering more than 15% of the target’s 
stock in favor of being able to effect a second-step short-
form merger under Section 251(h). If, as expected, the 
interested stockholder limitation is eliminated, there likely will 

be renewed interest in tender and support agreements, and 
more use of tender offers in going-private transactions.

Delaware Supreme Court holds directors may resign 
orally. The Delaware Supreme Court has upheld the 
Chancery Court’s ruling, in Biolase v. Oracle Partners 
(June 12), that a director’s resignation given only orally is 
effective. The court ruled that Delaware General Corporation 
Law Section 141(b)—which provides that a director “may 
resign any time upon notice given in writing or by electronic 
transmission to the corporation”—is merely permissive 
and does not require written notice for a resignation to be 
effective.

Delaware court grants summary judgment to directors 
in suit alleging unfairness to LPs.  In Allen v. El Paso 
Pipeline GP (June 12), the Court of Chancery granted 
summary judgment to the defendant directors (as well as the 
general partner and parent company) of El Paso Pipeline 
Partners LP in an investors’ suit alleging unfairness to 
the limited partners in a “drop down” acquisition from the 
parent company of the limited partnership’s general partner. 
The court reviewed the transaction based on the standard 
set forth in the limited partnership agreement relating to 
transactions involving a conflict of interest of the general 
partner—that is, whether the directors subjectively believed 
that they were acting in the limited partnership’s best 
interests. Although they may not have done a competent 
job, the court stated, the transaction was considered by a 
special conflict committee of the board as required under 
the limited partnership agreement, there was no evidence 
that the directors believed they were not proceeding in good 
faith, and there was evidence supporting that they were 
subjectively proceeding in good faith. The court refused to 
read into the partnership agreement terms, under an implied 
covenant of good faith theory, a duty of the general partner 
to disclose certain information to the conflicts committee. The 
court noted that the transaction did not harm the partnership 
and brought a benefit (although not as much of a benefit as 
could have been obtained). 

M&A Notes (continued from previous page)
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claim is that the defendants had consciously disregarded their known duties. A different standard applies, the court said, 
where, as in Howard-Anderson, the plaintiff’s claim is that the defendants were influenced by an improper motive—that is, that 
although they may have tried to fulfill their duties (had not “consciously disregarded” their duties), they were influenced in their 
decision-making by some motive other than trying to obtain the best price for shareholders. Where the plaintiff’s claim is based 
on improper motive by the defendants, the court said, the standard for bad faith is whether the defendants’ decisions were 
influenced by any improper motive, and directors and officers will face liability if their decisions in the sale process are found to 
have been unreasonable and they were influenced by any “non-stockholder related interest.” 

Thus, while previous cases have focused on whether directors and officers did or did not take actions to fulfill their 
responsibilities, the Court of Chancery in Howard-Anderson focused instead on whether directors’ and officers’ actions were 
motivated primarily by non-corporate concerns. Howard-Anderson is not inconsistent with the Lyondell line of cases, however, 
but broadens the focus from what actions directors and officers did or did not take to what thoughts were or were not in their 
minds at the time. In our view, the opinion must be read to include improper motive as a factor in establishing bad faith, but, 
importantly, in the context of the courts’ consistent view that it takes an “extreme set of facts” to establish a breach of the duty 
of loyalty.  

Material issues of fact as to whether decisions in the sale process fell outside the range of reasonableness. In Howard-
Anderson, in the context of a summary judgment proceeding—which requires that the evidence be viewed by the court in the 
light most favorable to the plaintiffs (the non-moving parties)—the court found that there were material issues of fact as to 
whether the officers and directors of Occam Networks Inc. (“Occam”) had made decisions during the process of selling the 
company that fell “outside the range of reasonableness.” Specifically, there was evidence that the officers and directors had 
favored the ultimately successful bidder (Calix Inc.) over a competing bidder (Adtran Inc., whose price was higher); had not 
“strenuously pursued” other logical potential bidders that had been identified; had given Adtran a seemingly unnecessary 24-
hour deadline to revise its bid; and had conducted a market check that did not name Occam, imposed a 24-hour deadline for 
proposals, and was conducted just before a major holiday weekend. The preference for Calix was exhibited by the defendants 
always responding promptly to Calix (while they delayed responding to Adtran) and meeting directly with Calix (while they sent 
the company’s bankers to meet with Adtran).  

