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The Delaware Supreme Court recently
was asked to consider whether the Court
of Chancery properly determined that a se-
ries of four divestitures—taking place over
the course of seven years along with vari-
ous asset acquisitions and swaps—should
be aggregated for purposes of determining
whether a corporation had sold “substan-
tially all of its assets” under a bond inden-
ture’s successor obligor provision.! While
affirming the Court of Chancery’s conclu-
sion that the four divestitures were not suf-
ficiently connected to warrant aggregation,
the Supreme Court also found that the
Court of Chancery’s adoption of the “step-
transaction doctrine” as an analytical tool
for determining whether a series of trans-
actions should be aggregated for purposes
of a successor obligor provision was not
necessary, limiting the precedential impact

of the Court of Chancery’s decision.” The
Supreme Court also took the opportunity
to provide some useful guidance concern-
ing the interpretation of so-called “boiler-
plate” language when used in a bond in-
denture.
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From the EDITOR

An Antitrust Autumn

In contrast to the relatively quiet past decade,
when there were few government lawsuits that
sought to block proposed mergers, the next six
months will be a series of potentially decisive
battles.

The U.S. Department of Justice’s lawsuit chal-
lenging the proposed $39 billion merger of
AT&T Inc. and T-Mobile USA Inc. is one of the
biggest antitrust stories of the year. The DOJ is
looking to block a deal that would unite the sec-
ond- and fourth-largest cellphone providers in
the U.S., with the DO]J arguing that the merger,
if approved, could raise prices and could hamper
innovation in the sector. The DOJ has described
AT&T’s target T-Mobile as a “maverick” that has
helped spur competition and kept down pricing
in the cellphone industry. DO]J officials reportedly
have scoured thousands of internal documents in
the hopes of finding emails and marketing tools
to show that AT&T has considered T-Mobile a
major competitor in the past.

There seems little chance of a settlement be-
forehand, with a trial provisionally set to begin
on February 13, 2012 (AT&T competitors Sprint
Nextel Corp. and Cellular South have also sued
AT&T in the U.S. District Court for the District
of Columbia over the proposed deal). Expected to
head the DOJ’s case are deputy attorney general
Joseph Wayland and Claude Scott, who spear-
headed the government’s unsuccessful attempt to
block the Oracle Corp./PeopleSoft merger. The
DQJ is also reportedly hiring Glenn D. Pomer-
antz, a partner in the Los Angeles office of Mung-
er, Tolles & Olson. AT&T is reportedly building
a defense led by its general counsel Wayne Watts.

The court’s decision may come down to the na-
tional vs. local implications of the deal: while the
merger reduces the number of national cellphone

companies to two, AT&T is expected to argue
that competition remains plentiful at the local
level. However, the DO]J’s 21-page complaint is
focused on the implications for national, rather
than local, competition, which means trouble for
AT&T. Mark Ostrau, a partner with Fenwick &
West, told the Wall Street Journal that AT&T
likely could have resolved concerns about its local
market impact by divesting customers, spectrum
and other assets in regions where it would have
acquired a large market share via T-Mobile. But
crafting an all-purpose remedy for the national
market is a far different story.

Before its showdown with AT&T, however, the
DOJ has been fighting to prevent H&R Block Inc.
from buying 2ss Holdings Inc., the maker of Tax-
ACT products, a merger that “totally lacks any
redeeming features,” Wayland said in his closing
arguments in early October. U.S. District Judge
Beryl Howell in Washington is expected to rule
on the case by the end of the month.

While of lesser scope than AT&T/T-Mobile, the
H&R Block case is crucial for the DOJ. It’s the
DQJ’s first merger trial in seven years, and a loss
in court here could set a troubling precedent for
its upcoming fight with AT&T, analysts and law-
yers said. And regardless of what happens with
H&R Block, the AT&T case will likely take a
number of unexpected twists before the trial be-
gins next year.

CHRIS O'LEARY
MANAGING EDITOR
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CONTINUED FROM PAGE 1

Background

Liberty Media Corporation, led by cable TV
giant John Malone, is a major distributor of
entertainment, sports and other television pro-
gramming. Liberty was created in 1991 by Tele-
Communications, Inc. in reaction to a threat by
federal regulators to separate its programming
assets from its cable systems. After a series of cor-
porate transactions engineered by Malone, Lib-
erty emerged in August 2001 as an independent,
publicly-traded corporation.

At that time, Liberty held assets characterized
by the Court of Chancery as “a ‘fruit salad’ of
assets, consisting mainly of minority equity posi-
tions in public and private entities.” In addition,
Liberty was party to an indenture for outstand-
ing bonds containing a “successor obligor provi-
sion.” This provision prohibited Liberty “from
selling, transferring, or otherwise disposing of
‘substantially all’ of its assets unless the entity to
which the assets are transferred assumes Liberty’s
obligations under the indenture....” Notably, the
bond indenture, which is governed by New York
law, does not define the term “substantially all.”

Because many of Liberty’s assets were minority
investments that did not generate cash flow, Lib-
erty management sought to acquire controlling
interests in those businesses. If the path to control
was blocked, management would “evaluate] | all
possible alternatives for the asset.” In furtherance
of this strategy, Liberty “engaged regularly in ac-
quisitions, dispositions, [and] complex swaps,” as
well as the following dispositive transactions:

1. LMI: In 2004, management engineered the
spinoff to Liberty stockholders of a subsid-
iary, Liberty Media International, Inc., which
held Liberty’s international cable businesses
in Europe, Latin America and Japan. This
transaction removed $11.79 billion in assets
from Liberty’s balance sheet, representing
19% of Liberty’s book value as of March 31,
2004.

2. Discovery: In 2005, Liberty dividended to
stockholders its minority interest in the joint
venture that owns the Discovery cable chan-
nel. This transaction removed $5.825 billion
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in assets from Liberty’s balance sheet, rep-
resenting 10% of Liberty’s book value as of
March 31, 2004.

3. LEI: In 2009, Liberty split off its interest in
DirectTV (as well as certain other businesses)
into a new entity called Liberty Entertain-
ment, Inc. (“LEI”). This transaction removed
$14.2 billion in assets from Liberty’s balance
sheet, representing 23% of Liberty’s book
value as of March 31, 2004.

4. Capital Splitoff: Finally, in June 2010, Lib-
erty announced the “Capital Splitoff,” pursu-
ant to which it would split off its Capital and
Starz Groups into a new public entity. This
proposed transaction would remove $9.1 bil-
lion in assets from Liberty’s balance sheet,
representing 15% of Liberty’s total assets as

of March 31, 2004.

