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Checking the Bush While Keeping

the Bird in Hand -

The Advent of

the “Go Shop” Provision
in Acquisition Agreements

By Mark A. Metz*

When a publicly traded company receives
an attractive unsolicited takeover offer, its
directors must decide, often under significant
time pressure, whether to pursue a sale of
the company with the bidder. Although “just
saying no” is an option, particularly where
the company’s operating track record is good
and the company has solid defensive mea-
sures in place, directors are often compelled
by their fiduciary duties to the company’s
shareholders to respond favorably to such an
offer, especially when the offer represents a
higher value to shareholders than pursuing
the company’s current long-term strategy.
An attractive unsolicited offer can present
the directors with a dilemma: should they
accept the offer and proceed toward a defini-
tive acquisition agreement (which would
typically include a prohibition on post-sign-
ing solicitation) without knowing whether a
better deal might be available, or commence
a sale process that might cause the attractive
offer to be withdrawn and potentially cause
the company to be viewed as “damaged
goods” if no other substantial offers result
from the process. In either case, the direc-
tors” decision could be second guessed by
disgruntled shareholders and lead to costly
litigation.

Further compounding the problem, di-
rectors’ decisions made in the context of a
sale of the company are not given the same
degree of deference as decisions made in the
ordinary course of business. Where directors
have not checked the market prior to signing
an acquisition agreement to determine the
availability of other bidders or the value of
the company in a sale transaction, and where
there is no provision in the acquisition agree-
ment allowing a check of the market after
signing, legal challenges to the directors” de-
cision to accept an offer to sell the company
have occasionally succeeded.

Largely because of these concerns, target
companies have recently begun to insist on
including provisions in definitive acquisition
agreements that permit the target actively to
solicit competing bids for a limited period
after the definitive agreement is signed and
to terminate the agreement in order to accept
a superior offer. Although these “go shop”
provisions do not insulate directors against
claims that they breached their fiduciary du-
ties, they can alleviate some of the directors’
concerns about whether there might be a bet-
ter offer available and allow them more read-
ily to accept an attractive offer. Go shop pro-
visions allow directors to more comfortably
accept the “bird in hand” offer, since they
remain free to determine whether there are
more “birds” in the bush.

Go Shop Provisions Defined

Go shop provisions are a recent phenomenon,
so the “standard” terms of these provisions
are not yet settled. Most go shops, however,
particularly those in more recent agreements,
share the following characteristics.

= A solicitation (or “go shop”) period, typi-
cally lasting between 35 and 50 days that
commences upon signing the definitive
acquisition agreement.

= During the solicitation period, the target
has full rights to solicit other offers, pro-
vide information to prospective bidders,
including confidential information (if the
prospective bidder executes a confiden-
tiality agreement in a form agreed to in
advance by the buyer), and negotiate the
terms of a definitive acquisition agree-
ment.

= The target must notify the buyer when the
board determines that an offer superior to
the buyer’s has been received.

= If the target board decides to accept a
competing offer that it has determined is
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superior to the buyer’s, then, for a limited
time, the target may terminate the agree-
ment with the buyer after giving the buyer
an opportunity to match the competing
offer. If the buyer matches the competing
offer, the original deal is modified and the
termination right is extinguished.

= If the competing bid is not matched by the
buyer and the target terminates the origi-
nal agreement, or if the target’s board
withdraws its support for the original
offer and the buyer terminates, the target
must pay a termination fee to the buyer.
The termination fee is often bifurcated so
that the amount payable when termina-
tion occurs during the solicitation period
is significantly lower than the termination
fee payable under other circumstances,
such as when termination occurs to accept
a superior offer made after the solicita-
tion period. In some cases, the lower fee
is paid if the offer was determined during
the solicitation period to be superior, or
likely to become superior, even if termi-
nation did not occur until after the solici-
tation period ended. The connection of
the lower fee to the go shop provision is
intended to be less of a financial impedi-
ment to a competing bidder who makes
its bid during the solicitation period. The
connection also encourages competing
bids during, rather than after, the solicita-
tion period when a higher fee would be
payable.