The court noted that there was credible competing evidence that supported a finding that the board’s decisions had been 
reasonable, but that, at the summary judgment stage of the case, the court had to “grant the plaintiffs all reasonable 
inferences.” 

Outside directors had no improper motive.  Applying the broader standard for bad faith to the facts of the case, the court 
found no inference that the outside directors had acted with any improper motive. The court deemed all of the outside directors 
(that is, each director other than Howard-Anderson, who was also the CEO) to have been independent and disinterested. One 
of the directors was also a director of a hedge fund that had a significant investment in Occam. He had indicated to Calix that 
the fund wanted to “ride a different stock.” The court found that this director’s “multiple fiduciary duties” created no inference 
of possible improper motive because the fund’s interest was aligned with the other shareholders’ interests in wanting to obtain 
the best sale price. (Of course, the conclusion could have been different if the fund’s interest had diverged from the other 
shareholders’ interests.)  

Given that the outside directors did not act in bad faith, any breach of duty by them in connection with the sale process would 
be a breach of the duty of care, the court said. As Occam’s charter (as is typical) exculpated directors from liability for breaches 
of the duty of care, the directors would have no liability. Accordingly, the court granted them summary judgment on the plaintiffs’ 
sale process claims.

Delaware Decision Broadens Standard for Bad Faith in Sale Process—But, in Our View, 
Does Not Increase Potential Liablity for Directors and Officers  (continued from cover)

Delaware Decision Broadens Standard for Bad Faith in Sale Process—But, in Our View, 
Does Not Increase Potential Liability for Directors and Officers (continues on next page)
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Delaware Decision Broadens Standard for Bad Faith in Sale Process—But, in Our View, 
Does Not Increase Potential Liability for Directors and Officers  (continued from cover)

Officers may have had improper motive.  The court found a reasonable inference that the Occam officers may have had an 
improper motive, however. Unlike Adtran, Calix had indicated its willingness to honor Howard-Anderson’s change-in-control 
benefits (such as severance and other relatively standard benefits). The court deemed Howard-Anderson to be self-interested 
“in the traditional sense”—in that he personally stood to receive benefits from the merger with Calix that other shareholders 
would not share. The court found that Howard-Anderson’s persistent attentiveness to Calix throughout the sale process (while 
he delayed responding to Adtran and gave Adtran the impression that Occam was not interested in a transaction with Adtran) 
supported an inference that he was motivated by his own self-interest. The court applied the same analysis to the Occam CFO 
(who was not a director).  

As officers are not exculpated for any breach of duty (whether the duty of care or the duty of loyalty), and it was possible that 
the officers had been influenced by a motive other than obtaining the price for shareholders, the court did not grant the officers 
summary judgment on the sale process claims.

Disclosure claims survive.  The plaintiffs also claimed breaches of the duty of disclosure based on the omission from the proxy 
statement of certain internal company projections (that would have made the alternative of the company remaining independent 
look more attractive) and certain facts about the nature of the sale process (that suggested that Calix had been the favored 
bidder from the outset). The court found that the plaintiffs had cited sufficient evidence that the projections should have been 
disclosed, as they had been reviewed and adjusted by management (in coordination with the company’s financial advisor), 
possibly had been furnished to the financial advisor for purposes of the fairness opinion (although the advisor later had been 
instructed to disregard them), and possibly had been provided to the Occam board (although the defendants denied that they had 
been). The court also found evidence that the description of the sale process was lacking, in that it read like a “sales document” 
rather than “a fair and balanced factual description of the events.” In particular, the court pointed to the inadequacy of disclosure 
of details about the early contacts between Occam and Calix, a misleading portrayal of Adtran as unresponsive in the sale 
process, and the failure to disclose that it was the Occam board that had insisted on the market check being limited to 24 hours.

Noting that issues of fact would have to be resolved at trial before it could be determined whether the disclosure violations 
were breaches of the duty of care or the duty of loyalty, and that it therefore was not possible to determine that the director-
defendants would be exculpated from liability under the company’s charter, the court refused summary judgment for all the 
defendants on the disclosure claims. The court also rejected defendants’ argument that there would be no remedy for disclosure 
breaches as the transaction had closed, stating that quasi-appraisal remedies would be available. Notably, the court suggested 
that the merger likely would have been reviewed under the business judgment rule if there had been no questions as the 
adequacy of the disclosure (and thus the adequacy of the shareholder vote).