After learning of the Capital Splitoff, a lawyer
acting for an anonymous bondholder sent a letter
to Liberty claiming that it was pursuing “a ‘dis-
aggregation strategy’ designed to remove assets
from the corporate structure against which the
bondholders have claims and shift the assets into
the hands of Liberty’s stockholders.” Completion
of the Capital Splitoff, the letter asserted, would
result in a sale by Liberty of “substantially all of
its assets.” Accordingly, unless Liberty simultane-
ously arranged for the various successor entities
to assume its obligations under the bond inden-
ture, Liberty would be in violation of the bond
indenture’s successor obligor provision. On this
basis, the lawyer’s letter threatened Liberty with a
declaration of an event of default under the bond
indenture.

Faced with this threat, Liberty sought declara-
tory and injunctive relief in the Court of Chancery
against Bank of New York Mellon in its capacity
as Trustee under the bond indenture.

The Court of Chancery Decision

Aggregating Transactions: Sharon Steel

The Court of Chancery recognized that the
“threshold question is. . .whether the Capital Spli-
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toff should be aggregated with the prior spinoffs
of LMI and Discovery and the splitoff of LEL”
To address this question, the Court of Chancery
considered the Second Circuit’s decision in Sha-
ron Steel Corp. v. Chase Manhattan Bank, N.A.,?
which the Court of Chancery characterized as
“the leading decision on aggregating transactions
for purposes of a ‘substantially all’ analysis.”

In Sharon Steel, the Second Circuit was con-
fronted with a debtor corporation that trans-
ferred assets to multiple purchasers, including
Sharon Steel, pursuant to a plan of liquidation.
Sharon Steel asserted that it had acquired “all or
substantially all” of the debtor corporation’s as-
sets and therefore was entitled to be recognized as
the successor obligor under the indenture. Under
the successor obligor provision contained in the
debtor corporation’s bond indenture, a successor
could assume the debtor corporation’s obliga-
tions only if the corporation was selling “all or
substantially all” of its assets in the transaction.
Certain debenture holders, however, claimed that
the assets sold to Sharon Steel did not constitute
“substantially all” of the debtor’s assets and,
therefore, the debtor was in default under the in-
denture. Focusing on the fact that the individual
asset sales were carried out in furtherance of for-
mal plan of liquidation, the Second Circuit de-
clared that the assets transferred to Sharon Steel
had to be measured against the totality of assets
owned at the inception of the plan of liquidation.
On this basis, the Second Circuit ruled that Sha-
ron Steel was not entitled to assume the debtor’s
indenture obligations.

From the Court of Chancery’s point of view,
based on Sharon Steel, the independent trans-
actions engaged in by Liberty over a seven-year
period—and not pursuant to a specific plan—
should not be aggregated.

Step-Transaction Doctrine: Noddings

While acknowledging that “[c]ourts applying
New York law have recognized that, under ap-
propriate circumstances, multiple transactions
can be considered together when determining
whether a transaction constitutes a sale of all
or substantially all of a corporation’s assets,”
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the Court of Chancery observed that “[n]one of
these sources...has articulated a clear standard
for determining when transactions should be ag-
gregated.” Accordingly, the Court of Chancery
applied “doctrinal hindsight” to add a “second
layer of analysis”: the step-transaction doctrine
articulated by the Court of Chancery in Noddings
Investment Group, Inc. v. Capstar Communica-
tions, Inc.,* 17 years after Sharon Steel.

Under Noddings, the Court of Chancery ex-
plained, the various “steps” in a series of formally
separate but related transactions will be treated
as a single transaction if any one of the following
tests is satisfied:

1. Under the “end result test,” the doctrine will
be invoked “if it appears that a series of sepa-
rate transactions were prearranged parts of
what was a single transaction, cast from the
outset to achieve the ultimate result.”

2. Under the “interdependence test,” separate
transactions will be treated as one if “the
steps are so interdependent that the legal rela-
tions created by one transaction would have
been fruitless without a completion of the se-
ries.”

«

3. The “binding commitment test” requires “a
series of transactions [to be] combined only
if, at the time the first step is entered into,
there was a binding commitment to under-
take the later steps.”

Employing each of the “three lenses of the step-
transaction doctrine...as a doctrinal tool” to bring
the picture created by the evidence at trial “into
sharper focus,” the Court of Chancery saw no ba-
sis to support invocation of the step-transaction
doctrine to Liberty’s four dispositive transactions.

The Supreme Court's Analysis

Trustee's Arguments on Appeal

The Trustee appealed to the Delaware Supreme
Court, challenging not only the Court of Chan-
cery’s conclusion that the transactions should not
be aggregated under Sharon Steel, but also its use
of the step-transaction doctrine as an analytical
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tool in this context. Specifically, the Trustee com-
plained that the Court of Chancery’s “adoption
of the legally irrelevant step-transaction doctrine
is...inconsistent with the Indenture’s actual lan-
guage, which forbids disposition of substantially
all of Liberty’s assets through a ‘series of trans-
actions.”” In the Trustee’s view, “there is no evi-
dence indicating that the parties intended to in-
corporate the step-transaction doctrine into the
Successor Obligor Provision... .” The Trustee
asserted, moreover, that “even if Sharon Steel fits
within [the step-transaction framework], it does
not follow that the Second Circuit intended to ap-
ply a step-transaction requirement for aggregat-
ing transactions under an indenture.”

Court of Chancery Correctly Applied
Sharon Steel

At the outset, the Supreme Court agreed with
the Court of Chancery’s framing of the threshold
issue,’ as well as its reliance on Sharon Steel and
acknowledgement that “as a theoretical matter, a
series of transactions can be aggregated for pur-
poses of a ‘substantially all’ analysis.” Next, the
Supreme Court affirmed the Court of Chancery’s
application of the Sharon Steel principles to the
Liberty divestitures, noting that “the Court of
Chancery carefully assessed whether the trial evi-
dence demonstrated that Liberty had developed a
plan or scheme to dispose of its assets piecemeal
with a goal of liquidating nearly all its assets...”
Crediting the Court of Chancery’s conclusion that
the evidence at trial did not establish a plan on the
part of Liberty to engage in a series of distribu-
tions that would evade the bondholders’ claim,
the Supreme Court upheld the Court of Chan-
cery’s “legal conclusion rest[ing] on its factual
finding that aggregating the four transactions is
not warranted because each transaction was the
result of a discrete, context-based decision and
not as part of an overall plan to deplete Liberty’s
asset base over time.”

In so ruling, the Supreme Court emphasized
that the Second Circuit had been careful to distin-
guish the “piecemeal liquidation” at issue in Sha-
ron Steel from situations in which a corporation
disposes of assets over time and “not as a part
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of a preconceived plan of liquidation.” Echoing
this distinction, the Supreme Court observed that
a “sale in the absence of a plan to liquidate is un-
dertaken because the directors expect the sale to
strengthen the corporation as a going concern.”
It then noted that “where assets are not piece-
meal components of an otherwise integrated, pre-
established plan to liquidate or dispose of nearly
all assets, and where each such transaction stands
on its own merits without reference to another,
courts have declined to aggregate for purposes of

a ‘substantially all’ analysis.”

