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Overview
What is a “going private” transaction?

•

“Going private” generally refers to a minority buyout by a controlling or significant stockholder, or a leveraged buyout by one or
more financial sponsors working with a significant stockholder / management.

Key distinctions from private deals / other public deals*

•

Controlling stockholder fiduciary duties / standards for judicial review affect processes and deal structures.

−
−
−
−

•

Conflicts of interest are material and obvious.
Fiduciary duty implications where a “controlling shareholder” is involved.
Working with special committees vs. full board.
Majority-of-minority considerations.

Public disclosure requirements.

−
−

Enhanced disclosure obligations (Schedule 13E-3) whenever an affiliate is involved on the buy-side.
Potential to trigger premature Schedule 13D filing requirements.

•
•

•
•
•

New Schedule 13D filing. Forming a “group” that owns more than 5% of target’s outstanding stock.
Amending Schedule 13D filing. Engaging with an existing Schedule 13D filer in a manner that requires an amendment to their filing to indicate
“plans or proposals” for a going private transaction.

Section 203 of the Delaware General Corporation Law – potential 3-year moratorium imposed if bidder has an “agreement,
arrangement or understanding” with a person holding at least 15% of target’s voting securities before the target board has
approved the transaction.
Use of books & records demands to search for potential conflicts / litigation hooks.
MLPs / LPs / LLCs – typically, contractual standards apply in lieu of fiduciary duties but subject to the implied covenant of good
faith and fair dealing.

* Discussion assumes Delaware law applies. Other states may apply different standards.
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Recent M&A Volume is Down vs. 2019 but Large Deals
are Still Being Announced
Global M&A Announced Transaction Volume
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CEO Confidence Index

2020 YTD
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Private Equity Activity Remains In-Line With Historical
Averages
Private Equity Activity as % of Total M&A Activity
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Fiduciary Issues and Standard for Judicial Review
GOING PRIVATE TRANSACTIONS RAISE SPECIAL ISSUES BECAUSE CONFLICT TRANSACTIONS
ARE PRESUMPTIVELY SUBJECT TO ENTIRE FAIRNESS LEVEL OF JUDICIAL REVIEW

When does entire fairness standard of review apply?
1. Controlling stockholder stands on both sides of the transaction or receives
different consideration than other stockholders.
2. Majority of the board is conflicted / interested.
Who is a “controlling stockholder”?

•
•

A controlling stockholder (i) owns more than 50% of the voting power of the corporation
or (ii) exercises control over the business and affairs of the corporation.
A minority stockholder can (in very limited circumstances) be a controlling stockholder
if it has such “formidable voting and managerial power” that, as a practical matter, it
is no differently situated than if it had majority voting control.

“Disinterestedness” of directors focuses on material pecuniary interests (but
relationships and not meeting “independence” tests matter too).
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Fiduciary Issues and Standard for Judicial Review
ENTIRE FAIRNESS REVIEW AND THE BURDEN OF PROOF

•
•
•

If entire fairness standard of review applies, absent a mitigant, the controller /
conflicted party carries the burden of proof (i.e., must establish fairness).
Courts must determine whether transaction included a “fair price” and “fair process” –
was it objectively fair to the stockholders?
Assessment is made after trial.

− Fact intensive inquiry.
• “Fair price” inquiry – valuation; exploration of viable alternatives.
• “Fair process” inquiry – timing of transaction; arms-length bona fide bargaining; coercion and threats;
structure of transaction; material information withheld from voting / tendering stockholders.

− Hindsight assessment.
− Allows for comprehensive discovery process – information may be discovered that the parties
were not aware of at the time of negotiating the transaction.

− Undisclosed conflicts of advisors to special committees can taint the fairness assessment.

•

Very expensive / burdensome / intrusive process = high settlement value.
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Fiduciary Issues and Standard for Judicial Review
WHAT PARTIES CAN DO TO MITIGATE RISK OF ENTIRE FAIRNESS REVIEW

1. MFW alternative.

•

Parties may be able to escape entire fairness altogether (and return to business judgment rule) by using a
special committee and including a majority-of-the-minority vote, so long as this “non-waivable”
requirement was imposed by the bidder prior to the start of substantive economic negotiations.

2. Burden Shifting.

•

Burden can be shifted to stockholder plaintiffs to prove that the transaction was not fair if certain procedural
safeguards are used.

−
−

Negotiated approval of a fully-functioning special committee of disinterested directors; or
Obtaining approval of the transaction by a fully-informed majority-of-the-minority shareholders.

3. Non-Coervice Tender Offer.

•

•

Historically, Delaware courts have not generally applied entire fairness review to non-coervice tender or
exchange offers with a second-step squeeze-out above 90% without corporate action.

−
−

Offer conditioned on majority-of-the-minority tendering into the offer.

−
−

No retributive threats by the controlling stockholder to minority stockholders if they do not tender into the offer.