Significance of the decision
 Does the court’s broader bad faith standard increase potential personal liability for directors and officers?  In 

our view, no. The focus on motivation for directors’ and officers’ actions, as opposed to the courts’ previous focus on what 
actions were  taken, must be read in the context of the courts’ consistent view that it takes an “extreme set of facts” to 
establish a breach of the duty of loyalty. Notably, the foundation for the inquiry into whether there was a personal interest 
was the directors’ and officers’ apparent strong preference for one bidder over another without an apparent rational 
corporate-based explanation for the preference. The only interest the court ultimately credited as having the potential to 
explain the preference was a tangible personal financial interest of the officers. Thus, the decision, while applying a broader 
bad faith standard, in its application of the facts underscores the court’s basic approach that only an extreme set of facts will 
establish a breach of the duty of loyalty. 

 Dismissal at pleading stage may be more difficult. While it remains to be seen how the court will attempt to establish 
what was in the minds of officers and directors, whether what was in their minds affected their decision-making, certainly, 
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a pristine process will be compelling evidence against a notion that directors or officers had non-corporate interests that 
likely affected their decisions. Nonetheless, it may be difficult for defendants to obtain dismissal at the pleadings stage of 
litigation—particularly in the case of officers, who, unlike directors, are not exculpated for breaches of the duty of care, so a 
credible allegation of any possible breach may require further investigation.

 Continued focus on conflicts.  The decision underscores the court’s continued focus on conflicts of interest in strategic 
transactions. The court’s analysis highlights the importance of a robust sale process free of conflicts of interest and 
preferences for one bidder over others unless there is a valid reason that has been appropriately considered. 

 Sale process reasonableness continues to depend on totality of the circumstances (including the banker’s actions.)  
The court viewed the totality of the circumstances surrounding Occam’s sale process in making its findings and emphasized 
the long-standing view that there is no one way to conduct a sale process. In determining that there were material issues 
of fact as to whether the directors’ and officers’ decisions in the sale process fell outside the range of reasonableness, the 
court noted not only the officers’ and directors’ problematic actions described above, but also actions by the company’s 
investment banker that the court found troubling. These included the banker’s having characterized the Adtran bid to the 
board as “equivalent [to the Calix bid]... for illustrative purposes” while never indicating that Adtran’s all-cash bid was in 
fact 11% higher; having used public revenue projections for its valuation rather than the company’s internal projections that 
would have made the Calix bid look less attractive as compared to the alternative of the company’s remaining independent; 
and having not discussed with the board that five of the seven parties contacted in the market check had indicated that they 
would be interested but that they could not respond in the 24-hour timeframe. 

 Disclosure allegations block application of business judgment rule.  The court indicated that the business judgment 
standard of review likely would have applied if the plaintiffs had not pleaded issues about the adequacy of the proxy 
disclosure. The court’s observation undermines the view of many practitioners that the Delaware Supreme Court’s MFW 
decision was a “game-changer.” (See our Memorandum “Practical Impact of Delaware Supreme Court’s New Standard of 
Review for Controlling Stockholder Transactions May be Limited: Kahn v. M&F Worldwide Corp.,” where we note that any 
alleged disclosure violation that withstands discovery will render the business judgment standard inapplicable, significantly 
limiting the practical impact of MFW.) Certainly, Howard-Anderson underscores the need for careful board review of the 
proxy statement to try to ensure adequate disclosure. 

Delaware Decision Broadens Standard for Bad Faith in Sale Process—But, in Our View, 
Does Not Increase Potential Liability for Directors and Officers (continued from previous page)

Perspective on Appraisal Arbitrage—and a Look at Delaware’s Most Recent  
Appraisal Cases (continued from page 5)

This Quarter’s Delaware Appraisal Cases. 

Court declines to use merger price as a basis for determining fair value: Laidler v. Hesco (May 12; June 25). Vice 
Chancellor Glasscock declined to use the merger price as a basis for determining “fair value” in an appraisal proceeding. 
Glasscock had recently decided, in Huff v. CKx (November 2013), in a departure from recent Delaware court practice, to 
use the merger price as the basis for determining appraised fair value. In Hesco, Glassock distinguished CKx, emphasizing 
that the CKx transaction had been fully arm’s length, there was a competitive auction, and the court had determined that no 
other financial analysis to determine fair value was available because of the high degree of unreliability of management’s 
projections. The merger in Hesco, however—where the 90% parent “itself decided the price” to pay to the sole remaining 
minority shareholder of its subsidiary in a short-form merger—was “nothing like” the arm’s length competitive auction process 
pursuant to which the merger price was determined (and then approved by a minority shareholder vote) in CKx.  