Application of Step-Transaction
Doctrine Not Necessary

The Supreme Court was not prepared, how-
ever, to support the Court of Chancery’s “second
layer of analysis” incorporating the Noddings
step-transaction doctrine. Rather, the Supreme
Court noted that the Court of Chancery should
have ended its analysis when it determined that
Liberty’s various dispositive transactions should
not be aggregated under Sharon Steel. In light
of the “near absence of any authoritative New
York case law,” the Supreme Court concluded
that “the principles articulated in Sharon Steel
are the proper basis for determining, under New
York law, the nature and degree of interrelation-
ship that will warrant aggregation of otherwise
separate and individual transactions as a part of
a ‘series.””

On this basis, the Supreme Court concluded
that it was unnecessary for it to decide whether
a New York court would adopt the step-transac-
tion doctrine to determine whether to aggregate
a series of transactions in a “substantially all”
analysis. “Given the Court of Chancery’s factual
findings,” the Supreme Court explained, “even
if the Court of Chancery had not utilized ‘[t]he
three lenses of the step-transaction doctrine,’” its
ultimate conclusion “would have been the same

under its independent reading of Sharon Steel.”
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“Market-Facilitating Boilerplate
Language” Requires “Uniform
Interpretation”

The Supreme Court’s opinion also provides im-
portant guidance concerning the interpretation
of so-called “boilerplate” language used in an in-
denture—in this case, the successor obligor provi-
sion. The Supreme Court explained that “[c]ourts
endeavor to apply the plain terms of such pro-
visions in a uniform manner to promote market
stability.” Under such circumstances, “courts will
not look to the intent of the parties, but rather the
accepted common purpose” of non-negotiated
boilerplate provisions.

With respect to the Liberty indenture’s succes-
sor obligor provision, the Supreme Court noted
that the indenture “was executed many years
after...Sharon Steel. There is no evidence that
the...language was included for any reason other
than to clarify that the Successor Obligor Provi-
sion should be interpreted in the same manner as
the one at issue in Sharon Steel.” The Supreme
Court also noted that “the Successor Obligor
Provision was never a subject of negotiations be-
tween the parties... .” Accordingly, the Supreme
Court pointed out that “[h]ad the parties to the
Indenture intended to create an asset disposition
covenant with a broader scope than the standard,
boilerplate successor obligor covenant, it was in-
cumbent upon them to include it in a separate,
negotiated covenant.” Quoting two commenta-
tors on the subject, the Supreme Court further
explained that if parties to an indenture intend to
change the meaning of a commonly used provi-
sions, such provision must “be not only explicit
but also distinct from boilerplate provisions.
Modifications to common indenture provisions
will unlikely yield additional rights as courts will
not look to the intent of the parties, but rather
the accepted common purpose of such provi-
sions.”® The reason for this seems straightfor-
ward enough: in the words of the Supreme Court,
“[i]t is important to the efficiency of capital mar-
kets that language routinely used in indentures be
accorded a consistent and uniform construction.”

Continuing with this theme, the Supreme Court
recognized that, if they so desired, the draft-
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ers of the Liberty indenture could have availed
themselves of “more rigorous model provisions
available that explicitly required consideration of
prior asset dispositions in determining the legal
effect of a later disposition of any substantial part
of an issuer’s assets.” The Liberty indenture con-
tained no such provisions, however. The Supreme
Court also referenced the Court of Chancery’s ob-
servations that the indenture contained “no cov-
enant ‘requiring Liberty to maintain a particular
credit rating, a minimum debt coverage ratio, or
a minimum asset-to-liability ratio,”” nor “any
provision directly addressing dividends and stock
repurchases, which are the corporate vehicles to
effectuate a spinoff (stock dividend) and a split-
off (stock redemption).” Given that “this Court
has consistently held that the rights of bondhold-
ers and other creditors are fixed by contract...,
it would be inconsistent with the concept of pri-
vate ordering to expand the scope of the Succes-
sor Obligor Provision by rewriting the Indenture
contract to include by implication additional pro-
tections for which the parties could have—but
did not—provide by way of a covenant separate
and apart from the boilerplate successor obligor
provision.”

Conclusion

The Supreme Court’s opinion in Liberty Media
provides helpful guidance to drafters of bond in-
dentures on several levels:

First, although the determination whether and
when separate corporate dispositions should be
aggregated for purposes of a successor obligor
provision is inherently fact-specific, it is clear that
the temporal proximity or similarity of the trans-
actions in question will not be determinative un-
der a Sharon Steel analysis.

Second, the Supreme Court rejected the Court
of Chancery’s attempt to impose a perhaps more
sophisticated doctrinal approach to the determi-
nation whether transactions of this nature should
be aggregated. Especially in view of the fact that
the Liberty indenture is governed by New York
law and the only precedent available was the Sec-
ond Circuit’s opinion in Sharon Steel, the Supreme
Court was not prepared to support the Court of
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Chancery’s incorporation of the step-transaction
doctrine into the analysis.

Third, the Liberty Media opinion reinforces
the proposition that non-negotiated boilerplate
indenture provisions will be given the accepted
meaning in the market. When it comes to inter-
preting such language, the actual words or the
intent of the parties appear to be of little signifi-
cance. Rather, they simply serve as a marker sig-
naling that the prevailing market meaning should
be applied, absent the negotiation of “explicit”
and, more importantly, “distinct” contractual
language that provides otherwise.

NOTES

1. Liberty Media Corp. v. Bank of New York
Mellon Trust Company, N.A.; C.A. No. 5702-VCL
(Del. Ch. Apr. 29, 2011).

2. Bank of New York Mellon Trust Company, N.A.
v. Liberty Media Corp.; No. 284, 2011, C.A. No
5702 (Del. Sup. Ct. Sept. 21, 2011).

3. 691 F.2d 1039 (2d. Cir. 1982).

Del. Ch. Mar. 24, 1999.

5. In framing the threshold question on appeal,
the Supreme Court noted that, “The answer...
involves the construction of a boilerplate
successor obligor provision in an indenture
governed by New York law.. The question
presented has not been addressed by the New
York Court of Appeals, nor, to our knowledge,
by any lower New York state court. In the past,
we have certified questions of first impression
under New York law to the New York Court
of Appeals. In this case, certification is not
realistically possible because the parties have
requested a decision within one week of the
oral argument before this Court. Consequently,
as did the Court of Chancery, we must predict
what the law of New York would be on this
important question of first impression.”

6. In an interesting reference to a recent Supreme
Court decision interpreting a corporate
charter provision establishing a classified, or
“staggered,” board of directors, the Supreme
Court noted that under Airgas, Inc. v. Air
Products and Chemicals, 8 A.3d 1182 (Del.
2010), “practice and understanding in the
real world are relevant and persuasive when
interpreting similar language in a contractual
provision.”
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Changes to the UK
Takeover Code: A

Hostile Regime for
Hostile Bids?

