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ANALYSIS

DEBUNKING THE DEBUNKER: A REACTION TO CHUCK NATHAN’S  
“7 MYTHS” ABOUT ACTIVISTS 
By Thomas A. Cole1

In the October 4, 2016 issue of Corporate Counsel, Chuck Nathan presented his effort to 
“debunk the myths and articulate the reality of activist investing�” The article2 has aspects 
that all can agree with—for example, that there can be benefits to negotiating with 
activists rather than immediately and reflexively adopting an adversarial position� Many 
companies are taking this approach� According to Evercore, one of the leading activist 
defense financial advisory firms, in 2015 (the last full year of statistics): there were 379 
activist campaigns of which only 105 resulted in proxy fights; of the 131 board seats gained 
by activists, 120 came by way of settlement; and the time from campaign inception to 
settlement had shrunk to 56 days� 

Nevertheless, in his advocate’s piece, Mr� Nathan claims that there are myths about activists 
that require debunking� Three of these in particular merit close analysis� 

Long Term/Short Term

Mr� Nathan states that (i) “the���frequently outright assertion���is that because activists are 
mere short-term holders, they are not entitled to the same voice in a company’s governance 
as obviously more virtuous and deserving long-term holders”; (ii) that “on average, activist 
investors maintain their positions for a matter of years”; and (iii) that “no rational investor, or 
company manager, would advocate���adoption of a longer-term strategy over a shorter one, 
if the shorter one had a higher value creation opportunity�” First, there are examples where 
the law indeed does provide a greater voice in governance based upon the duration of 
investment holding—consider the requirements of SEC Rule 14a-8 and the typical “private 
ordering” standards for proxy access� The Delaware courts recognized the legitimacy of 
tenure-based voting in Williams v. Geier� Second, and more important, Mr� Nathan’s 
assertions are too broad brushed� Average holding periods are only that—averages� Some 
activists hold only for a few months� Moreover, there are occasions where an activist is 
clearly advocating a short-term value-creating action that has longer term value destruction 
potential, but the activist has no intention of sticking around to see how it all comes out� 
Even if that is not the activist’s intention at the outset, the activist always has the luxury of 
bailing out when its idea turns out to be not so good after all� Consider, for example, the 
activist-pressured decision by GM to engage in a massive stock repurchase—criticized as 
not the best idea for a company in a notoriously cyclical industry� Consider also the fact that, 
according to one survey, only 109 of the 131 activist board representatives elected in 2015 
still remained on those boards by the middle of 2016� The simple point is that each activist’s 
motives, time horizons and proposals must be carefully assessed� Activists are sometimes 
like the arbs in Airgas —they weren’t looking for a fair price, just a price higher than what 
they bought in at� 

Influence

Mr� Nathan articulates “Myth 3” as “Activist investors possess ‘unprecedented influence’ 
and ‘immense financial power�’” And, he asserts that “activists simply do not have the power 
or share ownership to compel a company to take any action—good, bad or indifferent�” In 
an effort to support this, he indulges in somewhat of a non sequitur—by comparing the 
assets under activist management with the massive assets under management at quite 
different institutional investors such as BlackRock� That comparison distracts from the real 

1  Thomas A. Cole is a partner in Sidley’s Chicago office who served as chair of the firm’s Executive Committee for 15 years. The views expressed in this 
article are those of the author and do not necessarily reflect the views of the firm.

2 “7 Myths about Dealing with Activist Investors—and the Realities,” Corporate Counsel (Oct. 4, 2016), available here.

http://www.corpcounsel.com/id=1202769185867/7-Myths-about-Dealing-with-Activist-Investorsand-the-Realities?slreturn=20161030152636
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Mr. Nathan is correct 
that “Activists…are 

not always wrong and 
misguided” but the plain 

fact is that activists are 
not always right.

issue, which is with “disproportionate power” in the context of a particular company, not a 
highly diversified portfolio of managed assets� Consider the ability of, say, a 4�9% holder to 
win 10% of the seats in a board room and to extract a promise to take a transformative 
corporate action or force the resignation of a CEO� Among the sources of disproportionate 
influence are (i) the ability of an activist to threaten a costly and disruptive proxy contest; (ii) 
the fact that the board’s risk of losing is enhanced by the very low standard ISS applies in 
considering which way to recommend its subscribers to vote in a proxy contest; (iii) the 
“wolfpack” phenomenon of activist hedge funds (as acknowledged by the Delaware courts 
in the Sotheby’s case); and (iv) the increasing support of activist hedge funds by actively 
managed, non-activist institutional investors� Mr� Nathan’s assertion that all of this doesn’t 
add up to “the power���to compel���action” will be news to the dozens of corporate boards 
that have succumbed (involuntarily but often understandably) to an activist attack� 

