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As of early November, five of the top six
grossing movies of the year were sequels.
And 2011 felt very much like a sequel of
2009: familiar characters and similar plot
devices. The markets continue to be vola-
tile and many fear that things will not re-
turn to normal until after the next presi-
dential election. Others are predicting that
European M&A will not make a comeback
until many of us have retired. This is our
annual survey in which we weigh in on the
key trends in the preceding year and make
our predictions of what to expect in the
year to come.

Just Go (Down) With It: Riding
the Down Cycle

In January 2011, we were optimistic
about M&A’s prospects. Corporate buy-
ers had cash on their balance sheets to do
deals. Private equity funds could borrow at
historically low rates on borrower-friendly
terms and we thought they would come
under pressure from their limited partners
to deploy committed equity before their
funds expired. We speculated that funds
would want to crystallize gains by selling

interests in portfolio companies. We also
expected to see a lot of outbound invest-
ments into emerging markets.

Our optimism continued to build during
the first quarter of 2011 as several large
transactions were announced, including
Duke Energy/Progress Energy, AMB Prop-
erty/ProLogis, NYSE Euronext/Deutsche
Boerse and AT&T/T-Mobile.

Unfortunately, things went mostly down-
hill from there.
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From the EDITOR

The Year That Wasn't

“The stage could be set for the long-awaited
boom year in 2011.” That’s how this column be-
gan in our November/December 2010 issue. And
at the time, a recovery seemed like a sure thing.
As Sullivan and Cromwell’s Frank Aquila and
Melissa Sawyer write in their annual year-end re-
view, as 2011 began, everything seemed in place
for an M&A boom. Corporate buyers were flush
with cash. Private equity funds could borrow at
historically low rates and were facing pressure
from limited partners to put equity to work. The
emerging markets looked ripe for investment.

And for a time the prediction seemed to hold, as
the early months of 2011 were filled with major
deals, from Duke Energy/Progress Energy to the
union of NYSE Euronext and Deutsche Boerse to
the proposed AT&T/T-Mobile merger (which as
of press time was close to collapsing).

Then, through the spring and summer, the glob-
al economy’s tepid recovery stalled, uncertainty
grew and deal announcements slowed. The Japa-
nese earthquake, the political chaos of the Arab
Spring, the ongoing slow-motion debt disaster in
Europe, and political gridlock and continual high
unemployment/low growth in the U.S. proved
a toxic combination. Some pessimistic analysts
predict that if a worst-case scenario occurs in Eu-
rope—say an Italian default or Greece leaving the
euro—a second recession seems a certainty.

So what can M&A professionals do if the mar-
ket stays in a lull next year? Aquila and Sawyer
note that there are still a number of areas requiring
legal attention. For example, determining and re-
ducing FCPA risks remains a critical function for
M&A lawyers. The recent Del Monte decision is
making companies focus far more closely on the
role of investment bankers in M&A transactions.
The recent Southern Peru case shows that courts

will continue to put special committees under the
microscope, which means that lawyers can help a
target ensure that its special committee and sale
process are as “bullet proof” as possible.

And as Aquila and Sawyer note, there are still
viable areas for merger activity in the new year,
despite economic uncertainty. Long-planned
break-ups of conglomerates ranging from Mc-
Graw-Hill to ConocoPhillips will generate a
steady run of spinoff and IPO activity in the new
year. The Hong Kong and Chinese markets also
remain viable prospects.

In our other review article, Skadden, Arps’
Marc Gerber looks at the past year in corporate
governance. By contrast to the economic picture,
“the state of U.S. corporate governance at the end
of 2011 has an initial allure,” Gerber writes. Say-
on-pay issues seemed relatively under control:
“with companies receiving an average of 92%
of shares voted in favor, one might conclude that
shareholders are happy with executive compen-
sation.” And in those companies where investors
had voiced concerns about executive compensa-
tion, “they expressed those concerns in the say-
on-pay votes rather than voting against com-
pensation committee members.” A federal court
vacating the SEC’s mandatory proxy access rule
was also a relief for directors.

But directors shouldn’t exhale just yet. Gerber
notes that 2012 will have its own set of challeng-
es, from new battles on say-on-pay and proxy ac-
cess to the specter of new Dodd-Frank rules to the
revival of an “old storyline—the role of auditors
and the relationship between auditors and their
audit clients,” he writes.

This is the final issue of The M&A Lawyer for
2011. Have a happy and safe holiday season.
We’ll be back early in 2012, a year that one can
only predict will be unpredictable.

CHRIS O'LEARY
MANAGING EDITOR
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CONTINUED FROM PAGE 1

The Ides of March

The events exerting downward pressure on the
markets, and M&A in particular, included the
following:

Sweeping unrest and political changes caused
massive instability in the Mideast.

The earthquake and tsunami in Japan had an
immeasurable human cost, and they also froze the
Japanese economy and had an immediate impact
on the global supply chain.

European countries (including Greece, Italy and
Portugal) teetered on the brink of default. As of
the writing of this article, those sovereign debt is-
sues remain very much at the forefront of macro-
economic concerns, with all of the associated cur-
rency issues, opacity about the potential impact
on financial institutions that hold sovereign debt
and a generally dismal economic outlook in Eu-
rope. Notwithstanding central bank intervention,
the situation is far from being under control. Fur-
thermore, it has become clear that austerity plans
were too little, too late. Even if the immediate
risks abate, the markets now have more insight
into the desperate situation of countries that have
rapidly aging populations, early retirement ages
and under-funded public pension systems.

In the U.S., we experienced prolonged levels
of high unemployment with stagnant demand
and consumer malaise. The mounting budget
deficit, the inability to “fix” Social Security and
Medicare, the political theater over the debt ceil-
ing and the S&P downgrade of U.S. treasuries
only exacerbated already extraordinarily volatile
market conditions. Investors raced for shelter in
gold and commodities instead of debt and eq-
uity. Meanwhile, fundamental tensions in mort-
gage markets and financial institution liabilities
that surfaced during the credit-crisis continued
to have a chilling effect on the mortgage securiti-
zation market, stripping the economy of a much
needed lubricant.

Add to that litany of woes a few M&A-specific

concerns:

* Regulatory uncertainty, as evidenced by the
long wait for the final version of the Volcker
Rule and the regulator’s negative reaction to
the announced AT&T/T-Mobile transaction;

The M&A Lawyer

e the public’s negative reaction to the prospects
of health care reform;

* rumors (that proved to be accurate) of a
potential bankruptcy of another airline
(American);

e the collapse of MF Global and the resulting
fall-out;

e hints of a permanent climate change that
could result in repeat Irene-like threats to
submerge Wall Street under water; and

e the fact that a single rogue trader can still
circumvent a major investment bank’s (UBS’)
fraud protection systems to lose $2 billion
dollars in a very short amount of time.

On the other hand, viewed in a more positive
light, 2011 could have been a lot worse. Although
the market dropped 400 points in a single day, on
other days it also traded up hundreds of points
in a single hour. Despite the lousy deal-making
climate, we still saw some big deals, including
Express Scripts/Medco, Google/Motorola Mobil-
ity, and BHP/Petrohawk. We also continued to
see unsolicited bids, such as Icahn/Clorox, SAB
Miller/Foster’s Group, and the continuation of the
Dollar Thrifty/Avis/Hertz deal. Neither the infla-
tion rate nor the unemployment rate are moving
up as quickly as once feared.

Insidious Contagion: Europe’s Woes
Continue to Sweep Through the
Global Markets

What can we expect in 2012? Until the Eu-
rozone sovereign debt mess abates and the U.S.
markets settle into a more predictable rhythm, we
think 2012 will be a very slow year for deal mak-
ing. The big bank deals that carried deal makers
through the credit crisis probably will not re-
emerge until after we all get more experience with
Dodd Frank. The multitude of small private deals
that kept us busy in 2010 are probably going to
take longer and be harder to complete given the
difficulties of getting financing and uncertainty
about business prospects. Leveraged deals, includ-
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ing “going private transactions,” will be virtually
non-existent until the credit markets reopen.