Controlling stockholder has committed to complete a short-form merger at the same price promptly after tender offer is
completed.
Distinterested directors are given complete discretion and sufficient time to react to tender offer via Schedule 14D-9 filing.

Structure depends on not needing any board approval (e.g., due diligence, waivers, consents).
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Fiduciary Issues and Standard for Judicial Review
“FULLY-FUNCTIONING” SPECIAL COMMITTEE APPROVAL REQUIRES REPLICATING ARMSLENGTH BARGAINING ON BEHALF OF THE PUBLIC STOCKHOLDERS

•
•
•

Special committees are needed when managing conflicts – either resulting from controlling
stockholder or interested-director transactions.
When confronting a transaction that may be subject to entire fairness review, a board of directors
should create a special committee early in the process.
A proper special committee must be independent and should have full authority to:

− Reject any deal.
− Hire independent advisors.
− Explore other viable alternatives, including a new business plan / capital structure that
might offer superior value.

•
•
•
•

A controlling / significant stockholder can (and typically will) use its stockholding to block a sale of
the company.
Typically, delay and the power to say “no” are the most powerful negotiating tools the special
committee has and those tools can be used effectively by a well-advised and disciplined
committee that recognizes the risk to the bidder from coercive responses.
A board can approve a deal recommended by a special committee. Proceeding with a deal that is
not recommended by the special committee is subject to entire fairness judicial review.
A deal recommendation from a properly functioning special committee process provides strong
evidence that a transaction was the result of a fair process.
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Private Equity Has Expanded in Scope and Maintains
Significant Firepower
Private Capital Available & Purchasing Power(1)
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Leverage Buyout Debt Multiples Continue to be Robust
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Leverage Finance Market Has Experienced Lower Volumes
During COVID but LBO Financing Remains Available
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2020 Q3
Sponsors

Take-Private Transactions Constitute a Significant
Proportion of PE Activity
PE Deal Types
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Disclosure Requirements
EXPANDED DISCLOSURE REQUIREMENTS APPLY TO TRANSACTIONS SUBJECT TO THE
RULE 13E-3 “GOING PRIVATE” RULES

Is this a “Rule 13e-3 transaction”?

•

Generally applicable to transactions where an affiliate is engaged in the transaction.

− Controlling stockholders and members of senior management (e.g., CEO and CFO) are
considered to be affiliates.

− Factors in determining whether senior management is “engaged” in a transaction:
• Senior management’s role with the target company, the buyer and its affiliates following the transaction;
• Equity rollovers and/or material equity participation;
• Representation of senior management on the buyer’s or target company’s board after the transaction;
and

−

• Involvement of senior management in the negotiation and process of the transaction.
The timing of management becoming involved on the buy side is an important
determinant.

Implications of triggering Rule 13e-3

•

The target company and each affiliate engaged in the going private transaction must
file a Schedule 13E-3 with the SEC.
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Disclosure Requirements
ENHANCED DISCLOSURE OBLIGATIONS IN A RULE 13E-3 TRANSACTION

1. Purposes of the transaction. Target company and each affiliate engaged in the
transaction must disclose its purposes for the transaction.
2. Fairness of the transaction. Each filing person must state its belief and reasons
as to whether the transaction is fair to the minority shareholders.
3. Reports, opinions, appraisals. All reports, opinions and appraisals prepared by
either party’s advisors.

− Financial advisors should prepare any presentations (not just the final books) with input
and advice of counsel before being rendered. These materials will need to be described in an
SEC filing and filed.

•
•

Rule 13e-3 transactions are more closely reviewed by the SEC and typically draw
more interest from plaintiffs’ lawyers.
Fertile opportunity to establish that a majority-of-the-minority approval was not “fullyinformed”.
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Other Considerations
CAREFUL PROCESS IS NEEDED TO AVOID PREMATURE 13D DISCLOSURE OBLIGATIONS
AND STATUTORY BUSINESS COMBINATION MORATORIUM PERIODS

•

Section 13(d) of the Exchange Act.

−

Generally requires 5% shareholders to publicly disclose their current shareholdings and intentions on a
prompt basis (subject to exceptions for passive investors, among others).

• If a buyer teams up with management or other significant stockholders (e.g., bidco), they may
prematurely form a “group” for purposes of this 5% threshold and trigger a separate Schedule 13D
filing obligation (and premature public disclosure of discussions).

• If a buyer engages with an existing Schedule 13D filer, that Schedule 13D filer may be required to
amend its Schedule 13D filing to indicate new “plans or proposals”.

•

Section 203 of the Delaware General Corporation Law.

−

Generally prohibits an “interested stockholder” from engaging in certain business combination transactions
for a three-year period if it “owns” (very broadly defined) 15% or more of target’s voting securities, unless it
first obtains the target board’s approval or the business combination is approved by the target board and
more than two-thirds of the voting power not held by the buyer.

• If a buyer / bidco teams up with a significant stockholder without board approval, it could become
subject to moratorium period.