BY RICHARD MAY

Richard May is a corporate partner in the London of-
fice of Fried, Frank, Harris, Shriver & Jacobson LLP.
Contact: richard.may@friedfrank.com.

On September 19, 2011 substantial changes
to the UK City Code on Takeovers and Merg-
ers (“the Code”) came into force. These changes
make takeovers significantly more difficult by,
among other things:

e providing greater protection for target com-
panies against “virtual bids”;

e prohibiting most deal protection measures
and inducement fees;

* requiring greater disclosure in relation to the
financing of bids and in relation to related
fees and expenses; and

* introducing measures intended to properly
recognize the interests of a target company’s
employees in relation to a potential bid.

Background

Following the public controversy relating to
Kraft Foods Inc.’s bid for Cadbury plc, in Febru-
ary 2010 the UK Panel on Takeovers and Merg-
ers (“the Panel”) announced that it intended to
launch a public consultation on proposed chang-
es to the Code. This consultation was launched in
June 2010.! In October 2010 the Panel issued a
response statement in which it indicated that it in-
tended to implement several of the changes which
had been proposed in that consultation paper.?

On March 21, 2011, the Panel published a fur-
ther consultation paper® detailing the proposed
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rule changes and inviting further comments. In
July 2011 the Panel issued a response statement*
in which it outlined the results of that consulta-
tion. The new rules came into force on September
19, 2011.

New rules

Protections in Relation
to “Virtual Bids”

Previously, statements by a potential bidder
that it may make a bid did not require it to do
so. However the Panel could, following a bid an-
nouncement which identified a potential bidder,
impose a “put up or shut up” order requiring
the potential bidder, within the period set by the
Panel, to either make a bid or to announce that it
does not intend to do so. In those circumstances
the potential bidder would not be permitted to do
so for six months.

In recent times, some potential bidders have
made such statements in order to put pressure on
the target board to open its books or to gauge
likely market reaction. While the Panel normally
required an announcement to be made of a pos-
sible bid approach (by the potential bidder if no
approach to the target had been made, and by the
target company if it had been) where there was
rumor or speculation or a material movement in
the target company’s share price, there was no
general obligation on a target company to iden-
tify the potential bidder when the announcement
was made.

The new rules require:

e target companies to identify any potential
bidder with whom the target is in talks or
from whom it has received an approach (un-
less that approach has been unequivocally
rejected); and

e potential bidders which have been publicly
named, within four weeks of the relevant an-
nouncement, either (i) to announce a formal
offer; (ii) to announce that they do not in-
tend to do so (in which case, as previously,
they will not be permitted to do so for six
months); or (iii) to make a joint application
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with the target company to the Panel to ex-
tend the deadline.

The Panel has the power to grant a dispensation
from these requirements where a potential bidder
is participating in a formal auction process which
has been commenced by the target company.

While it is clearly undesirable for target com-
panies to be subject to protracted siege as a result
of a virtual bid, these new rules may encourage
target companies to announce the identity of po-
tential bidders in order to make them subject to
the four week “put up or shut up” requirement.
This may, in turn, deter potential bidders from
approaching target companies.

It is also doubtful whether the four week period
is sufficient to allow potential bidders to carry out
due diligence and, if required, to arrange bid fi-
nancing,.

Prohibition of Deal Protection
Measures and Inducement Fees

It has become common practice in the UK for
potential bidders to require target companies, in
the context of recommended offers, to agree to
various deal protection measures. These include
break fees, exclusivity undertakings, matching
rights and implementation agreements.

The Panel previously expressed concern that
such measures may deter potential competing
bidders.

The new rules introduce a general prohibition
on “offer-related arrangements” of this sort. This
prohibition also extends to other arrangements
between the potential bidder and the target com-
pany in connection with a bid. These include ar-
rangements relating to the purchase by the bidder
of assets from, or to the provision by the bidder of
finance to, the target company, which are not in
the ordinary course of their respective businesses.

Confidentiality and non-solicitation undertak-
ings, commitments to provide information for the
purpose of obtaining regulatory clearances and
agreements which only impose obligations on the
potential bidder (e.g., a “reverse break fee”) do
not constitute an “offer-related arrangement” for
this purpose.
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The Panel has the power to grant a dispensa-
tion from this prohibition to allow a company to
enter into a break fee arrangement:

e with a prospective “white knight,” where the
company is the subject of a hostile offer; or

e with a potential bidder who is participating
in a formal auction process commenced by
the target company, provided that the break
fee does not exceed 1% of the value of the
target company, calculated by reference to
the value of the competing offer. The Panel
has also indicated that it may grant a dispen-
sation from this prohibition where the target
company is in such serious financial distress
that its board is actively seeking an offer for
it and where a potential bidder is only likely
to make an offer if such arrangements are en-
tered into.

Where the offer is proposed to be implemented
by means of a Court approved scheme of arrange-
ment, the position is different. Unlike a conven-
tional offer, a scheme of arrangement is a target
company-driven process. The target company is
required to propose the transaction to its own
shareholders and to convene and hold the neces-
sary Court and shareholder meetings. Previously,
potential bidders commonly required the relevant
target company to enter into an implementation
agreement to regulate the implementation of the
scheme of arrangement. Under the new rules,
such arrangements are also prohibited as “offer-
related arrangements.” However, to address the
bidder’s legitimate desire to ensure that the bid
is implemented in a timely and orderly manner,
where the target company recommends the offer
and it is to be implemented by means of a scheme
of arrangement the target will be required to is-
sue the scheme circular proposing the scheme to
its shareholders within 28 days of the announce-
ment of the offer and to implement the scheme
in accordance with the timetable set out in that
circular unless, among other things, it withdraws
its recommendation.

Agreements relating to existing employee incen-
tive arrangements are not subject to the general
prohibition on the basis that the target company’s
board should be able to agree with the potential
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bidder how to exercise its discretion under such
arrangements.

Disclosure of Financing Arrangements

Previously, offer documents had to include a
general description of how the offer was to be
financed, including details of the principal lend-
ers or arrangers. Under the new rules, additional
information will need to be disclosed, including
in respect of any debt facilities which have been
entered into to finance the offer, the amount of
each facility, the repayment terms, interest rates,
any security provided and details of the key cov-
enants.

In this context, the Panel has however recog-
nized that private equity bidders may have com-
plex financing structures and that the way in
which equity is to be provided to the relevant bid
vehicle may be commercially sensitive. Detailed
disclosure of the latter will not be required.

All documents relating to the financing of the
bid will be required to be put on display once the
offer is announced. Redaction will not be permit-

ted.