That being said, there are still a few potential
areas of M&A activity.

e Several big conglomerates have announced
break-ups that could spur deals, including
Tyco, Fortune Brands, McGraw-Hill, and
Kraft. We expect to see more of these an-
nouncements in 2012 as boards and manage-
ment teams seek ways to create shareholder
value. The deals could be structured as spin-
offs or asset or stock divestitures.

e Although the IPO markets are almost com-
pletely stalled in the U.S., the Hong Kong,
and China markets continue to be very ac-
tive. Some private companies may start dual-
track processes seeking to sell themselves or
IPO on one of those exchanges. It is not clear
whether the relative exuberance about Chi-
nese listings will continue in the face of recent
Chinese government intervention in a failing
state-owned bank and increasing scrutiny of
the accounting practices of Chinese public
companies. However, the economic funda-
mentals of China as a consumer market and
production venue remain enticing to many
companies that may be looking to expand
their operations or markets.

e Shareholder activists like Carl Icahn and Bill
Ackman continued to play big roles in some
major M&A activities. It seems they can
be counted on to shake things up in a wide
swath of industries.

The Dilemma: What Can a Deal
Lawyer Do in a Volatile Market?

We think that M&A advisors will find the ad-
visory side of their practice very busy, even while
the deal-making side remains relatively stagnant.
Companies are spending more on advisors to
analyze the economic and reputational risks that
can surface during deals. Recently, they have been
focused on the following topics, among others:

*  Financial advisor conflicts of interests. In the
wake of the Del Monte decision, parties are
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focusing more closely on the role of invest-
ment bankers in M&A transactions. Finan-
cial advisor engagement letters are being cus-
tomized to a greater degree and directors are
spending more time building a record of their
due diligence of banker’s relationships with
other parties involved in the deals.

Special committees. Courts continue to scru-
tinize special committees very closely, as
evidenced by the recent Southern Peru case.
Lawyers can add tremendous value by help-
ing a target to structure a bullet-proof special
committee and sale process.

FCPA risks. The recent pick-up in FCPA en-
forcement activity has made it imperative
that buyers fully understand a target’s FCPA
policies and compliance record. Even for
targets with relatively clean FCPA records,
buyers need to make sure they can integrate
the target in a manner that will allow them
to monitor and address any FCPA issues that
may arise post-closing.

Regulatory approval requirements. Some
might argue that we are experiencing a new
era of protectionism. For example, China has
signaled that it will apply its competition laws
to deals that have a limited Chinese nexus,
and the U.S.’s CFIUS continues to review of
a broad range of transactions. Further sup-
port for this hypothesis has been expressed
in some of the commentary that followed
the collapse of the NYSE’s bid for the TSX,
which opened the door for the “Maple Con-
sortium” bid, and by the U.K. Takeover Code
amendments that were precipitated by the
Kraft/Cadbury deal. Even without applying a
pejorative “protectionism” label, we think it
is fair to say that cross-border deals are get-
ting increasingly complex. In our view, navi-
gating the interplay of stock exchange rules
and regulations across multiple jurisdictions
requires more expertise, time and advance
planning than ten years ago. While this un-
fortunately increases costs and delays for cli-
ents, it also creates opportunities for rival and
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hostile bidders to use technical regulatory re-
quirements to their strategic advantage.

Criminal liabilities. We have been seeing a
step-up in SEC enforcement activity against
individuals in some very high profile insider
trading cases and cases that grew out of the
mortgage crisis in 2008. These risks quickly
get the attention of very senior executives and
deal lawyers are increasingly being asked to
weigh in on questions around disclosure re-
quirements, share buy-back timing and trad-
ing black-outs, among others.

Intellectual property issues. Over the past
four to five years, we have observed a steady
increase in high profile litigation over intel-
lectual property issues (as any Blackberry
user can attest). Our sense is that both stra-
tegic and financial buyers are more alert than
ever to the risks associated with imperfect
ownership of IP. They are spending more
time at the outset of the deal discussing struc-
tures to protect their rights in acquired IP
and structuring remedies for imperfections
in title. This is another area where expertise
in cross-border transactions can be particu-
larly helpful, because the menu of available
options varies depending on the jurisdictions
involved from deal to deal. If the pharma and
biotech industry consolidation continues to
expand internationally, for example, exper-
tise in patents will be highly valued.

Emerging markets. China continues to buy
up commodities and natural resources, espe-
cially in Africa and Latin America. Increased
investment in those countries could have
long-term political and economic impacts.
Among other things, over the next decade we
could see significant changes in tax policies
and the opening of new markets for consum-
er goods. In 2012, we may see more compa-
nies, especially in such businesses as wireless
telecom and money transfer, try to establish
themselves more firmly in emerging markets
to lay the groundwork for future growth op-
portunities.
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*  [nnovative M&A closing risk allocations.
In the face of regulatory uncertainty and
potentially long timelines for closing, to-
gether with unpredictable credit markets,
we expect we will continue to see technical
innovations in the way in which parties al-
locate closing risks in deals. Specifically, we
may see new ways that parties are “splitting
the baby” when it comes to financing risk,
reverse break-up fees and specific perfor-
mance. By the same token, we may see some
changes in the traditional package of deal
protections, recognizing that any innova-
tions in that particular field will likely get
litigated in Delaware Chancery Court.

InTime

Although 2011 has been a disappointment to
the deal community, it has not been a completely
lost year. What is most important is that buyers,
both strategic and financial, have the financial
strength and strategic need to make acquisitions.
If there is stability in the capital markets and an
increase in growth, we should expect to see in-
creasing levels of M&A in 2012. All good things
come to those who wait. See you in 2012.
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U.S. Corporate
Governance: Fasten
Your Seatbelts,
Turbulence Ahead

BY MARC S. GERBER

Marc S. Gerber is a partner in the Washington D.C. office
of Skadden, Arps, Slate, Meagher & Flom LLP Contact:
marc.gerber@skadden.com.

As directors of U.S. public companies look
around, they may see a glass half full or a glass
half empty. For many companies, profits are up
and they have a large stockpile of cash. On the
other hand, the Federal Reserve forecasts slug-
gish growth and continued high unemployment,
U.S. markets zigzag based on concerns over Eu-
rope’s sovereign debt crisis, the U.S. has its own
debt challenges and Occupy Wall Street protesters
have a presence in cities around the country and
indeed the world.

Looking for good news wherever they can find
it, the state of U.S. corporate governance at the
end of 2011 has an initial allure. The corporate
governance space was dominated by “say-on-
pay”—shareholder advisory votes on executive
compensation. And with companies receiving
an average of 92% of shares voted in favor, one
might conclude that shareholders are happy with
executive compensation. Relatedly, at companies
where investors did have concerns about execu-
tive compensation, they expressed those concerns
in the say-on-pay votes rather than voting against
compensation committee members. And the icing
on the cake—in July a federal court vacated the
SEC’s mandatory proxy access rule. Directors can
exhale. Or can they?

In exploring the corporate governance themes
that we anticipate will be significant for 2012—
and that are likely to cause some turbulence
along the way—many of the same storylines of
2011 will continue to unfold: say-on-pay may
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get more challenging, the battle over proxy ac-
cess will move to its next phase and Dodd-Frank
rulemaking will impose burdens. In addition, an
old storyline will be revived—the role of audi-
tors and the relationship between auditors and
their audit clients.

Say-on-Pay

In many ways, say-on-pay in 2011 can be
viewed as a success. The 2011 votes, however,
were just the first steps in a longer, multi-step pro-
cess. For some companies, the next steps are clear.
For many other companies, the biggest risk may
be complacency. Having successfully navigated
say-on-pay in 2011, companies and boards of di-
rectors need to understand how the landscape is

changing so that they can continue to be success-
ful in 2012.

2011 Recap

Proponents of say-on-pay expressed, as one of
their goals, the desire to achieve greater levels of
engagement with companies concerning execu-
tive compensation. They were successful. Based
on surveys, as well as anecdotal evidence, more
companies sought engagement with their institu-
tional investors and many companies went deep-
er down the list of investors, in terms of size of
shareholdings, with whom they engaged.

Engagement also took the form of improved
proxy disclosure, with companies using a variety
of techniques to articulate in their proxy state-
ments how their executive compensation was
consistent with a pay-for-performance policy. In
addition to charts and graphs, many companies
added an executive summary to their Compensa-
tion Discussion & Analysis (CD&A) and some
companies created a proxy statement summary
that crystallized all of the critical information for
shareholders in just a few pages. Another inter-
esting development was the trend of companies,
typically in response to negative ISS recommenda-
tions on say-on-pay, to publish additional proxy
materials to take issue with ISS’ recommenda-
tions and emphasize the companies’ views.
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Finally, when companies viewed it as appropri-
ate, they made changes to executive compensa-
tion plans and policies that increased the likeli-
hood of a successful say-on-pay vote. In some
cases those changes were adopted early enough to
be incorporated into the company’s initial proxy
disclosure and ISS’ initial voting recommenda-
tions. In other instances, the changes were made
closer to the annual meeting date in reaction to
ISS’ negative voting recommendations coupled
with the feedback companies received from en-
gaging with their institutional investors.