= Following the solicitation period, all solici-
tation activity must cease and the typical
“no shop” and “fiduciary out” provisions
apply. However, the target is often permit-
ted to continue negotiations with parties
who have submitted competing bids that
are determined by the board to be supe-
rior, or reasonably likely to become supe-
rior, following negotiation. Otherwise,
information may be provided, negotia-
tions may occur, and the agreement may
be terminated in favor of a superior offer
only if the board has been advised that it
must do so in order to properly discharge
its fiduciary duties. Termination under
these circumstances usually triggers the
payment of the higher termination fee.

Go shop provisions are becoming increas-
ingly popular. Although there were fewer
than 20 public company transactions with go
shop provisions before 2007 and apparently
none before 2004, more than 20 sales agree-

ments with go shop provisions were signed
during the first six months of 2007.!

The Board’s Fiduciary Duties

Directors of a Michigan corporation gener-
ally have a fiduciary duty to act in the best
interests of the corporation and its sharehold-
ers. The Michigan Business Corporation Act
provides that directors have discharged their
fiduciary obligations if they:
= actin good faith and on an informed basis
after due consideration of the relevant
material, including the input of legal and
financial experts, and appropriate delib-
eration (referred to as the “duty of care”);
and

= act in the best interests of the company
and its shareholders and not for the pur-
pose of advancing their own self-interests

(referred to as the “duty of loyalty”).?

When a decision by a board of directors is
challenged, a Michigan court will usually ap-
ply the “business judgment rule,” a legal pre-
sumption that the board acted in good faith,
on an informed basis, and in the honest belief
that the action taken was in the best interests
of the corporation.’ In most circumstances,
when the board acts in a fully-informed, de-
liberate manner, the board’s action will be
protected by the businessjudgmentrule, even
if the board’s judgment ultimately proves to
have been incorrect. A board’s action is likely,
however, to be examined more closely when
it involves a sale of the company.

Michigan courts have rendered relatively
few decisions upon which to base interpreta-
tions of law on the fiduciary duties of direc-
tors in the context of takeovers. As a result,
Michigan courts are likely to regard Dela-
ware decisions as persuasive in light of the
significantly greater experience of the Dela-
ware courts in this context.* A long line of
Delaware cases, beginning in the 1980s with
a case involving Revlon, Inc.,> holds that once
a board of directors decides to sell control of
a corporation, the board’s actions are subject
to “enhanced scrutiny” before the court will
apply the business judgment rule’s presump-
tion. In essence, once the board decides to
sell, this higher standard requires the board
to abandon substantially all considerations
other than obtaining the best, reasonably pos-
sible, current value for shareholders. When a
board of directors is considering a single of-
fer and has no reliable grounds upon which
to determine whether it is the best reasonably
possible current value, Delaware courts have
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generally held that a check of the market is
necessary to determine if a better deal might
be reasonably available.®

The Delaware courts grant the board con-
siderable latitude to determine the method of
conducting a sale of a corporation that maxi-
mizes value for shareholders. There are sev-
eral methods that a board may use to satisfy
this duty, including conducting an auction
or some other canvas of the market prior to
signing a definitive transaction agreement, or
signing a definitive agreement that contains
provisions allowing for post-signing solicita-
tion or response to competing offers (a “post-
agreement market check”). Delaware courts
have held in a number of cases that a board of
directors does not fail to satisfy the enhanced
scrutiny standard by entering into an agree-
ment with a single bidder followed by a mar-
ket check.” Although these cases generally in-
volved a public announcement of the signing
of the transaction agreement coupled with a
fair opportunity for other bidders to make
competing offers (commonly referred to as
a “window-shop” process) rather than the
relatively new concept of a “go shop” provi-
sion, Delaware courts have found these post-
agreement market checks to have passed the
Revlon-enhanced scrutiny test under the facts
of those cases. The enhanced scrutiny stan-
dard requires only a reasonable decision, not
a perfect one.®