Disclosure of Bid-Related
Fees and Expenses

Under the new rules, the bidder and the target
are required to disclose in the offer document their
aggregate estimated fees and expenses in relation
to the bid, and, separately, the estimated fees and
expenses of each of their advisers (including fi-
nancial advisers and corporate brokers, accoun-
tants, lawyers and public relations advisers).

Bidders will also be required to disclose de-
tails of any fees and expenses which are payable
in connection with the financing of its bid. This
will need to be done on the basis that the bid will
complete and that the finance will be fully drawn
down. Where there is a variable fee arrange-
ment, estimates of the minimum and maximum
amounts payable will need to be disclosed. When
a fee is uncapped, the amount disclosed will need
to reflect a reasonable estimate of the fees which
are likely to be paid.
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Disclosure of Financial Information

Previously, less detailed financial information
was required to be disclosed by a bidder in rela-
tion to a cash offer than a share offer.

Under the new rules, the same financial infor-
mation will, essentially, be required to be dis-
closed by bidders in all circumstances, subject to
an exception for cash offers relating to disclosure
of details of changes in the bidder’s financial and
trading position. The latter will not be required.

Providing Greater Recognition of the
Interests of the Target Company'’s
Employees

Some of the most important new changes are
intended to improve the quality of disclosure by
the bidder in relation to its plans for the target
and its employees. Specifically:

e 2 bidder will be required to disclose its inten-
tions with regard to the continued employ-
ment of the employees and management of
the target company (including any material
change in their conditions of employment),
and to the locations of its places of business
and of its fixed assets, or to make an appro-
priate negative statement; and

e statements in offer documents regarding a
bidder’s intentions concerning such matters
will be expected to hold true for at least one
year from the date on which the offer be-
comes wholly unconditional (unless another
period is stated).

The new rules also increase the ability of em-
ployee representatives to make their views known
on the merits of a bid. These include requiring:

e the board of directors of the target company
to inform employee representatives at the
earliest opportunity of their right under the
Code to circulate an opinion on the effects of
the bid on employment;

e the target company to pay the costs associ-
ated with the publication of the employee
representatives’ opinion, including costs in-
curred by employee representatives in ob-
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taining advice to verify the information in
the opinion to the standards required by the
Code; and

e the target company, if this opinion is not re-
ceived by the target company in good time
before its publishes its circular (in which case
it will be appended to the circular in the nor-
mal way), to publish the opinion on its web-
site and to announce that it has done so.

Conclusion

Taken together, these changes to the Code are
the most significant for some time and represent a
material shift in the balance of advantage between
potential bidders and target companies. They are
likely to make takeovers, and especially hostile
takeovers, more difficult to implement. They pose
particular challenges for private equity, and other
debt financed, bidders.

Care will also be required to avoid potential
bidders being prematurely identified. This is like-
ly to mean even tighter controls on secrecy, and
more detailed planning before any approach is
made to a potential target company.

NOTES

1. PCP 2010/2.

2. Statement 2010/22.
3. PCP 2011/1.

4 RS 2011/1.
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Reverse merger companies, which are formed
when a public “shell company”! survives a merg-
er with a private operating company, have re-
cently been subject to numerous federal securities
fraud lawsuits and Securities and Exchange Com-
mission enforcement actions and penalties due
to concerns relating to accounting irregularities
and other disclosure issues. As a response to these
concerns, and in an effort to increase transpar-
ency and limit risks to investors, the New York
Stock Exchange and The Nasdaq Stock Market
LLC have each proposed additional listing appli-
cation requirements for reverse merger companies
seeking to list on their exchanges.? The proposed
sets of rules effectively create a “seasoning” pe-
riod prior to listing and generally require that the
reverse merger company:

* have its equity securities trade in the United
States over-the-counter market or on a na-
tional or foreign exchange subsequent to the
consummation of the reverse merger for a
specified period of time prior to listing;

e file all required information regarding the
reverse merger transaction with the SEC, in-
cluding audited financial statements;
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* maintain a minimum stock price of $4 per
share for a certain period of time prior to list-
ing; and

file all required reports with the SEC subse-
quent to the reverse merger during the “sea-
soning” period, including certain specified
periodic reports.

The NYSE and Nasdaq expect that the “sea-
soning” period will increase the integrity of the
reverse merger company’s financial and opera-
tions related reporting and allow auditors and
company management to adequately evaluate
and address accounting irregularities and inter-
nal controls deficiencies. In addition, this period
would allow for additional market and regulato-
ry scrutiny of these companies and provide time
to identify concerns that could otherwise preclude
listing eligibility. The SEC is currently reviewing
the proposed listing requirements of each securi-
ties exchange and may act on each proposal by
early November 2011.

Background

Reverse Merger Transaction Structure

In a reverse merger transaction, a privately-held
company merges into a public “shell company”
that survives the merger. After the merger, the for-
mer shareholders of the private company typical-
ly own a majority (or even a supermajority) of the
public company’s shares. In addition, the manage-
ment and members of the board of directors of
the private company generally assume such roles
with the postmerger surviving public company,
whose business operations and assets may be
entirely those of the premerger private company.
As such, reverse merger companies quickly gain
access to the public markets, though the post-
merger surviving company generally enters the
trading market without having been subject to
registration under the Securities Act of 1933, as
amended (the “Securities Act”), at the time of the
merger in marked contrast to companies that “go
public” by undertaking a traditional initial public
offering. Reverse merger companies are thus able
to bypass the typical SEC review and underwriter
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diligence process that occurs in the context of an
initial public offering. Since 2007, over 600 pri-
vate companies have gone public through reverse
mergers with shell companies, of which more
than 150 companies are principally based in the
People’s Republic of China (“PRC”).3

Recent Increased Scrutiny and
Regulation

Such “backdoor registrations” involving reverse
merger companies have led to increased scrutiny
by investors, the SEC and other regulators, and
self-regulatory organizations, such as the NYSE
and Nasdaq, resulting in allegations involving
accounting irregularities and disclosure issues in
the SEC filings of such companies. At least 24
federal securities fraud class action filings related
to Chinese reverse merger companies alone have
been made thus far in 2011.* In a recent opin-
ion, a federal district court rejected the reverse
merger company’s motion to dismiss a complaint
that alleged that the company failed to disclose
certain related-party transactions and materially
misstated its financial information in two filings
with the SEC.’ The plaintiffs also alleged that the
company’s auditor had been disbarred and was
unlicensed at the time of its audits. Finding that
such allegations raised factual disputes, the court
allowed the plaintiffs’ case to proceed, in what
appears to be the first motion to dismiss opinion
in a reverse merger company class action.