In terms of voting results, based on ISS data,
investors heavily supported companies’ executive
compensation, with an average vote of 92% of
votes cast in favor. In fact, only about 40 compa-
nies failed to achieve majority support for their
executive compensation (with approximately an-
other 170 companies receiving only lukewarm
support—more on that later).

The other new vote in 2011 was the “say-on-
frequency” vote—a shareholder advisory vote on
the frequency of future say-on-pay votes. Based
on voting results and company announcements,
it appears that the vast majority of companies—
approximately 95% of S&P 500 companies and
80% of Russell 3000 companies—will be holding
say-on-pay votes on an annual basis.

The 2012 Proxy Season

Every company, regardless of 2011 voting re-
sults, will need to evaluate how its executive com-
pensation has changed during the year, how the
company has performed and how the company
can improve its proxy disclosure and engage-
ment/communication efforts to secure a favorable
say-on-pay voting result for 2012.

Another important element in planning for the
2012 say-on-pay vote will be assessing whether
and, if so, how the yardstick used by a company’s
institutional investors and ISS may have changed
from last year. Will institutional investors take a
harder line in 2012? For ISS and many institu-
tional investors, pay-for-performance concerns
were the critical issue in deciding how to vote on
say-on-pay. It is noteworthy that ISS is propos-
ing to revise its approach to analyzing pay-for-
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performance. ISS states that it does not anticipate
a change in the percentage of negative say-on-pay
recommendations it issues (which was approxi-
mately 11% of companies in 2011) but that the
set of companies identified as having a pay-for-
performance misalignment “may differ some-
what” under its proposed methodology.

In addition to the need for all public compa-
nies to refresh their say-on-pay self-analysis and
map out their engagement strategy accordingly,
there are some companies that are “behind the
eight ball” and may need to exert greater effort
to achieve a successful say-on-pay vote in 2012.
Those companies include the roughly 40 com-
panies who failed the 2011 say-on-pay votes.
Beyond those easily identified companies, the
more difficult question is knowing the point at
which the level of dissent received was meaning-
ful enough that extra efforts should be employed
and an explicit response is considered advisable.
ISS has noted that 86% of investors who re-
sponded to its survey believe an explicit company
response is called for if the prior say-on-pay vote
received more than 40% opposition, and 72 % of
investors feel the same at companies that received
more than 30% opposition. On the other hand,
fewer than half of the issuer respondents believed
an explicit response was called for in the case of
30% opposition on the prior say-on-pay vote.
In connection with revising its voting policies
for 2012, ISS has requested comment on where
to draw this line. This debate provides notice to
another 170 companies or so (and, in particular,
to the members of their compensation commit-
tees) that simply getting a majority vote may not
be sufficient to satisfy investors when the vast
majority of companies are receiving shareholder
support for executive compensation at or above
the 80% level.

Wherever this line ultimately is drawn, ISS and
institutional investors will be asking themselves
whether companies below that line, and direc-
tors of those companies, have been responsive
to investors’ concerns. In ISS’ proposed policy,
it notes that it is looking for “concrete actions”
in terms of changes to compensation practices,
as well as disclosure of the company’s engage-
ment efforts with major institutional investors on
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compensation issues. This ISS proposal dovetails
with an SEC disclosure requirement that will ap-
ply to most companies for the first time in 2012.
As part of the CD&A, companies must disclose
whether they considered the most recent say-on-
pay voting results and how that consideration
affected their executive compensation decisions
and policies.

ISS has proposed that the response, or the lack
of a response, to a high level of dissent on say-
on-pay factor into its voting recommendations
not only for the 2012 say-on-pay vote but also
for how shareholders should vote with respect to
compensation committee members. While there
was a significant decline in opposition to direc-
tors in 2011, attributed to shareholders’ ability
to express displeasure over compensation matters
in the say-on-pay vote, that decline may turn out
to be a one-year phenomenon as compensation
committee members standing for re-election will
again be subject to high negative votes if they are
viewed as unresponsive to investor concerns over
executive compensation.

Proxy Access

A significant negative vote for a director—
whether arising from a perceived lack of respon-
siveness to a negative say-on-pay vote or due to
other investor concerns—can certainly be a com-
plication many companies would prefer to avoid.
That complication could grow exponentially if it
heightens the risk that directors will face a short-
slate proxy contest the following year. A system
of “proxy access” would do exactly that. Proxy
access would allow some universe of qualified
shareholders (including many who, under the
current regulatory structure, are not likely to en-
gage in a proxy contest) to include their chosen
director candidates in the company’s proxy ma-
terials, thereby creating an election contest. As a
result, even the threat of a proxy access nomina-
tion has the potential to have a significant impact
on boardroom decision making.

In August 2010, the SEC adopted a “one size
fits all” proxy access rule that would allow a
shareholder or group of shareholders holding at
least three percent of a company’s shares for three
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years, and nominating candidates for up to one
quarter of the total number of board members,
to have its nominees included in the company’s
proxy materials. That rule was challenged by the
Business Roundtable and U.S. Chamber of Com-
merce and vacated by the D.C. Circuit Court of
Appeals in July 2011.

The SEC also adopted an amendment to Rule
14a-8 (the shareholder proposal rule) to allow
proxy access shareholder proposals. Embracing
the notion of “private ordering”—letting boards
and shareholders decide what level of proxy ac-
cess (if any) is appropriate on a company-by-
company basis—the Business Roundtable and
Chamber of Commerce did not challenge this
rule change, and the amendment to Rule 14a-8
became effective in September 2011. Accordingly,
the ongoing battle for proxy access shifts from
the battlefields of legislation and regulation to the
“urban warfare” model of block-by-block, or in
this case company-by-company, skirmishes.

Many tactical questions remain unanswered on
both sides of the proxy access question. Will the
proponents of proxy access shareholder propos-
als be large institutional investors who submit
proposals to a carefully selected handful of com-
panies with perceived poor governance profiles?
Or will the proponents be “activist” individuals
who submit proxy access proposals to scores of
S&P 500 companies seeking to establish a mar-
ket standard? Will the proposals take the form of
binding bylaw amendments or will they be preca-
tory proposals urging boards to adopt proxy ac-
cess? Will investors only support proposals that
closely follow the SEC’s three year and three per-
cent parameters or will investors vote for proxy
access proposals containing thresholds as low as
one year and one percent?

Although it is likely that all or most companies
receiving a proxy access shareholder proposal will
oppose it (assuming they are unable to exclude it
from the proxy statement), a company’s response
will need to be the result of deliberation after
considering the actual facts and circumstances,
including the terms of the proposal and the com-
pany’s shareholder base. Will we see companies
propose board-sponsored proxy access proposals
with large and lengthy holding requirements?
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It is possible that the answers to many of these
questions may take multiple proxy seasons to
fully develop. In any event, it appears that proxy
access has the potential to become a standard cor-
porate governance shareholder proposal “menu
item”—joining topics such as board declassifica-
tion, shareholders’ right to call special meetings,
shareholders’ right to act by written consent and
elimination of “poison pills”—selected by insti-
tutional investors, particularly labor unions and
public pension funds, to make their presence felt
in boardrooms across corporate America.

Dodd-Frank Act

As the Dodd-Frank Act was enacted sixteen
months ago and say-on-pay and proxy access
were topics addressed in the statute, corporate of-
ficers and directors could be excused for believing
that all of the rules implementing the corporate
governance provisions of Dodd-Frank must be
in place by now. Alternatively, for those paying
closer attention, it is understandable if they be-
lieve rules to implement Dodd-Frank’s corporate
governance provisions are a perpetual topic of
discussion that will never actually happen. The
fact that the SEC still has a substantial “to do”
list with respect to Dodd-Frank implementation
is a function of the significant amount of rule-
making Dodd-Frank required and the complexity
of the issues. And even though the SEC is giving
due consideration to the many viewpoints ex-
pressed on a variety of topics, at the end of the
day the SEC’s hands may be tied by the language
in the statute. Of the various governance-related
rulemakings still to come, the three that may have
the greatest potential to burden public companies
relate to: (1) disclosing the ratio of CEO compen-
sation to median compensation paid to all other
employees, (2) clawback policies to recoup execu-
tive compensation in the event of a financial re-
statement (even absent misconduct) and (3) con-
flict minerals disclosure.