When considering a post-agreement mar-
ket check, a court will typically examine
the provision in the context of the various
deal protection measures in the acquisition
agreement, which protect the original deal
by increasing the chances that it will be con-
summated. These provisions usually limit
the target’s ability to accept a better offer by
limiting the length of the go shop solicitation
period (if any), limiting the target’s ability to
negotiate with other bidders, limiting the tar-
get’s right to terminate the agreement, giving
the buyer the right to match a competing su-
perior offer, and requiring the target to pay a
substantial termination fee in the event that
the initial transaction is terminated by the
target due to the emergence of a superior pro-
posal. A buyer will typically insist on includ-
ing some combination of these provisions in
view of the time, effort, and expense it has
expended in making the initial offer and ne-
gotiating a definitive acquisition agreement
with the target. While the courts acknowl-
edge the legitimacy of such provisions at
some level, a post-agreement market check

will not be considered effective for purposes
of the Revlon-enhanced scrutiny standard if
subsequent bidders would be unreasonably
deterred by termination fees or other deal
protections given to the first bidder.” The
Delaware Court of Chancery has stated that
a board’s decision to sell a company does not
prevent it from offering bidders deal protec-
tion measures, “so long as its decision to do
so was reasonably directed to the objective of
getting the highest price and not by selfish
or idiosyncratic desire by the board to tilt the
playing field toward a particular bidder for
reasons unrelated to obtaining the stockhold-
ers’ ability to get top dollar.”*

A significant part of this analysis includes
a review of the reasonableness of the termi-
nation fee to determine whether it unrea-
sonably discourages competing bids. Most
often, courts seem to apply a combination of
analyses. This includes viewing the reason-
ableness of the fee in light of the amount of
the fee as a percentage of the target’s equity
value (generally determined by looking at
the purchase price) and/or as a percentage
of the total transaction value (the sum of the
equity value plus the debt assumed by the
buyer in the transaction) and then making
a judgment as to whether the amount of the
fee unreasonably deters rival bidders in light
of the other deal protection measures in the
acquisition agreement. The Delaware Court
of Chancery has stated that it is difficult to
see how a termination fee equal to 3.5 percent
of equity value would deter a rival bidder
who wished to pay materially more for the
target.” The same court more recently noted
that a termination fee that was 3.75 percent of
equity value and 3.25 percent of transaction
value might rebuff a bidder who wishes to
top an initial bidder’s offer by a relatively in-
substantial amount, but that such an obstacle
is not unreasonable.”? In an oft-cited case,®
the Superior Court of Delaware noted that a
termination fee representing 2.8 percent of
the proposed acquisition price was reason-
able and referred to an article that suggested
termination fees in the range of 1 percent to 5
percent were within a reasonable range.!

The Standard Applied — Some
Post-Agreement Market Check
Cases

In light of this background, it is instructive to
look at some cases in which Delaware courts
have examined post-agreement market
checks under the Revlon-enhanced scrutiny
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standard. A recent example is In re Pennaco
Energy, Inc. Shareholders Litigation. In Pennaco,
the Delaware Court of Chancery stated that
the mere fact that a target company’s board
of directors negotiated a favorable price with
a single bidder without first seeking out other
bidders does not alone support a breach of
fiduciary duty claim.” In the transaction that
led to the litigation, the target received an
unsolicited request to determine whether the
target would be interested in exploring a busi-
ness combination with a potential acquiror.
After initial discussions, the target’'s board
entered into a confidentiality agreement with
the bidder and due diligence commenced.
The target hired an investment banker and
negotiated an agreement with the bidder
at a price that was just above the valuation
range determined by the investment banker.
As of the date that the target’s board voted to
approve the transaction, the target had done
nothing to see whether other buyers might
exist. The agreement provided for a window
shop market check and the bidder was not
permitted to commence its tender offer until
17 days after the agreement was signed (the
agreement was signed on December 22 and
the parties agreed to delay the tender offer
until after the holidays). The agreement
included deal protection measures, including
matching rights and a 3 percent termination
fee. The court concluded that the plaintiffs
would not be likely to succeed on their claim
that the board breached its fiduciary duties.!®
When analyzing the deal protection mea-
sures in the agreement, the court observed
that there is no risk-free approach to selling a
company and that dealing with one bidder at
a time has advantages.” The court noted that
the target’s board was careful to balance its
single negotiation strategy by ensuring that
an effective post-agreement market check
would occur and that the agreement’s provi-
sions left the initial bidder exposed to compe-
tition from rival bidders. The court referred
to the matching right and termination fee as
“modest and reasonable advantages” for the
original buyer.'*