Perspective on Appraisal Arbitrage—and a Look at Delaware’s  
Most Recent Appraisal Cases (continues on next page)
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With the facts of the CKx transaction at one extreme with respect to process protections and those of Hesco at the other 
extreme, it remains unclear whether, and to what extent, the court will be inclined to use a merger price as the basis for 
appraised fair value in the context of an arm’s length transaction where other financial analyses are available (or, where they are 
not available and there has been a market check but the market check was less than perfect).

 Also of interest, in Hesco, the court adopted, for the first time, a direct capitalization of cash flow (DCCF) methodology for 
determining fair value (rather than the discounted cash flow (DCF) method usually used by the court). Both parties’ experts 
had agreed that DCCF was the most appropriate methodology in this case because of management’s never having made cash 
flow projections in the ordinary course of its business, together with the uncertain nature of the company’s future revenue (due 
to its standing to lose the patent on its primary product and the unusual nature of its business in which its primary product is 
purchased only in anticipation of or after major natural disasters). DCCF differs from DCF in that DCF projects cash flows over 
a horizon period and estimates a terminal value at which cash flows can be valued in perpetuity, and then discounts to present 
value those cash flows over multiple periods; while DCCF estimates a normalized level of cash flows in perpetuity and divides 
those cash flows by a capitalization rate to estimate the present value of the business. In Hesco, the merger price offered to the 
dissenting shareholder had been US$207 per share; petitioner’s and respondent’s experts, both using the DCCF methodology, 
had determined fair values of US$515 and US$250, respectively; and the court determined fair value to be US$387.  

Voting issues cloud appraisal rights. Merion Capital/Ancestry.com and Merion Capital/Dole Food (both proceedings are 
pending). Merion Capital, a hedge fund that focuses on appraisal arbitrage, is seeking appraisal of the Ancestry.com shares it 
purchased after Ancestry.com was acquired by an investor group led by private equity firm Permira, and the Dole Food shares 
it acquired just before the Dole management buyout. An issue in both proceedings is that it is only shares that do not vote for 
a merger that are entitled to appraisal. It can be difficult to establish how shares have been voted in two situations: first, if the 
shares are held in street name, in which case they are voted in the aggregate by the depositary (albeit in accordance with 
instructions from the beneficial owners); and second, if the shares are acquired after the record date for the merger and so were 
voted by the previous owner. 

The Delaware Supreme Court, in its 2007 Transkaryotic decision, established that, as shares held in street name are voted 
in the aggregate without attribution to the beneficial owners, street shares would be entitled to appraisal rights so long as the 
total number of street shares seeking appraisal did not exceed the total number of shares that the depositary voted against 
the merger. In Ancestry, Merion acquired the shares after the record date for the merger and did not know how they had been 
voted.  As the shares are held in street name, Merion has assumed that Transkaryotic would apply. Ancestry has argued, 
however, in a brief filed in May, that, since the law changed after Transkaryotic to permit beneficial holders (and not just record 
holders) to assert appraisal rights, the beneficial owner (and not only the record holder) now has the statutory obligation to show 
how its shares were voted.  

The issue that has arisen in the Dole proceeding is that more shares are seeking appraisal than have voted against the merger.

It is not known how the court will view these issues. Their resolution may significantly affect shareholders’ ability to seek 
appraisal—especially activist shareholders and hedge funds that engage in appraisal arbitrage (and so often buy shares after 
the record date). 

(This article will appear in expanded form in the 2014 Supplement to Takeover Defense: Mergers and Acquisitions,  
by Arthur Fleischer, Jr. and Alexander R. Sussman, of this Firm, Aspen Publishers, publication forthcoming. Portions of this 
article will appear in Lexis Practice Advisor; reproduced with the permission of Matthew Bender & Company, Inc., a member of 
the LexisNexis Group of companies.) 