In the case of pay ratio disclosure and clawback
policies, the current SEC schedule indicates that
rules will be proposed by the end of 2011 and
adopted by June 2012. Although those rules may
not impact the 2012 proxy season, companies

The M&A Lawyer

should continue to monitor developments and be
ready to comment on the proposed rules. The pay
ratio disclosure may result in significant data col-
lection and analysis costs and appears likely to re-
sult in disclosure that may appeal to the press and
labor activists but be of little use to investors. The
clawback policy rules may result in compensation
committees and boards of directors losing the dis-
cretion they currently possess under most compa-
ny-adopted clawback policies and require compa-
nies to engage in costly and distracting litigation
with current or former employees in the event of
a restatement where the potential recoupment is
far outweighed by the direct and indirect costs of
recovering the funds.

The conflict minerals provision of Dodd-Frank
represents an attempt to solve a geo-political
problem on the backs of U.S. corporations. Rules
have been proposed and final rules could be ad-
opted before year-end. As a result, companies
may soon be required to determine whether co-
lumbite-tantalite (coltan), cassiterite, gold or wol-
framite are necessary to the functionality or pro-
duction of their products and, if so, to determine
whether any of the minerals used by the company
may have originated in the Democratic Republic
of the Congo or any neighboring countries. Com-
panies may have to engage in costly and burden-
some supply chain due diligence in order to make
the necessary determinations and then disclose
their conclusions on their websites or SEC filings,
disclosure that may be of little or no benefit to
investors.

Auditors

When the Sarbanes-Oxley Act was adopted
in 2002, reforming the auditor-audit client rela-
tionship was viewed as a critical step in restor-
ing investor confidence. A new regulator, the
Public Company Accounting Oversight Board
(PCAOB), was created and various rules were
adopted to strengthen the independence of au-
ditors and of audit committees. So far, auditors
have generally avoided becoming the topic of new
legislation and regulation in the aftermath of the
financial crises that gave us Dodd-Frank.
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The questions for 2012 are whether that is
about to change and, if so, how will any changes
impact public companies and investors. In Au-
gust 2011, the PCAOB issued a concept release
on auditor independence and mandatory audit
firm rotation. As described by the PCAOB, the
idea of audit firm rotation has been considered
at various points since the 1970s. The PCAOB
concept release follows the issuance in October
2010 of a European Commission “Green Paper”
entitled “Audit Policy: Lessons from the Crisis”
that also explores the role of auditors and their
independence, including the notion of mandatory
audit firm rotation. Various reports and studies,
however, have indicated that mandatory audit
firm rotation would impose costs on companies
and may cause audit quality to suffer in the early
years of a rotation.

The PCAOB also issued a concept release in
June 2011 exploring potential changes to the
auditor’s reporting model, such as requiring an
“Auditor’s Discussion and Analysis,” expanding
the scope of the auditor’s report and otherwise
expanding the auditor’s reporting of information
outside the financial statements. In addition, the
PCAOB recently proposed amending accounting
standards to require disclosure of the engagement
partner’s name in each audit report. Separately,
the PCAOB publicly released a previously con-
fidential portion of an inspection report critical
of a Big Four accounting firm, the first time the
PCAOB has done so.

Although it may be too early to know wheth-
er all this activity will result in new regulations,
some of the proposals, if adopted, could have a
profound impact on audit firms as well as on pub-
lic companies. Accordingly, companies and audit
committees should monitor these developments
diligently and be prepared to comment on any
proposed rules that they believe would negatively
impact the ability of companies to produce high-
quality financial statements and other disclosures
that can be relied upon by investors.

Conclusions

U.S. companies remain resilient. Nevertheless,
the cumulative effects of legislative and regula-
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tory reforms, no matter how well-intentioned,
create challenges for companies as they navigate
the current slow-growth economy. Add to that
the tension between stock market volatility due
to macro-economic factors and the potential
negative impact on investors’ returns, on the one
hand, against the imperative to attract, motivate
and retain high quality executive talent, on the
other hand. And for good measure, mix in the
prospect of more challenging say-on-pay votes
and the prospect of proxy access. As we enter
2012, fasten your seat beats: there is likely to be
turbulence ahead.

UK Merger Control:
Longer, More Costly
and Is It Really Stil
Voluntary?

BY MATT EVANS

Matt Evans is an EU and UK antitrust lawyer and is of
counsel in the London office of Jones Day. Contact: mev-
ans@jonesday.com.

M&A lawyers usually include a condition prec-
edent that the deal be filed and cleared in all juris-
dictions which require prior filing and clearance.
UK merger law operates a so-called voluntary
system, whereby merging parties can complete
and implement their deal without notifying the
authorities. In light of this, many sellers try to in-
sist that deal completion must not be conditional
upon UK merger clearance.

The UK Government is currently considering
reforming UK merger control, including the pos-
sibility of making merger notification mandatory
for deals meeting jurisdictional thresholds and
forbidding implementation of such deals prior
to receipt of UK merger clearance. In theory, this
would mark a step change in UK merger control,
with important consequences for M&A lawyers
and merging companies as regards deal timeta-
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bles and costs. In practice, however, the regula-
tor’s approach to taking jurisdiction over deals in
2011 raises the question of whether there is al-
ready something approaching a de facto manda-
tory notification system in operation.

Companies and their advisers should therefore
think twice before deciding not to notify their
deal in the UK. If they choose not to notify it,
there is a good prospect that the UK Office of
Fair Trading (OFT) will in any event review the
deal, perhaps after it has closed, leading to poten-
tially costly disruption to the integration process.
What’s more, the review process under UK merg-
er control has become lengthier and more costly
than used to be the case. This should be taken
into account when establishing at the outset the
likely deal timetable and advisers’ fees.

Background to UK Merger Control

Merger control powers in the European Eco-
nomic Area (EEA)! are divided between the Euro-
pean Commission (the Commission) and national
competition authorities. As a general rule, the
Commission gains exclusive jurisdiction within
the EEA over mergers, acquisitions and joint ven-
tures between parties whose annual worldwide
and European Union (EU)—wide sales meet the
thresholds set out in the EU merger regulation
(EUMR).? In cases where the EUMR notifica-
tion thresholds are not met, merging parties must
check the national thresholds.

In the UK, the OFT has the power to assess a
deal if either the target’s annual UK sales exceed-
ed £70 million in the previous financial year (the
Turnover Test) or both the acquiring corporate
group and the target purchase or supply the same
category of goods or services in the UK or part of
the UK and between them account for a 25% or
more share (the Share of Supply Test). The OFT
is under a duty to refer a deal to the Competi-
tion Commission (CC) for an in-depth review if
it believes it to be the case that a transaction may
be expected to result in a substantial lessening of
competition.

Unlike most jurisdictions with merger control
laws, in the UK merging parties can complete and
implement their deal without notifying the OFT.
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Whether or not a completed deal is notified, the
OFT has four months from the date that the deal
was made public or, if not publicized, from the
date that it was brought to the OFT’ attention,
in which to decide whether to refer the deal to
the CC for an in-depth review. The OFT actively
seeks out qualifying deals that have not been noti-
fied to it and employs members of staff to monitor
national and local press and industry journals for
news of deals expressly for this purpose. Where it
identifies such deals, it sends a standard enquiry
letter to the acquirer asking for information to
help it assess whether the Turnover or Share of
Supply Tests are met and, if at least one of them is
met, the OFT also asks for information typically
included in a merger notification.

UK Merger Review Process

From the date of notification, the OFT has a
non-binding 40 working day timetable in which
to decide whether to clear a completed deal un-
conditionally, clear it subject to agreeing with the
acquirer “undertakings in lieu” (usually a divest-
ment), or refer it to the CC for an in-depth review.
Where the OFT reviews a deal that has not yet
completed, it is open to the parties to use a noti-
fication format which imposes a 20 working day
timetable on the OFT (the OFT can, and usually
does, extend this by 10 working days).

During the OFT’s review, if the OFT has not
been able to rule out one or more material com-
petition concerns about the deal within about five
weeks, it will decide to hold an internal “case
review meeting” (CRM). Prior to the CRM, the
OFT will invite the merging parties to an “Issues
Meeting” and, in advance of that meeting, will
send an “Issues Letter” to the merging parties,
setting out the principal arguments in favor of a
reference to the CC and summarising those hy-
potheses the OFT is still considering. The parties
will usually prepare a written response to the Is-
sues Letter and may choose to give a presentation
at the Issues Meeting.