Similarly, in MONY, the Delaware Court
of Chancery endorsed a process in which the
target entered into a merger agreement with-
out conducting an auction.” The target had
hired a financial advisor only to “quietly ex-
plore” merger opportunities. The agreement
at issue in MONY provided for a window
shop market check to be conducted after the
agreement was signed, and it gave the tar-

get’s board the ability to enter into an agree-
ment with a rival bidder if its fiduciary duties
so required. However, this right was limited
by a requirement that the initial bidder be
given a chance to match a competing offer.
If the target terminated the agreement, then
it would have to pay a termination fee to the
initial bidder.” The court held that it was ac-
ceptable for the target’s board to enter into an
agreement with a single bidder, establishing
a “floor” for the transaction, and then test the
transaction with a post-agreement market
check. The court went on to hold that the evi-
dence supported a conclusion that the board
acted reasonably in determining its course of
action and met its fiduciary duties.”

Courts seem to recognize the tension be-
tween the parties” desire to preserve the ini-
tial bidder’s proposal and the board’s need
to obtain reasonable assurance that the initial
proposal is the best deal reasonably available
to shareholders. This pragmatic view has
been reflected in the two June 2007 Delaware
decisions involving go shop provisions in the
context of the enhanced scrutiny test of Rev-
lon.

In In re Lear Corporation Shareholder Liti-
gation,? the court granted a preliminary
injunction requiring additional disclosure
before a vote on the merger could be taken,
but the court denied the plaintiffs” prelimi-
nary injunction motion based on breach of
fiduciary duty claims because the plaintiffs
had not demonstrated a likelihood of success
on the merits. In response to an unsolicited
offer by Carl Icahn, a special committee of
the Lear board authorized the company’s
CEO to negotiate merger terms with Icahn.
Ultimately, after a cursory canvass of eight
financial buyers that produced no serious in-
terest in acquiring Lear, the board approved
a merger agreement containing a 45-day go
shop period followed by a traditional “no
shop/fiduciary out” provision. The merger
agreement also provided the buyer with a
limited match right and a bifurcated termina-
tion fee of 2.79 percent of the equity value of
the transaction if the merger was terminated
before the go shop period ended and 3.52
percent of the equity value if the merger was
terminated after the period.” Due to Icahn’s
4.9 percent ownership stake and his threat
that if the board conducted a pre-signing
auction he would withdraw his offer, wait
for the price to fall, and make a later bid at a
lower price, the board determined that lock-
ing in the “floor” price by signing a deal with
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Icahn that permitted a full auction post-sign-
ing would most likely maximize the price of
the company for shareholders. The court ex-
pressed some skepticism that the 45 day go
shop period constituted enough time for a
competing bidder to conduct due diligence,
make a superior offer and negotiate a defini-
tive acquisition agreement so that it could
avail itself of the lower termination fee avail-
able to the maker of a superior bid in favor of
whose transaction the Icahn agreement was
terminated. Nevertheless, the court was not
convinced that the plaintiffs would be able to
prove at trial that the Lear board acted unrea-
sonably. The court also held that the termi-
nation fee was not of a magnitude that would
seriously deter a competing bid and was a
reasonable concession to Icahn in view of the
ability to shop the company, the amount of
capital Icahn had to reserve for the deal dur-
ing the solicitation period, and Icahn’s agree-
ment to vote his shares for any superior bid.
The court also rejected the plaintiff’s argu-
ment that the limited match right was unrea-
sonable.