Perspective on Appraisal Arbitrage—and a Look at Delaware’s Most Recent  
Appraisal Cases (continued from previous page)
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stock to Pershing Square at a 15% discount to the then market price, presumably Valeant had the wherewithal to arrange 
financing on its own in the context of its over US$50 billion acquisition bid. The terms of more traditional financing certainly would 
have been more favorable than the cost to Valeant of the collaboration with Pershing Square. In any event, the downside risk 
on an equity stake should be quite low, as once a credible bid for a target company is made by an acquiror who is prepared to 
proceed on a hostile basis (unlike the recent case of the Pfizer bid for AstraZeneca), the likelihood is high that the target will 
ultimately enhance value for its shareholders.

The involvement of a committed activist investor may well increase the credibility of and momentum for a bid. Before the Pershing 
Square-Valeant collaboration, Valeant had been trying for a year, to no avail, to persuade Allergan to enter discussions about 
a combination.  Yet, instantaneously on announcement of the collaboration and the bid, the pressure on Allergan increased. 
The activist’s presence may also tend to discourage competing bids, as companies may not want to antagonize the activist. 
However, the announcement of Valeant’s bid for Allergan itself (particularly if combined with a significant pre-announcement 
stake in Allergan), even without the presence of the activist, would have changed the dynamics for Valeant. At the end of June, 
the Paulson & Co. hedge fund announced that it had acquired a large equity stake in Allergan and Valeant publicly expressed 
gratification for the “support.” However, one may question how much additional benefit is provided by the presence of the activist 
collaborator, when arbitrageurs and activists in any event will accumulate the target company’s stock after announcement of a 
credible bid and pressure the target company to generate value for the shareholders. Further, it is not clear that a competing 
bidder with a credible alternative transaction would be dissuaded by the presence of an activist collaborator since the target’s 
shareholders generally, and even the activist collaborator itself, will prefer the competing bid so long as it is superior.

Pershing Square’s commitment to hold a significant amount of the resulting company’s stock for a year if the Valeant bid for 
Allergan succeeds may be viewed as a benefit for the resulting company. Many may view the inclusion of a value-focused activist 
investor as a major shareholder as additional impetus for value creation for shareholders after the acquisition is consummated. On 
the other hand, many may view the presence of an aggressive activist investor, who has not agreed to any standstill with respect 
to the resulting company, as a potentially destabilizing influence, putting the activist in a position to influence the company’s taking 
actions that will benefit the activist, potentially at the expense of the other shareholders. While Pershing Square may have no such 
intentions, and while one presumes that most activists will not want to develop a reputation for using their influence for short-term 
self-interested gain at the expense of the other shareholders, the potential for problematic motives and actions presents a risk that 
must be considered.

Go-it-alone alternatives potentially providing the same benefit.  An alternative to this activist-bidder collaboration model 
that bidders may want to consider is to acquire the pre-announcement equity stake for their own account, and then to determine 
sometime after announcement of their acquisition proposal whether to collaborate with one or more activists for support. The 
decision then would be made after the bidder has more knowledge about the HSR timing, the target’s reaction, the emergence 
of other bidders, and so forth. Armed with the gain on the pre-announcement equity stake that arises from announcement of its 
proposal, if the bidder then believed that collaboration with an activist would be to its advantage, the bidder would be in a position 
to make very appealing offers to activists that might well not need to be as much as the 85% share of the gain on the Allergan 
equity stake in effect paid by Valeant to Pershing Square (or, indeed, the bidder could use the gain to increase its deal price). 
(Another potential alternative is the acquisition by the bidder, acting alone, of options coupled (if possible) with some contractual 
right to direct the vote on the underlying shares. Depending on the structure and terms of the voting arrangement, the acquisition 
should not be subject to HSR clearance.) 

Conflicts of interest as between the activist and the bidder.  Notably, there are significant conflicts of interest as between the 
activist and the bidder in the Pershing Square-Valeant model. For example, most fundamentally, the bidder’s objective is to buy 
the target company, while the activist’s objective is best achieved if a competing offer at a higher price succeeds instead. A bidder 
may have concerns about partnering with a party whose interest is so clearly not aligned with the bid it is supposedly supporting. 
Also, the activist’s interest is in acquiring the largest possible pre-announcement equity stake (since that is what will maximize 

Shareholder Activism: In-Depth Review—Will the Pershing Square-Valeant Collaboration 
Model be Followed? (continued from page 13)
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the activist’s profit), while the bidder may have reasons to prefer a smaller pre-announcement acquisition program (for example, 
to lower the cost of the equity stake, to prevent the buying program from bidding up the target company stock price prior to 
announcement of the bid, or to preserve more confidentiality). Note that, with a 15% interest in the upside economic potential of 
the pre-announcement stake, Valeant could have achieved the same economic result had it bought for its own account a stake 
as small as 1.5%. Note also that conflict was apparent when the Valeant CEO, after having increased the offer price, publicly 
announced that he would not overpay for Allergan and would not be making further increases, but the next day increased the 
offer price again, with press reports indicating that Ackman had insisted on the increase.