If the OFT refers an anticipated but not yet
completed deal to the CC, the parties may not
complete the deal before the CC has cleared it.* If
the OFT refers an already completed deal to the
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CC, however, then the buyer must hold the target
separate from the rest of its businesses. This could
involve parachuting in a new management team,
who will be financed by, but otherwise indepen-
dent of, the buyer. This process is almost always
costly and highly disruptive to business opera-
tions. The hold separate arrangements are usually
overseen by a third party “monitoring trustee”
appointed by the CC and paid by the buyer. The
monitoring trustee must report regularly to the
CC on the buyer’s compliance with its hold sepa-
rate obligations. The CC’s review period lasts 24
weeks and can be extended by up to eight weeks.

Signs of a More Aggressive OFT
Approach Towards Completed Deals

It has generally been the case that if a deal met
the Turnover Test but not the Share of Supply
Test, acquiring parties were often willing not to
make completion of the deal conditional on UK
merger clearance. This was because, unless the
parties were important actual or potential cus-
tomers or suppliers of one another, it was unlikely
that the deal may be expected to result in a sub-
stantial lessening of competition. In such cases,
even if the OFT decided to take jurisdiction over
the completed deal—whether as a result of a vol-
untary notification or an OFT enquiry letter—the
merger review process would be relatively pain-
less and would not be expected to interfere with
the post-completion task of integrating the merg-
ing businesses.

Interference from the OFT means, in this sce-
nario, a “hold separate” arrangement. Where a
deal has completed before the OFT has cleared it,
the OFT has the power to request hold separate
undertakings from the buyer (whereby the buyer
agrees not to integrate the acquired business into
its operations) and ultimately, if the buyer does
not agree to this, to impose a hold separate or-
der on that buyer. Historically, the OFT tended to
seek hold separate undertakings relatively rarely
and generally only in cases where there were pre-
liminary indications of competition concerns aris-
ing from the deal. This may be the case if third
parties have expressed coherent concerns to the
OFT, or if the OFT’s own preliminary assessment,
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often based on the receipt of information from
the buyer, indicates that the deal may give rise to
competition concerns. The OFT’s guidance states
that meeting the Share of Supply test (i.e., a com-
bined share of 25% or more) provides a sufficient
basis for requesting hold separate undertakings.
That said, the OFT used to adopt a pragmatic ap-
proach to hold separate undertakings and would
often contact the parties’ customers to gauge
their initial views about the deal before deciding
whether there were preliminary competition con-
cerns that merited a hold separate arrangement.

The UK’s current system of merger control has
been in force since June 2003. Since then, the
OFT has typically sought hold separate undertak-
ings in respect of nine to ten completed deals each
year. In 2011, however, as of November 2, it has
sought hold separate undertakings in 16 cases.*
This material increase in hold separate undertak-
ings appears to reflect two trends.

Apparent Increase in Asserting
Jurisdiction

First, the OFT is asserting jurisdiction over a
greater number of completed deals than used to
be the case. Senior OFT staff have made it clear
to UK antitrust practitioners that they wish to
make greater efforts to ensure that deals which
may have a negative impact on competition in
the UK are not slipping through their net due to
a decision on the part of buyers not to make a
voluntary merger filing. This approach no doubt
reflects a desire on the part of the OFT to prove to
the Government that its staff are capable of doing
a good job in enforcing UK merger control and
should take the lead in any new authority that
may be established as a result of the future reform
of UK competition law enforcement. As a result,
the OFT is sending out more enquiry letters in
respect of completed deals than it used to.

An example of this involves the recent acqui-
sition by UK-based real estate services provider
Jones Lang LaSalle of a UK competitor, King
Sturge.’ On the one hand, the OFT had jurisdic-
tion on the basis of Turnover Test and most likely
also the Share of Supply Test. In respect of the
latter, in certain narrow categories of real estate
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services the parties possibly had a 25% share of
supply, or slightly more. On the other hand, it
would appear from reading the very short clear-
ance decision that had the OFT initially contacted
customers and competitors of the merging parties,
no-one would have expressed any concerns about
the transaction. The OFT has the discretion to
take these relatively quick and easy steps before
opening a merger investigation, yet appears to
have chosen not to do so in this case.

During its merger review, the OFT received
comments from over 60 third parties and not one
expressed concern about the deal. Moreover, in
each of the narrow candidate markets assessed
by the OFT during its review, the OFT identified
between 10 and 20 or more existing competitors
to the merging parties. The UK’s “voluntary”
system of merger control enabled the parties first
to complete the deal and, given that the OFT did
not in that case request initial hold separate un-
dertakings, presumably Jones Lang LaSalle was
able to commence integrating the two businesses.
By asserting jurisdiction over the transaction,
however, the OFT will have added significantly
to the costs of the deal (a merger filing fee of
£90,000 and presumably external counsel fees
of several tens of thousands of pounds) when in-
stead, it could have exercised its discretion not to
request a filing.

A More Aggressive Stance Towards
Buyers Who Have Completed Deals

The second recent trend is that the OFT is
adopting a more aggressive stance towards buy-
ers where a deal has completed and not been no-
tified to the OFT. This trend is resulting in the
increased use of hold separate undertakings and
is illustrated by a recent case involving US firm
Ryder Systems Inc (Ryder).

Earlier this year, a UK subsidiary of Ryder
providing fleet management and commercial ve-
hicle rental services acquired a UK competitor,
Hill Hire plc (Hill Hire). Hill Hire’s turnover
last year exceeded £70 million, meaning that the
OFT could assert jurisdiction over the deal on the
grounds that the Turnover Test was met. Ryder
chose not to notify the deal to the OFT, but com-
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pleted it and began integrating the two business-
es, as UK law permits. The OFT picked up on the
deal and duly sent Ryder an enquiry letter. None
of this would in itself have come as a surprise.
What is surprising, however, is that the OFT then
requested hold separate undertakings. This is sur-
prising because, upon reading the OFT’s ultimate
clearance decision, it would appear that the Share
of Supply Test was barely met, if at all. It is not
mentioned as a basis for asserting jurisdiction. It
would also appear that the vast majority of the 20
to 30 third parties who responded to OFT ques-
tions about the deal did not raise any concerns. In
fact, the decision points to just two competitors
of the parties raising some general, unsubstanti-
ated concerns.

Against this background, the fact that the OFT
sought hold separate undertakings indicates a
more aggressive approach by the OFT towards
completion of deals between two competitors.
This has significant implications for acquiring
companies. UK merger control at its simplest
is not a cheap process. Filing fees range from a
minimum of £30,000 (for deals where the tar-
get’s annual UK turnover is £20 million or less)
to a maximum of £90,000 (where the target’s
annual UK turnover exceeds £70 million). The
notification documentation itself is onerous and
firms can expect to incur tens of thousands of
pounds in advisers’ costs during the merger re-
View process.

A request from the OFT for hold separate un-
dertakings can add thousands of pounds more to
the costs. Although the OFT asks companies to
use its standard undertakings template and not
to amend the wording of that template, it will
also consent to derogations from the template.
Such derogations will be necessary if integration
has already commenced. Derogations need to be
negotiated with the OFT, a process which can
take several weeks and which uses time and re-
sources which might otherwise be spent focusing
on the merger review itself. Corporate counsel
should bear in mind, therefore, that the OFT is
increasingly seeking hold separate undertakings
in respect of completed deals involving busi-
nesses whose activities in the UK overlap. This
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should be taken into account when forming an
integration timeline.

In light of the OFT’s hardened approach to-
wards asserting jurisdiction over completed deals,
regardless of the extent to which they may give
rise to prima facie competition concerns, it ap-
pears that in practice, the UK is moving away
from a purely voluntary notification system. As
a result, acquirers are more likely than used to be
the case to be advised by local counsel to notify
qualifying deals to the OFT before they complete.

Merger Clearance Is Taking Longer
and Costing More
Two other trends during 2011 of which M&A

counsel should be aware are increased timelines
for UK merger clearance and a move towards
more intensive reviews, which result in greater
costs for the merging parties.

Increased Timelines

The OFT’s formal review timetables have re-
mained unchanged since June 2003 (20 or 40
working days, depending on notification format).
Nevertheless, in practice, UK merger control is
taking longer.