Similarly, in In re Topps Co. Shareholder
Litigation,” the court granted a preliminary
injunction on other grounds,* but it denied
the plaintiffs” preliminary injunction motion
based on the breach of fiduciary duty claims.
In response to overtures from Michael Eisner
to acquire Topps, an ad hoc committee of the
board authorized negotiations between one of
the Topps independent directors and Eisner.
The committee was divided over whether a
full auction would yield a better offer than
the Eisner offer being considered. Within the
past year, Topps had tried and failed to sell
one of its two divisions, and discussions with
two potential financial buyers had failed to
yield any serious offers. Eisner told the board
that he would withdraw his proposal and dis-
continue his efforts to acquire the company if
Topps commenced an auction.” Against this
background, the Topps board ultimately ap-
proved a deal with Eisner, and the parties ex-
ecuted a definitive agreement. Because there
had been no pre-signing market check, the
board secured a 40-day go shop period with
a limited match right and a bifurcated termi-
nation fee of 3.0 percent of the transaction
value if the agreement was terminated dur-
ing the go shop period and 4.6 percent of the
transaction value if terminated thereafter.>
Following a detailed analysis of the circum-
stances, the court concluded that the terms of
the merger agreement were not an unreason-

able approach to maximizing value, noting
in particular the 40-day go shop period and
the board’s ability to continue discussions af-
ter the go shop period with any bidder who
surfaced during the go shop period whom
the board determined was likely to make a
superior proposal. Further, the court stated
that it did not believe the advantage given to
Eisner by the merger agreement—including
a right to match a competing bid and a ter-
mination fee—was unreasonable. The court
noted that while the fee was a bit high in per-
centage terms, it was likely attributable to the
relatively small size of the deal and was not
large enough to have deterred a bidder with
an interest in outbidding Eisner.

The Topps court took note of the advan-
tage to the company of having a signed deal
with Eisner and its potential utility in gain-
ing a higher bid.

In finding that this approach to value
maximization was likely a reason-
able one, I also take into account the
potential utility of having the prover-
bial bird in hand. Although it is true
that having signed up with Eisner at
$9.75 likely prevented Topps from
securing another deal at $10, the
$9.75 bird in hand might be thought
useful in creating circumstances
where other bidders would feel
more comfortable paying something
like [competing bidder] Upper Deck
now says it is willing to bid [$10.75].
Because a credible buying group ...
had promised to pay $9.75, other
bidders could take some confidence
in that and have some form of ‘suck-
er’s insurance’ for considering a bid
higher than that. ... [R]ecognizing
our own limitations, we often, quite
rationally, take comfort when some-
one whose acumen and judgment
we respect validates our inclinations.
A credible committed first buyer
serves that role. ... Signing up a sure
thing with Eisner forced Upper Deck
to get serious about the whole com-
pany, and set a price floor that Upper
Deck knew it had to beat by a mate-
rial amount.”

Conclusion

When faced with the difficult choice
between accepting an attractive bid without
having an opportunity to gauge the market’s
interest in the company or actively shopping
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the company but likely losing the attrac-
tive bid, the target board is no longer left to
choose exclusively between preserving “the
bird in the hand” or pursuing the “birds in the
bush.” The inclusion of a go shop provision in
a definitive sale agreement permits a board to
accept the attractive bid while preserving the
board’s ability to determine whether a more
attractive bid is available. The decisions in
Lear and Topps confirm that the Delaware
courts will continue to review the post-agree-
ment market check mechanism in an acqui-
sition agreement in light of the related deal
protection measures to determine whether
the market check was designed to obtain the
best transaction reasonably available to the
target and will approve the board’s course of
action, if reasonable. Given Michigan courts’
deference to Delaware on these matters, it
is likely that in the right circumstances, the
board of a Michigan corporation may choose
to accept an attractive bid and use a go shop
provision to conduct a post-agreement mar-
ket check if the board determines that pre-
serving the “bird in hand” is the best way to
maximize shareholder value in a sale of the
company.
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