• If a buyer / bidco has any “agreement, arrangement or understanding for the purpose of acquiring,
holding, voting…or disposing of such stock with another person who owns, or whose affiliates or
associates beneficially own [target stock],” the buyer will be deemed to own that stock as well.

• Even if the target has waived the application of Section 203 to that other person, buyer / bidco will
nonetheless be frozen out unless buyer obtains its own waiver.
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Other Considerations
BOOKS & RECORDS

•

Section 220 of the Delaware General Corporation Law permits a company’s stockholder to
demand inspection of the company’s books and records for any “proper purpose.”

•

Delaware courts have broadly interpreted “proper purpose” to include many different things.

−
−
−

•
•
•
•
•

Investigate mismanagement or wrongdoing;
Evaluate whether to bring claims for breach of fiduciary duty; and
Evaluate director independence or interestedness.

A stockholder is entitled to inspect books and records upon showing a “credible basis” for its
purpose in seeking the information, which is the lowest burden of proof in Delaware law.
Several recent Delaware books-and-records decisions have noted the absence of one or both of
the MFW conditions is sufficient to “pique suspicion” about a transaction.
Stockholders are often successful in obtaining a company’s formal books and records such as
board minutes and packages.
Recent Delaware decisions have required companies to turn over emails and texts between /
among directors, financial advisors, management, and bidders.
The absence of books and records can be used as an inference that a proper process was not
followed.
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Transaction Structuring
MOST LBOS ARE STRUCTURED AS ONE-STEP MERGERS

•
•

In the last three years, only approximately 11% of leveraged buy-outs of Delaware public targets
were structured as two-step transactions.
This could be attributable to a number of factors, including:

−
−
−

The presence of additional regulatory approvals, undercutting the timing benefit of a two-step transaction.
Existence of a “go shop” period, which may reduce or eliminate the relevant timing benefit of a tender offer.
Certain requirements can limit the buyer’s flexibility in connection with its financing (e.g., potential margin
loan constraints and uncertainty regarding marketing periods).
• Despite the introduction in Delaware of mechanics to permit the merger to be effected immediately after the tender offer
(Section 251(h)), debt financing sources will still closely scrutinize risks to getting the acquisition debt moved into the
target company to avoid structural subordination.

−

There is arguably some ambiguity as to whether offering senior executives or other insiders the right to “roll
over” into the buyer vehicle violates the “all holders / best price” rule, though most practitioners believe it
does not.
• In 2006, the SEC amended the tender offer rules to exempt certain employment-related arrangements from the “all
holders / best price” rule. However, these amendments did not specifically address non-employment-related
arrangements like a rollover of shares held by management. In addition, in order to benefit from the safe harbor provided
by that amendment, the target compensation committee (or board) must generally approve the arrangements.
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Management Incentives in Take-Private Transactions

Entry and Exit Capital Structure
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Transaction Structuring
KEY ISSUES WHEN ADVISING A MANAGEMENT TEAM / BOARD

•

To avoid unintended consequences, a target company’s board or management team
should carefully consider several key issues before initiating a going private
transaction.

− When should management bring its board into the loop?
− Issues in sharing information with sponsors and financing sources.
−
−
−
−
−

• Management may become “engaged” in the transaction and trigger Rule 13e-3.
Implications of board’s responsibility to maximize value.
Board’s responsibility to ensure management’s alignment with a sponsor must not foreclose
other bidders.
How to develop projections and handle due diligence when management has an interest
in a particular bidder.
How few transactions ultimately proceed to announcement and the scrutiny they attract –
e.g., Dell.
Management’s incentives to “sandbag” every step of the way – e.g., taking steps to move
pre-closing cash flow to post-closing.
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MLPs / LPs / LLCs
CONFLICTS ARE TYPICALLY GOVERNED BY CONTRACTUALLY-DEFINED STANDARDS WITHOUT
FIDUCIARY DUTIES BUT SUBJECT TO THE IMPLIED COVENANT OF GOOD FAITH AND FAIR DEALING

•
•
•
•
•

Limited partnerships and LLCs have contractual governance models.
PTPs / MLPs typically eliminate entirely (or greatly limit) the fiduciary duties of the
general partner and board of the general partner.
In lieu of fiduciary duties, PTPs / MLPs often adopt contractual standards such as
“good faith” which may be narrowly defined (e.g., believed to be in the interests of the
partnership; or not opposed to the interests of the partnership).
The implied covenant of good faith and fair dealing cannot be contractually
eliminated.
PTPs / MLPs typically provide for one or more of the following options for conflict
transactions:

− Approval by a conflicts committee of the board (typically a committee consisting of
directors who meet the listing standards for “independence”, sometimes audit committee
“independence” standards) which itself is not subject to fiduciary duties.

− Approval by a majority of the unaffiliated unitholders.
− Board approval.
− Arms-length terms.
− “Fair and reasonable” terms.
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