The SEC, along with other regulators, such as
the Public Company Accounting Oversight Board
(“PCAOB”), has actively targeted reverse merger
companies and their accountants in the past year.
In recent months, the SEC has suspended trad-
ing of at least six reverse merger companies,’ in
many occasions based on the companies’ failure
to file certain periodic reports or due to the inac-
curacy and incompleteness of reported financial
matters. In addition, the SEC imposed sanctions
in December 2010 against an accounting firm
and one of its partners for, among other things,
failing to conduct its audits and review of a re-
verse merger company’s financial statements in
accordance with PCAOB rules and standards.”
The SEC has also revoked the securities registra-
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tion of at least eight PRC-based companies that
became domestic issuers through reverse mergers,
as a result of their failure to file required periodic
reports.® Demonstrating its concern and focus on
these types of companies, the SEC released an In-
vestor Bulletin regarding reverse mergers in June
2011, which discusses the risks associated with
investing in such companies and describes recent
enforcement actions. Furthermore, the PCAOB
has identified problems with the audits of reverse-
merger companies and issued a practice alert in
July 2010 that cautioned accounting firms to ad-
here to specific auditing practices in this field.”

In addition, both the NYSE and Nasdaq have
halted the trading of several reverse merger com-
panies in 2011, in some occasions due to their
failure to timely file required reports with the
SEC." Nasdaq has also identified situations in
which promoters and others appeared to manip-
ulate the price of company stock to meet initial
listing bid price requirements or where companies
have gifted stock to artificially satisfy minimum
holder requirements.

Proposed NYSE Listing
Requirements

On July 22, 2011, the NYSE submitted to the
SEC a rulemaking proposal containing proposed
additional listing requirements that would apply
to any company that is formed by a reverse merg-
er, which is defined as “any transaction whereby
an operating company becomes an Exchange
Act reporting company by combining with a
shell company which is an Exchange Act report-
ing company, whether through a reverse merger,
exchange offer, or otherwise.” Significantly, a re-
verse merger under such proposed rules does not
include the acquisition of an operating company
by a listed company which qualified for initial
listing as a special purpose acquisition company,
commonly known as a SPAC.

The proposed rules establish a minimum one
year “seasoning” period prior to a listing on
the NYSE and generally require that the reverse
merger company:

* have its equity securities trade in the United
States over-the-counter market, on another
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national securities exchange, or on a regu-
lated foreign exchange for at least one year
following the consummation of the reverse
merger and prior to a NYSE listing;

e file all required information regarding the
reverse merger transaction with the SEC as
follows: (i) in the case of a domestic issuer,
the reverse merger company must file with
the SEC a Current Report on Form 8-K
(“Form 8-K”) containing all of the informa-
tion required by Item 2.01(f) of Form 8-K,
including all required audited financial state-
ments, or (ii) in the case of a foreign private
issuer, the reverse merger company must file
all of the information described in (i) above
on Form 20-F;

* maintain a minimum stock price of at least
$4 per share “on both an absolute and an
average basis for a sustained period” (which
period is undefined) through such company’s
NYSE listing; and

e timely file with the SEC all required reports
since the consummation of the reverse merg-
er, including the filing of at least one annual
report on Form 10-K or 20-F “containing au-
dited financial statements for a full fiscal year
commencing on a date after the date of filing
with the Commission of the filing” described
in the second bullet point above.

The NYSE has also reserved the right to impose
“more stringent requirements” on particular re-
verse merger companies “based on, among other
things, an inactive trading market in the Reverse
Merger Company’s securities, the existence of
a low number of publicly held shares that were
not subject to transfer restrictions, if the Reverse
Merger Company had not had a Securities Act
registration statement or other filing subjected to
a comprehensive review by the Commission, or if
the Reverse Merger Company had disclosed that
it had material weaknesses in its internal controls
which had been identified by management and/or
the Reverse Merger Issuer’s independent auditor
and had not yet implemented an appropriate cor-
rective action plan.” Finally, unlike Nasdaq, these
proposed rules would not apply to a reverse-
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merger company if its listing is in connection with
an “Initial Firm Commitment Underwritten Pub-
lic Offering,” as such term is defined in the NYSE
Listed Company Manual, under certain circum-
stances.

On July 22, 2011, NYSE Amex (formerly the
American Stock Exchange) also proposed its own
set of additional listing application requirements
for reverse merger companies. Such proposed
rules are nearly identical to the NYSE proposed
rules, but do not contain a $4 minimum stock
price requirement.'!

The SEC recently extended its review period of
the NYSE and NYSE Amex proposed rules and is
expected to act on them by November 8,2011.1

Proposed Nasdaq Listing
Requirements

On May 26, 2011, Nasdaq submitted to the
SEC its revised rulemaking proposal contain-
ing proposed additional listing requirements for
reverse merger companies. The proposed rule
changes apply to any company that was formed
by a reverse merger, defined as “any transaction
whereby an operating company becomes public by
combining with a public shell, whether through a
reverse merger, exchange offer, or otherwise.” To
determine whether an entity is a “public shell,”
Nasdaq intends to analyze a number of factors,
including, among others, “whether the Com-
pany is considered a “shell company” as defined
in Rule 12b-2 under the Act; what percentage of
the Company’s assets are active versus passive;
whether the Company generates revenues, and if
so, whether the revenues are passively or actively
generated; whether the Company’s expenses are
reasonably related to the revenues being gener-
ated; how many employees support the Compa-
ny’s revenue-generating business operations; how
long the Company has been without material
business operations; and whether the Company
has publicly announced a plan to begin operating
activities or generate revenues, including through
a near-term acquisition or transaction.”

The proposed rules establish a minimum six
month “seasoning” period prior to a listing on
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Nasdaq and generally require that the reverse
merger company:

e have its equity securities trade in the United
States over-the-counter market, on another
national securities exchange, or on a foreign
exchange for at least six months prior to list-
ing;

e file with the SEC “all required information
about the transaction, including audited fi-
nancial statements for the combined entity”;

e maintain “a Bid Price of $4 per share or high-
er on at least 30 of the most recent 60 trading
days”; and

e timely file with the SEC all required reports as
follows: (i) “in the case of a domestic issuer,
its most recent two periodic financial reports
with the Commission or Other Regulatory
Authority (Forms 10-Q or 10-K) containing
at least six months of information about the
combined entity; or (ii) in the case of a For-
eign Private Issuer, comparable information
as described in (i) above on Forms 6-K, 20-F
or 40-E”

However, it should be noted that even if a com-
pany meets these proposed requirements, Nasdaq
may nevertheless deny listing based on its author-
ity “to apply additional or more stringent crite-
ria in order to maintain the quality of and public
confidence in the market, to prevent fraudulent
and manipulative acts and practices, to promote
just and equitable principles of trade, and to pro-
tect investors and the public interest.”