First, the OFT is insisting on a longer pre-notifi-
cation period, during which it takes time (typical-
ly one to two weeks, but often longer) to review
one or more drafts of the notification and request
that additional information be provided before
it will start the review clock. Pre-notification re-
mains a shorter period than is usually required for
mergers notified under the EUMR (when at least
four to six weeks is the norm and often several
months), but should nevertheless be built into the
deal timetable.

Second—and this is to be welcomed—the OFT
has been using the flexibility inherent in its non-
binding 40 working day timetable to extend its
review period where it considers that it needs a
longer period to complete its review. This may in
part reflect delays on the part of the merging par-
ties to provide all requested information, but it
also demonstrates the OFT’s willingness to avoid
referring a deal to the CC where its remaining
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concerns might readily be removed. Two nota-
ble cases in recent weeks illustrate this. First, in
telecommunications firm Level 3’s acquisition of
Global Crossing, the OFT’s review was extended
by just over five weeks.® More recently, Amazon’s
acquisition of rival online bookstore The Book
Depository saw its decision deadline moved from
August 30th to October 26th.” In both deals, the
OFT received a number of third party complaints,
but both were cleared unconditionally.

More Onerous Review Process

One final notable feature of 2011 UK merger
control has been the high proportion of cases
that have involved a CRM. Historically, approxi-
mately 20% of cases notified to the OFT involve
a CRM. In the OFT’s current financial year, how-
ever (since April 1), 40% of cases in which the
OFT has made a decision have involved a CRM.
Meanwhile the proportion of deals ultimately
referred to the CC has remained consistent with
previous years, at some 10%.® This dramatic in-
crease in the use of CRMs has material implica-
tions for the costs of the merger control process in
each case. Reviewing and responding to an Issues
Letter and preparing for and attending an Issues
Meeting typically adds considerable costs in the
form of advisers’ fees and makes onerous de-
mands on the time of senior management, some
of whom may be expected to attend the Issues
Meeting in person.

It is not yet clear why the OFT has had more
initial doubts about the deals it has reviewed in
2011 than has been the case in previous years,
nor whether this trend is likely to remain in the fu-
ture. For the time being, however, those involved
in M&A transactions should take note that the
OFT is adopting a rigorous approach to merger
reviews and making considerable demands on
merging parties’ time and resources.

What Does This Mean for UK
Merger Control?

Reform of UK merger control is on the politi-
cal agenda and changes can be expected in the
next one to two years. In the meantime, M&A
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lawyers would be well advised to take note that
the OFT is aggressively asserting its jurisdiction
over transactions that qualify for UK merger
control, to such an extent that one might legiti-
mately question the extent to which notification
is really voluntary these days. This may make
an acquirer think twice about trying to avoid
notifying their deal. In particular, if it is impor-
tant to complete the deal before obtaining UK
merger clearance, acquirers should be aware that
the OFT may well seek to put a stop to any post
completion integration pending the outcome of
its review, regardless of whether the deal is likely
to raise competition concerns. The deal timetable
should also take account of the OFT’s new policy
of increasing pre-notification discussions before
the merger review timetable begins, as well as the
possibility that decision deadlines can be and are
extended. Finally, all parties to the deal should
be aware that UK merger control is becoming a
more costly business—but one that increasingly
cannot be avoided.

NOTES

1. The 27 Member States of the European Union
plus Norway, Iceland, and Liechtenstein.

2. Council Regulation EC 139/2004 on the control
of concentrations between undertakings.

3. In exceptional circumstances, the acquirer may

seek permission from the CC to complete the
deal prior to receiving clearance.

4. Acergy/Subsea 7; Edmundson  Electrical/
Electric Center; Electruepart/ESpares; Kerry
Foods/Headland Foods; Kingspan/CRH
Insulation Europe; Lightcatch/Tote; Monaghan
Mushrooms/Sussex Mushrooms; PHS Group/
Direct Hygiene; PHS Group/Capital Hygiene
Services; Princes/canning business of Premier
Foods; Ryder/Hill Hire; Shell/Rontec; Silos/
CleanCrop UK; Sims Metal Management/Dunn
Brothers; Sports Universal Process/Prozone
Group; SRCL/Ecowaste Southwest.

5. ME/5083.11, Completed acquisition by Jones
Lang LaSalle of King Sturge, decision published
on 3 October 2011.

6. Anticipated merger between Level 3
Communications Inc. and Global Crossing
Limited, ME/5025/11. The original decision
deadline was July 22. The decision was made
on August 30.

7. Anticipated acquisition by Amazon.com, Inc.
of The Book Depository International Limited,
ME/5085/11.

8. Figure correct as of September 30, 2011.
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A key issue in any merger, acquisition, strate-
gic investment or similar transaction in which a
portion of the cash consideration will need to be
financed is how to allocate between the buyer and
seller the risk that such financing will be available
and consummated in time for the closing of the
transaction. As a result, certain well-developed
provisions are commonly negotiated to address
such risk (e.g., financing conditions, efforts to se-
cure financing, reverse break-up fees, etc.). The
impact and incentives created by these provisions
operate differently in the context of a sponsored
joint venture. Since both the seller and the buyer
in a sponsored joint venture scenario will be con-
cerned about the terms of any financing and the
impact of those terms on the venture post-clos-
ing, provisions that are designed to incentivize
or force the buyer to accept financing upon less
favorable conditions are not necessarily favor-
able to the seller. As a result, sellers will need to
explore alternatives to the customary approaches
to financing risk allocation to balance its desire
to consummate the transaction with the potential
reduction in value of its remaining equity due to
the joint venture obtaining financing on less fa-
vorable terms than contemplated at the time the
transaction was agreed.
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This article proposes three alternatives to the
customary risk allocation approaches that may be
employed in sponsored joint ventures: (i) buyer
and seller agree upon a threshold of acceptable
financing terms below which either party has
the option to terminate the transaction with or
without a reverse breakup fee payable to seller;
(ii) buyer and seller agree upon a threshold of ac-
ceptable financing terms below which the seller
has the option to terminate the transaction with
or without a reverse break-up fee payable to the
seller; and (iii) buyer and seller agree that if the
buyer fails to obtain financing to consummate the
transaction on the agreed upon terms, the seller
will have the option to provide financing for the
transaction or to obtain financing for the transac-
tion from a third-party on terms no worse than
agreed upon terms.

What Is a Sponsored Joint Venture?

In a sponsored joint venture, a private equity
or strategic buyer (the “sponsor”) acquires a por-
tion of a company and enters into a joint venture
arrangement with the company’s existing owners.
As part of the joint venture transaction the spon-
sor may acquire shares of the company directly or
through a newly formed joint-venture entity. The
sponsor and the seller agree in the transaction
agreement (e.g., a share purchase agreement or
merger agreement by which the sponsor makes its
initial investment in the company) to enter into a
joint venture agreement, shareholders agreement
and/or other governing documents which will
govern the parties’ relationship and the running
of the joint venture post-closing.

Special Considerations in Financing
Sponsored Joint Ventures

Generally, in the context of any merger, acqui-
sition, strategic investment or similar transaction
in which the seller is selling all its interest in an
entity or where its remaining interest post-closing
will not be significant, the seller is not concerned
with the terms of the financing obtained by the
buyer other than the conditions to such financing,
because the seller is exiting its investment and is
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concerned solely with ensuring that the transac-
tion closes and that it maximizes the consider-
ation received at the closing. The seller cares that
the financing is obtained, but is not concerned
with the underlying terms of the financing.

In contrast, in the context of a sponsored joint
venture where the seller will continue to hold an
ownership stake in the company or newly-formed
joint venture following the closing, the seller has
an additional incentive that the joint venture re-
ceive the best available financing terms in connec-
tion with the formation of the joint venture and
for positive or negative control and/or limitations
on the variations from such terms. Furthermore,
depending upon the seller’s stake in the venture
post-closing, the seller may be incentivized to
negotiate for some measure of control over the
terms of future financings which may be needed
by the joint venture on an ongoing basis.

Another distinction between financings of
sponsored joint ventures and of other acquisi-
tions is that in a sponsored joint venture, as in
a leveraged buyout, lenders to the joint venture
typically look solely to the operations and assets
of the target company to secure the acquisition
loans. This differs from financings of strategic
acquisitions or other acquisitions involving pur-
chase of all or substantially all the equity interest
of a target company where the lenders frequently
look to the operations and assets of the buyer to
secure acquisition financing and to measure the
borrower’s ability to pay (i.e., looking to assets of
both the buyer and the target company together
to calculate debt service ratios).