Possible impetus for regulatory and other changes that could limit future use of the model.  The Pershing Square-Valeant 
model, by eluding disclosure requirements and market trading restrictions, may provide further impetus to the SEC to implement 
certain regulatory changes that have been under consideration for some time, with corporations generally having favored the 
changes and activist investors generally having advocated against them—including a shortening of the Schedule 13D filing 
window period and expansion of the applicability of SEC Rule 14e-3 to cover acquisition structures beyond tender and exchange 
offers. In addition, a legislative amendment to HSR—requiring options and other derivatives to be considered in the calculation 
of an interest in voting stock when the derivatives are purchased as part of an effort to obtain control—may find traction as 
a result of the Pershing Square-Valeant model. Finally, companies may turn to self-help measures such as the “window-
closing shareholder rights plan” that was designed by this firm (see our Memorandum entitled “The Window Closing Pill – One 
Response to Stealth Stock Acquisitions,” by Peter Golden.) This shareholder rights plan would be triggered by the acquisition of 
5% or more of a company’s stock if at the time the acquiror crossed the 5% threshold it did not file a Schedule 13D, even if by 
law the Schedule 13D did not have to be filed until a later time—in effect closing the ten-day filing window period. While proxy 
advisory firms and activist investors have not favored rights plans generally and have convinced companies to terminate them or 
not to adopt them, companies (and potentially others) may view the window-closing rights plan differently in light of the Pershing 
Square-Valeant experience.

Conclusion.  While there is an advantage to a “coming out all guns blazing” approach when making an unsolicited acquisition 
proposal, the net benefits to a bidder of an upfront collaboration with an activist shareholder will depend on the circumstances 
and the terms of the collaboration. Ultimately, the questions in each case will be: does the collaboration increase the likelihood of 
the bidder’s deal getting done; if so, at what cost; and how did the alternative ways the bidder could have proceeded compare? 
Fundamentally, if a credible bid is made (and there is no compelling alternative), generally it should be likely that the deal gets 
done, with or without the activist’s participation. If a bid is made that is not credible (or a competing bid is made that is more 
compelling), then it should be likely that a deal does not get done, with or without the activist’s participation.  

So far, the Pershing Square-Valeant bid for Allergan has transpired in a relatively traditional way. The target rejected the 
acquisition proposal because it undervalues the company; challenged the bidder’s previous acquisition results, management 
team, and business model; emphasized the value of its stand-alone strategy; and adopted a poison pill that effectively caps 
the Pershing Square-Valeant equity stake at about 10%. The bidder has increased its offering price twice so far; challenged 
the target’s leadership and strategic direction; encouraged shareholders to pressure the board to negotiate; and commenced a 
proxy contest. The only novel move by Pershing Square has been an announcement that Ackman would seek to meet with other 
Allergan shareholders to obtain their views about the bid and whether the board should begin to negotiate with Valeant. The idea 
was quickly retracted when other shareholders were concerned that the meeting risked the shareholders being deemed to be 
acting as a group. Pershing Square commenced litigation for a declaratory judgment on the issue, which has now been settled, 
permitting Pershing Square to proceed to try to call the special meeting. Whether the special meeting will be instrumental in 
moving the bid forward remains to be seen. 

Thus, the incremental advantage that Pershing Square’s involvement may ultimately provide for the bid is, at this point, 
uncertain. The potential advantage of the model for any other acquisition bid will have to be evaluated in each case and will vary 
with the circumstances. 

(Portions of this article will appear in the 2014 Supplement to Takeover Defense: Mergers and Acquisitions; as well as in Lexis 
Practice Advisor. See page 21 for more details.) 

Shareholder Activism: In-Depth Review—Will the Pershing Square-Valeant Collaboration 
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