On September 12, 2011, the SEC instituted
proceedings to determine whether to disapprove
the proposed rule changes and was accepting
written comments from interested persons until
October 17,2011.13

Rationale for Proposed Rules

The NYSE and Nasdaq believe that the “sea-
soning” period created by their proposed rules
will reduce investor risk by providing increased
scrutiny of reverse merger companies by the mar-
kets and regulators prior to listing. Such period
will provide greater assurance that the reverse
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merger company’s SEC reports are accurate and
reliable since auditors and the company will have
reviewed at least several quarters of the compa-
ny’s operating results prior to listing. In addition,
a “seasoning” period will allow the company’s
auditors and management to identify and address
financial irregularities or internal control prob-
lems before they are listed on these exchanges.
Nasdaq suggests that during the “seasoning”
period, the Financial Industry Regulatory Au-
thority, Inc. and other regulators would be able
to effectively review trading patterns of reverse
merger companies to reveal potentially manipu-
lative trading. Furthermore, a “seasoning” pe-
riod would lead to an increased likelihood that
a reverse merger company has “a more bona fide
shareholder base” and will help assure that the
initial listing bid price was not obtained through
manipulative trading practices. Finally, the NYSE
points out that that the new rules “will increase
transparency to issuers and other market par-
ticipants with respect to the factors considered
by NYSE Regulation in assessing reverse merger
companies for listing.”

Conclusion

Given the growing concerns related to reverse
merger companies that enter the trading market
in the United States without the SEC’s review
and underwriters’ due diligence that is associated
with a typical initial public offering registered
under the Securities Act, the NYSE and Nasdaq
have each proposed listing requirements that are
designed to better identify and correct financial
irregularities and other disclosure issues often
associated with these companies by requiring a
“seasoning” period prior to listing. The exchang-
es expect that this period will permit regulators to
identify issues that may preclude listing and allow
the reverse merger companies to create reliable
reporting track records that promote confidence
among potential investors.

Private companies seeking to effectuate a re-
verse merger and list on the NYSE or Nasdaq
should be mindful of these potential listing rule
changes as well as the enhanced scrutiny sur-
rounding reverse mergers, which often involves
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extended SEC review of post-merger filings and
regulatory inquiry into the trading of the securi-
ties of the reverse merger company, all of which
suggest that the ostensible benefits of a reverse
merger as an alternative to a traditional initial
public offering may not outweigh the costs, par-
ticularly when ongoing compliance costs and the
delay in listing associated with the seasoning pe-
riod are factored into the analysis.
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On September 6, 2011, Mary L. Schapiro,
Chairman of the Securities and Exchange Com-
mission (“SEC?”), issued a statement' indicating
that the SEC would not seek rehearing of the re-
cent decision of the United States Court of Ap-
peals for the District of Columbia Circuit (the
“Court”) that vacated the SEC’s “proxy access”
rule, nor would the SEC seek Supreme Court re-
view.? Chairman Schapiro also indicated that the
amendment to existing Rule 14a-8, adopted with
Rule 14a-11, which provides that companies may
not exclude from their proxy materials share-
holder proposals for proxy access procedures,
will go into effect when the Court’s decision is fi-
nalized, which was expected to be on September
13, 2011. The amendment subsequently became
effective on September 20, 2011, upon publica-
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tion of the notice of effective date in the Federal
Register.

Rule 14a-11—the Vacated Proxy
Access Rule

As adopted, Rule 14a-11 would have provided
qualifying shareholders or groups holding at least
three percent of the voting power of a company’s
securities, and who have held their shares for at
least three years, with the ability to request that
public companies or investment companies in-
clude the shareholder or shareholders’ director
nominees in their proxy materials, upon meeting
certain other requirements. The rule would have
applied to public companies and investment com-
panies.

Rule 14a-11 was adopted shortly after Section
971 of the Dodd-Frank Act clarified the SEC’s
authority to promulgate the rule. In September
2010, the Business Roundtable and Chamber of
Commerce of the United States of America filed a
petition with the Court seeking judicial review of
the changes to the SEC’s proxy access and related
rules. In October 2010, the SEC granted a stay
of the rules pending resolution of the petition for
review by the Court.

In its July 22,2011 decision, the Court held that
the SEC was arbitrary and capricious in adopt-
ing the rule and indicated that the SEC failed to
adequately address the economic effects of Rule
14a-11. The Court expressed significant concerns
about the conclusions that the SEC reached and
the agency’s consideration of comments during
the course of the rulemaking.

The SEC confirmed that it would neither seek
a rehearing of the decision that vacated Rule
14a-11, nor would it appeal the decision to the
U.S. Supreme Court. In her statement, Chairman
Schapiro reiterated her support for proxy ac-
cess, noting that “it is a process that helps make
boards more accountable for the risks undertaken
by the companies they manage.” She noted, how-
ever, that she wants “to be sure that we carefully
consider and learn from the Court’s objections
as we determine the best path forward.” While
the statement does not foreclose the possibility
of the SEC revisiting the issue of proxy access, it
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appears that the SEC staff will spend some time
reviewing not only the Court’s decision but also
comments the SEC had previously received from
commenters.

Rule 14a-8 Amendments—"Private
Ordering”

The Court’s decision did not address the SEC’s
amendment to Rule 14a-8(i)(8), which was ad-
opted at the same time as Rule 14a-11 but was
not a subject of the litigation. These amendments
to the existing shareholder proposal rule permit
the type of “private ordering” for proxy access
through the shareholder proposal process that
many commenters had supported in the course of
the proxy access rulemaking. Under the amend-
ments to Rule 14a-8, a company may no longer
exclude a proposal that would amend or request
that the company consider amending governing
documents to facilitate director nominations by
shareholders or disclosures related to nomina-
tions made by shareholders, as long as such pro-
posal is not otherwise excludable under some oth-
er procedural or substantive basis in Rule 14a-8.
The SEC also codified some of the Staff’s histori-
cal interpretations of 14a-8(i)(8) which permitted
exclusion of a shareholder proposal that would:
(1) seek to disqualify a nominee standing for elec-
tion; (2) remove a director from office before the
expiration of his or her term; (3) question the
competence, business judgment or character of a
nominee or director; (4) nominate a specific indi-
vidual for election to the board of directors, other
than an applicable SEC provision, an applicable
state law provision, or an issuer’s governing docu-
ments; or (5) otherwise affect the outcome of the
upcoming election of directors. As a result of the
SEC’s amendment of Rule 14a-8(i)(8), sharehold-
ers will have the opportunity to establish proxy
access standards on an individual company-by-
company basis, rather than the “universal” ap-
proach that had been contemplated by Rule 14a-
11.

The status of the amendments to Rule 14a-8
was unclear following the Court’s decision to
vacate Rule 14a-11. In the wake of the Court’s
decision, the SEC issued a statement from the Di-
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rector of the Division of Corporation Finance in-
dicating that the SEC staff was disappointed with
the Court’s decision and stating that they were
considering their options. The statement also
noted that the amendments to Rule 14a-8(i)(8),
adopted at the same time as Rule 14a-11, were
unaffected by the Court’s decision.