Overview of Issues in Allocating
Financing Control and Risk in
Sponsored Joint Ventures

When a sponsor agrees to make an investment
in a target company and enters into a joint ven-
ture arrangement with the existing owners of the
company, the determination of whether the spon-
sor or the seller will have control over obtaining
the financing and determining the financing terms
and whether the sponsor or seller will bear the
risk of a financing failure are significant issues.
Major negotiation points with respect to financ-
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ing sponsored joint ventures include (i) which
party controls obtaining the financing and to
what extent such party has an obligation to ob-
tain the financing, (ii) which party controls the
terms and conditions of the financing, and (iii)
how the risk of the financing being unavailable at
the closing of the transaction is allocated between
the sponsor and the seller. The following sections
of this article outline key issues that should be
considered in apportioning financing control and
risk in sponsored joint ventures.

Sponsor Control

If the sponsor has control over obtaining the
financing, but bears little or no risk of a failure
to obtain financing, for example by having a fi-
nancing closing condition in the main transaction
agreement and with a low standard for the spon-
sor to try to obtain financing (e.g., good faith ef-
forts), then the sponsor may have opportunities
to back out of the deal without suffering any
harm. In addition, depending on the terms of the
joint venture arrangements, if the sponsor has ne-
gotiated for a priority return in any liquidation or
distribution (or for a substantial or front-loaded
portion thereof) from the company through a
conversion waterfall, liquidation preference or
other right, then the sponsor might be willing to
agree to financing terms that would have a dispro-
portionate effect on the seller’s equity value post-
closing. The same would be true if the joint ven-
ture arrangements have a built-in internal rate of
return (IRR) threshold above which the seller will
receive a return on its investment in the company.
For example, if the sponsor controls the financ-
ing and the joint venture arrangements have an
IRR threshold which must be reached before the
seller participates in any distributions, the spon-
sor could agree to financing terms that operate
to reduce the downside risk for the sponsor that
the company will fail to reach the IRR threshold
(and the size of such failure) by negotiating for a
lower interest rate in exchange for granting the
lenders preferred equity kickers or other partici-
pation rights starting at the IRR threshold which
reduce the seller’s potential returns. However, as
the seller would not participate in distributions
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until the IRR threshold was reached, it would not
receive a benefit in exchange for the dilutive effect
of granting the equity kickers or other participa-
tion rights.

Seller Control

In contrast, if the existing owner selling an
interest in a company to a sponsor has control
over obtaining the financing and the financ-
ing terms and conditions, then the seller could
agree to financing terms and conditions in order
to complete the transaction that might be unac-
ceptable to the sponsor or otherwise detrimental
to the company from a business perspective. In
such a scenario, the seller’s desire to receive the
sale price or the need of the company to receive
an equity infusion from the sponsor could cause
the seller to agree to undesirable financing terms
solely to close the transaction. As an example, if
the terms of the joint venture agreement provide
that the sponsor first will be paid out its capital
or an agreed upon return, the seller in controlling
or exerting influence over the financing might be
willing to agree to a higher interest rate on funds
or otherwise to agree to terms of financing which
could pose additional costs to the venture, subject
to any significant increased fraudulent transfer
risk with respect to consideration received by the
seller in the form of a distribution from the joint
venture at the closing if the changes to the financ-
ing result in the insolvency of the joint venture,!
in exchange for eliminating any equity kickers or
other terms which could dilute the seller’s return
if the applicable threshold is reached.

In addition, since the sponsor is the source of
new equity for the joint venture and, unless the
seller has a high volume of M&A activity, is likely
to have stronger relationships with potential lend-
ers, an approach in which the seller controls the
financing negotiations would be strongly resisted
by the sponsor and is not part of current market
practice. As financing control by the seller is more
theoretical and not a realistic market approach,
the discussions of allocating financing control and
risk below will assume that the party having posi-
tive control and an obligation to obtain financing
is the sponsor.
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Financing Efforts

Intertwined with the question of which party
will control obtaining acquisition financing is the
question of whether and the degree to which the
party obtaining financing must expend efforts to
do so. In almost all cases, the party obtaining fi-
nancing is required to undertake some level of ef-
forts to put the financing in place. At one end of
the spectrum of efforts is an absolute requirement
that a party obtains financing or, a more common
than absolute requirement, is an obligation to use
best efforts. At the other end of the spectrum is
an obligation to use good faith efforts to put fi-
nancing in place. In between are all manner of
efforts standards: reasonable best efforts, reason-
able efforts, commercially reasonable efforts, etc.
As noted above, if the sponsor is responsible for
obtaining the financing and is subject to a lax ef-
forts standard, then the sponsor could treat the
lax efforts standard as a de facto option on its
investment in the target, i.e., if the market turns
against the investment the sponsor could use the
low efforts standard to circumvent a requirement
to close the transaction. Furthermore, the spon-
sor’s use of special-purpose vehicles to invest in
the joint venture may limit the remedies available
to the seller to enforce the sponsor’s obligations
with respect to financing except to the extent of
any guarantees from creditworthy entities.

Risk of Financing Being Unavailable

Similarly, if the sponsor controls obtaining
financing but bears little or no risk if there is a
financing failure, then the sponsor has a de fac-
to option on its investment. For example, if the
sponsor controls obtaining financing and there
is a low efforts standard and a financing closing
condition, the sponsor might plausibly be able to
satisfy the low efforts standard and still fail to ob-
tain financing, in particular if market conditions
change for the worse between signing and closing,
and be able to walk away from the deal without
incurring damages. This is especially true if the in-
vestment agreement does not impose any material
break-up fee on the sponsor to counteract other
incentives to walk away from the transaction.
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Reverse Break-Up Fees

The impact of the incentives caused by a reverse
break-up fee in the context of a sponsored joint
venture are different than in mergers, acquisi-
tions, or similar transaction where an entire en-
tity is being sold. In a typical merger, the seller
will not be impacted by the terms of the financing
following the closing and therefore wants to in-
centivize the sponsor to obtain financing regard-
less of the financial terms. In a sponsored joint
venture, a seller does not want the sponsor to
agree to financial terms for the financing materi-
ally worse than those contemplated at signing be-
cause any negative impact on the equity value of
the joint venture will be shared by the seller. The
inclusion of a reverse break-up fee will incentiv-
ize the sponsor to agree to obtain financing that
negatively impacts the joint venture so long as the
sponsor’s portion of the lost equity value is less
than the amount of the reverse break-up fee. For
the sponsor’s part, the sponsor does not want the
seller to be able to limit sponsor’s ability to accept
the terms of available financing while the sponsor
is also at risk of paying a reverse break-up fee.
As such, in negotiating whether to have a reverse
break-up fee in sponsored joint ventures (and in
evaluating and setting the acceptable threshold
for financing terms at the outset), consideration
must be given to (i) whether a reverse break-up
fee can be crafted that would not incentivize the
sponsor to accept financing terms that would
negatively impact the joint venture in excess of
the agreed threshold, (ii) the extent to which the
reverse break-up fee will take into account the
sponsor’s desire for full control if the sponsor will
be required to pay the reverse break-up fee, and
(iii) the seller’s concern that the sponsor might
suggest unfavorable financing terms as a method
for getting out of the investment.

Three Proposals for Allocating
Financing Control and Risk

As described above, there are a number of
perverse incentives created by having either the
sponsor or the seller control obtaining the financ-
ing (including the extent to which such party is
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obligated to obtain the financing) or control de-
termination of the terms and conditions of the fi-
nancing, in particular where the controlling party
bears little risk of the financing being unavailable
at the closing of the transaction. To address these
incentives, we propose three approaches to work-
able divisions of financing control and financing
risk between the sponsor and the seller in the con-
text of a sponsored joint venture.

Proposal 1: Set Thresholds for
Financing Terms Below Which Either
Party May Terminate the Transaction

An approach for allocating financing control in
the context of a sponsored joint venture is that
the parties could agree in advance to a threshold
of financing terms below which one or both par-
ties have the option to terminate the transaction.
The financing threshold might be based upon the
commitment letters that the sponsor has obtained,
if any, including any flex terms, permitted devia-
tions if the original financing is not available or,
if there is not a firm commitment letter in place,
be determined by the parties setting forth specific
thresholds of acceptable terms, including ranges
of total financing amounts either individually or
in the aggregate for term loans and revolver facili-
ties, the highest permissible interest rates applica-
ble thereto, leverage ratios, which assets will serve
as collateral, relative obligations of sponsor/seller
as guarantors of the debtor entity under the facil-
ity, and the scope of covenants applicable to the
debtor entity. Preferably, the thresholds would be
unambiguous. It should be noted, however, that if
the investment agreement is required to be pub-
licly disclosed (including the terms regarding the
financing thresholds) the parties should consider
the impact on negotiations with lenders if explicit
thresholds (rather than the more traditional ma-
teriality standards) are disclosed.

This threshold setting approach tempers, but
does not fully eradicate, the potential negative in-
centives created by giving a sponsor control over
the terms of the financing. This approach might
be improved by imposing a meaningful efforts
standard on the sponsor to avoid inadvertently
granting an option on the investment if the fi-
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nancing market sours between signing and clos-
ing. To further moderate the sponsor’s control
over financing, the investment agreement might
provide that specific performance as an available
remedy to the seller if financing is available on
terms equal to or better than the agreed upon
threshold, but the sponsor fails to close. The
seller could be granted the right to specifically
enforce the equity commitment or the sale under
the investment agreement and the sponsor could
covenant to enforce its rights under the debt com-
mitment letter and not to take any action which
would materially negatively impact the ability
to obtain financing at or above the agreed upon
threshold. Likewise, the potential negative incen-
tives of sponsor control could be mitigated by
providing that a reverse break-up fee is payable
by the sponsor to the seller if either of the sponsor
or the seller terminates the agreement due to a fi-
nancing failure. A reverse break-up fee might also
be triggered only as a result of termination of the
transaction by the sponsor. However, if a reverse
break-up fee is payable only upon sponsor’s ter-
mination for a financing failure and if financing
satisfying the threshold is not available, the seller
will attempt to avoid being the party that termi-
nates the transaction (because no reverse break-
up fee would be due) and the sponsor will also at-
tempt to avoid being the party that terminates the
transaction (because a reverse break-up fee would
be due) and both parties will instead be incentiv-
ized to wait for the other to terminate first.

Proposal 2: Financing Threshold for
Seller Only

One approach for allocating financing risk
would be to provide the seller with the right to
terminate the investment agreement if the final
terms of the financing obtained by the sponsor
are worse than a threshold of financing terms
agreed to by the parties in connection with entry
into the investment agreement. The option of the
seller to terminate if the financing does not meet
the agreed upon threshold could be accompanied
by a reverse break-up fee paid by the sponsor to
the seller upon termination of the agreement as
a result of a financing failure. By only allowing
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seller to terminate if financing is not available at
or above the agreed upon threshold, the risk ap-
proach may be more balanced. As efforts clauses
are difficult to police, this approach creates ad-
ditional incentive for the sponsor to use the ef-
forts it can to seek financing above the threshold
as seller may choose to have the transaction move
forward with less favorable financing if no better
options are presented. In this approach, seller’s
counsel will need to carefully review the equity
commitment letters to make sure that terms of the
financing or changes thereto are not a condition
to funding and that the seller can cause specific
performance of the funding if the conditions to
the joint venture are satisfied or waived. As with
Proposal 1, this approach could be improved
and further reduce the financing risk for seller by
granting the seller the right to specifically enforce
the equity commitment or the sale under the in-
vestment agreement and by requiring the sponsor
to covenant to enforce its rights under the debt
commitment letter and not to take any action
which would materially negatively impact the
ability to obtain financing at or above the agreed
upon threshold.

Proposal 3: Seller Option to Provide
Financing if Sponsor Financing Fails

A third approach to allocating financing con-
trol and risk is that the parties agree that if the
sponsor fails to obtain financing for the transac-
tion, then the seller has a right to provide financ-
ing for the transaction itself on terms agreed to
by the parties in connection with entry into the
investment agreement or to secure from a third-
party lender financing on no worse terms than
those agreed to by the parties. The parties would
need to agree up front if such alternative seller
financing terms would be based upon the com-
mitment letter entered into at the time the invest-
ment agreement is executed or some other crite-
ria and whether any adjustments would be made
to compensate the seller for agreeing to provide
seller financing in place of the cash it would re-
ceive at closing and/or the presumption that
unavailability of financing consistent with the
original commitment letter is due to the terms of
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such commitment letter not providing sufficient
flex to match market pricing as of the closing or
the period shortly prior to closing. This approach
could be implemented in combination with a re-
verse break-up fee to the seller if the seller does
not elect to provide financing.

While this third approach provides for the
most deal certainty for the seller, the use of seller
financing may present significant downside to
seller depending on its objectives. Seller financ-
ing delays and/or reduces the liquidity the seller
would receive in the transaction. The seller will
have additional capital and risk tied to the joint
venture until such time as the debt matures or is
redeemed, if applicable. Furthermore, the seller
will need to consider any accounting or regula-
tory impact that would arise as a result of provid-
ing seller financing to the joint venture.

Conclusion

Unique issues arise in the allocation of financ-
ing control and risk in sponsored joint ventures
because the seller is concerned not only that the
financing be obtained, but also that the terms of
the financing do not disproportionately harm its
continuing equity interest in the venture. For this
reason, sponsors and sellers should consider nov-
el approaches to the division of financing control
and risk in negotiating sponsored joint ventures
to address the seller’s special concerns in this con-
text, including (i) defining a threshold of accept-
able financing terms below which either party has
the option to terminate the transaction with or
without a reverse break-up fee payable to seller;
(ii) providing the seller (and possibly the spon-
sor) with the right to terminate the transaction
coupled with or without a reverse break-up fee
payable to the seller if financing is not available
above the agreed upon threshold; and (iii) provid-
ing the seller with an option to provide financing
for the transaction, or to obtain financing for the
transaction from a third-party on terms no worse
than agreed upon for seller financing.

NOTES
1. See, e.g., Geltzer v. Mooney (In re MacMenamin’s
Grill Ltd.), Adv. Pro. No 09-8266 (RDD) 2011
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(Bankr. SDNY April 21, 2011). In Geltzer,
the United States Bankruptcy Court for the
Southern District of New York held that the
safe harbor in Section 546(e) of the Bankruptcy
Code did not apply to a small, private LBO
transaction where the transaction posed no
systematic risk to the stability of financial
markets. The court held that the transaction,
involving the payment of $1.15 million in loan
proceeds by a financial institution to three non-
insider shareholders to fund the acquisition of
their stock in an LBO, did not fall within the
safe harbor of Section 546(e) and exempt the
payments to shareholders from avoidance
under the Bankruptcy Code. In so holding,
the court acknowledged that that application
of the safe harbor may be implicitly tied to
the value of the securities transaction being
challenged and the number of shareholders
involved. However, many courts have reached
the opposite conclusion, ie. that Section
546(e) would exempt private payments to
stockholders in leveraged transactions. See,
e.qg., Kaiser Steel Corp. v. Pearl Brewing Co.
(In re Kaiser Steel Corp.), 952 F.2d 1230, 1240
(10th Cir.1991) (“Given the wide scope and
variety of securities transactions, we will
not interpret the term ‘settlement payment’
so narrowly as to exclude the exchange of
stock for consideration in an LBO."); In re QS/
Holdings, Inc., 571 F.3d 545, 550-51 (“nothing
in the text of §546(e) precludes its application
to settlement payments involving privately
held securities”); Brandt v. B.A. Capital Co., LP
(In re Plassein Int’l Corp.), 590 F.3d 252, 258-
59 (3d Cir. 2010), cert. denied 130 S. Ct. 2389
(2010); Contemporary Indus. Corp. v. Frost, 564
F.3d 981, 987-88 (8th Cir. 2009) (payments that
shareholders received in exchange for their
stock during leveraged buyout were within safe
harbor of Section 546(e)); Official Committee of
Unsecured Creditors of Nat'l Forge Co. v. Clark (In
re Nat’l Forge Co.), 344 B.R. 340, 367-70 (W.D.
Pa. 2006) (stock redemption); Official Comm. of
Unsecured Creditors v. Fleet Retail Fin. Grp. (In
re Hechinger Inv. Co.), 274 B.R. 71, 87 (D. Del.
2002); Official Comm. of Unsecured Creditors of
The IT Group, Inc. v. Acres of Diamonds, L.P. (In re
The IT Group, Inc.), 359 B.R. 97, 100-102 (Bankr.
D. Del. 2006).
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