The SEC’s October 2010 stay order provides
that the stay of the effective date of Rule 14a-8
and related rules will expire without further SEC
action when the Court’s decision is finalized,
which the SEC expected would be on September
13, 2011. The SEC indicated that, absent further
action by the SEC, the Rule 14a-8 amendments
would go into effect and a notice of the effective
date of such amendments would be published.
The notice of effective date was subsequently
published in the Federal Register on September
20, 2011.

What's Next

Prior to Chairman Schapiro’s statement, the
future of proxy access was unclear. Now that
the SEC has confirmed that it will not appeal the
Court’s decision on Rule 14a-11, there is no lon-
ger uncertainty about whether the Rule 14a-11
approach could potentially be revived in time for
the upcoming proxy season. Even though Chair-
man Schapiro’s statement demonstrates that she
remains committed to proxy access, her request
that the SEC staff continue reviewing the Court’s
decision and the previously received comments
indicates that it will likely be some time before
the SEC revisits the issue of proxy access.

Chairman Schapiro’s statement also clari-
fies the future of the amendments to Rule 14a-
8, left unclear following the Court’s ruling. As
these amendments will become effective shortly,
the “private ordering” approach to proxy access
should be on every public company’s list of sig-
nificant issues for the upcoming proxy season.
Shareholders who have expressed disappointment
in the Court’s decision to vacate Rule 14a-11 may
use the mechanism provided by Rule 14a-8(i)(8)
to seek to establish a proxy access regime at indi-
vidual companies. Companies gearing up for the
proxy season should plan accordingly.

The M&A Lawyer

NOTES

1. See Statement by Chairman Schapiro on Proxy
Access Litigation, available at http:/www.sec.
gov/news/press/2011/2011-179.htm.

2. See our "“SEC Proxy Access Rule Vacated,” The
M&A Lawyer, July-August 2011.
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On June 14th, a bill was introduced in the
House of Representatives which, if enacted,
would reshape the public/private company land-
scape and would allow large private companies to
remain private for longer periods than under cur-
rent law, and potentially indefinitely. While it is
too early to see whether this legislation will gain
the support necessary to become law advisors to
private companies should monitor its progress.

Background

Private companies are generally not subject to
public-company registration and disclosure re-
quirements under Federal securities laws or com-
pliance with Sarbanes-Oxley. This is one of the
primary advantages of private ownership, as it
results in private companies not being required
to file Forms 10-K and 10-Q and being exempt
from proxy and tender offer rules as well as
Sarbanes-Oxley’s independence requirements for
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audit committees and outside auditors. However,
under Section 12(g) of the Securities Exchange

u
Act of 1934, a private company that has more Stl I I
than 500 shareholders (and more than $10 mil-
lion in assets) would find itself required to com- I
ply with these requirements. It is a perception a n ada S
Busiest

in the business community (in particular in the
venture capital world, but less so with respect to
private equity) that this 500 shareholder rule can
effectively force large private companies (such as
Google and Facebook) to go public earlier than
they might otherwise choose. A private company
that inadvertently allows itself to have too large a
base of shareholders might become “accidental-
ly” public and subject to public company disclo-
sure and compliance obligations without having
used the event as an opportunity for capital-rais-
ing. For example, Facebook has reported that it
expects to have more than 500 shareholders by
the end of 2011, thus leading to speculation of
a need to begin complying with public company
requirements by April of 2012. If this is the case,
then it would be reasonable to expect a Facebook
IPO before then.

In the context of employee options, the SEC
has granted limited relief from the 500-share-
holder rule. This limited relief included no-action
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disclosure requirements, from 500 to 1,000. Sec-
ond, and more importantly, accredited investors
and employee equity would not be included in
determining whether the 1,000-investor thresh-
old has been reached.

The combination of the exclusion for accred-
ited investors and employees would be a signifi-
cant development in the securities laws, as these
two groups may be the only shareholders in many
private companies, or at least may predominate
over unaccredited, non-employee investors. Cer-
tainly in private equity, and even in the venture
capital context, it is often the case that the share-
holder base consists only of accredited investors
and employees. Thus, if adopted, the bill would
almost certainly achieve the goal of permitting
private companies to exercise greater control over
the timing of their becoming public. And, with
the development of the private trading platforms
such as SecondMarket, some private companies
could conceivably choose to side-step the public
markets altogether.

Opposition to the bill will likely center around
two clusters of issues. The first of these relates
to disclosure and investor protection. Would al-
lowing large private companies to remain private
(likely coupled with the growth of less regulated
private trading platforms) result in less protec-
tion to investors? Would investors have access
to disclosures necessary to make prudent invest-
ment decisions? The bill’s implicit answer to these
questions is that accredited investors are sophisti-
cated enough to take care of themselves, and that
transactions between companies and their em-
ployees require less scrutiny than capital-raising
transactions. There is support for both of these
propositions under existing regulations relating
to securities offerings, especially with respect to
employees: offers and sales to employees that are
not capital raising transactions are treated more
leniently as a general rule under the securities
laws, for example by requiring far less disclosure
than other offerings.

The second cluster of issues is likely to involve
access to investment opportunities by small indi-
vidual investors, i.e., issues that are more mac-
roeconomic than legal. If the bill became law,
it would be possible for markets to develop in

The M&A Lawyer

which only accredited investors (or investors with
greater sophistication) could buy and sell securi-
ties. Currently, most investment opportunities on
private trading platforms are limited to qualified
institutional buyers, or QIBs, which require much
higher levels of net worth or assets under man-
agement than accredited investors. Would the
development of these alternative platforms and
their extension to accredited investors, poten-
tially to the exclusion of unaccredited investors,
limit the investment opportunities of the average
(unaccredited) individual investor? Or would the
mutual fund markets be viewed as providing suf-
ficient access for this group? Would accredited
investors be able to participate effectively in the
same unregulated markets as QIBs? Private eq-
uity sponsors might well be interested in the de-
velopment of robust private trading platforms, as
these platforms could result in new exit opportu-
nities, although potentially at less than true public
company valuations.

It will also be interesting to see how the SEC re-
sponds to the bill. In an April letter to Congress-
man Darrell Issa, the SEC’s Chair, Mary Schapiro,
disclosed that the 500-shareholder rule and relat-
ed issues are under review by the SEC, but, since
the 500- shareholder rule is a statutory require-
ment, revolutionary changes are unlikely to be es-
tablished through SEC rulemaking. Rather, these
changes are likely to occur only through changes
to the statute itself. And while it is premature to
speculate on whether the bill will pass in its cur-
rent form, or at all, investors in private compa-
nies would be well-advised to focus on how the
discussion of these issues develop in 2011 and
2012 in light of a looming Facebook IPO and the
explosive growth of social buying sites such as
LivingSocial.

A version of this article originally appeared
in the Spring 2011 issue of the Debevoise &
Plimpton Private Equity Report.
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