Who Knows Best 

Mr� Nathan next asserts that “there is no principled reason to believe that boards, 
management and their advisors know better” and that to suggest that management 
“always knows best” is “paternalistic and patronizing…[and] an inversion of the reality of 
shareholders’ ownership and rights�” To begin with, boards, not shareholders, are legally 
the ultimate authority on virtually all critical decisions, and that is so for a host of “principled 
reasons”—boards have superior access to information (frequently kept confidential to 
protect the corporation and its shareholders); they have fiduciary obligations and 
accountability to all of the shareholders; and although shareholders have voting power, they 
often have laid off or at least mitigated their economic exposure� Moreover, ownership 
should not be automatically equated with judgment or expertise� For those and other 
reasons, the law has entrusted the single most critical decision—whether or not to sell the 
company—to the board� More specifically, both board and shareholder approval is required 
for a merger, and the board has effective and legally recognized veto power over a tender 
offer by deployment of a poison pill�

I conclude by citing another aspect of the article that rings true and that can be agreed 
with—“Activists���are not always wrong and misguided�” Unfortunately, the overall thrust of 
the “7 Myths” is to suggest that the converse is true� The plain fact is that activists are not 
always right�

The movement from management-centric to board-centric governance, that was initiated by 
the Smith v. van Gorkom decision in the mid-1980s, has clearly improved corporate 
governance and decision-making� Clearly, engagement is a good thing—boards should 
receive, and carefully assess (both substantively and contextually), input from shareholders� 
But I think it is likely a myth that a shift to shareholder-centric decision-making—as 
essentially advocated by the activists and their supporters and apologists—would achieve 
the same beneficial results� 

SHAREHOLDER ACTIVISM: THE POTENTIAL IMPACT OF MANDATORY  
USE OF UNIVERSAL PROXY CARDS
By Beth E. Peev3

As discussed in our October 28, 2016 Sidley Update, on October 26, 2016, the Securities and 
Exchange Commission (SEC) proposed amendments to the federal proxy rules that would 
require both the registrant and the dissident in a proxy contest to use universal proxy cards 
that include the names of all duly nominated director candidates� The proposed rules are 

3  Beth E. Peev (formerly Flaming) is a partner in Sidley’s Chicago office with an active practice advising companies in connection with shareholder activism, 
proxy contests and unsolicited tenders offers/takeover defense. The views expressed in this article are those of the author and do not necessarily reflect 
the views of the firm.

http://www.sidley.com/en/news/2016-10-28-corporate-governance-update
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intended to replicate, for the vast majority of stockholders who vote by proxy, the same 
voting options that they would have if they were to vote in person at a stockholder meeting� 
This would be a big change from the current system, which limits stockholders voting by 
proxy to submitting their votes on either the registrant’s proxy card or the dissident’s proxy 
card and, thus, prevents a stockholder from picking and choosing from among the 
management nominees and the dissident nominees, unless the stockholder attends the 
stockholder meeting or works with proxy solicitors to obtain a provisional ballot to reflect a 
split vote or obtain a legal proxy and modify the registrant’s proxy card to indicate a split 
vote�4 In practice, very few stockholders attend stockholder meetings or take the steps 
necessary to split their votes�

Most opponents of mandatory universal proxies view it as a big win for activists and part of a 
continuing shift of power from management to stockholders� However, the SEC’s proposing 
release states the SEC Staff’s preliminary belief, based on its study of contested elections in 
2014 and 2015, that even if mandatory universal proxies resulted in changes in vote totals, 
such changes would not have affected the ultimate outcomes of the elections�5 In addition, 
the Hirst study cited in the SEC’s proposing release found that requiring the use of universal 
proxies is unlikely to strongly favor either registrants or dissidents,6 and based on a review of 
proxy contests at large U�S� public companies from 2008 to 2015, the study concluded that 
mandatory universal proxies would have slightly favored management nominees�7 As the 
proposing release notes, predicting the effects of mandatory universal proxies based on 
studies of past proxy contests requires the making of assumptions, which may or may not be 
valid, and mandatory universal proxies may have a variety of effects�

So what would the adoption of the proposed rules mean for registrants? Would mandatory 
universal proxies affect the number of proxy contests, proxy contest outcomes, registrant or 
dissident strategy or settlement? The practical implications of mandatory universal proxies 
for proxy contests and shareholder activism are unclear, but here are some initial thoughts�

Would Mandatory Universal Proxies Lead to More Proxy Contests by Lowering Costs?

Whether mandatory universal proxies would, in fact, lead to more proxy contests depends 
on a variety of factors� On the most basic level, it would seem that, because mandatory 
universal proxies would lower the dissident’s cost of soliciting votes from a registrant’s entire 
stockholder base, on the margin, there would likely be more proxy contests� Under the 
proposed rules, dissidents would only be required to solicit from a majority of the voting 
power of the shares entitled to vote, and dissidents would be able to use notice and access 
to do so� For many public companies, it may be possible to satisfy this solicitation 
requirement by soliciting as few as 10 to 15 stockholders� Thus, a dissident’s solicitation 
costs could be very modest, even as the dissident would benefit from having its nominees 
listed on the registrant’s proxy card that is disseminated to all stockholders under the 
proposed rules� Under the current rules, stockholders are only able to vote for a dissident’s 
nominees to the extent the dissident has provided solicitation materials, either through 
direct delivery or notice and access�

However, even if the lower cost of soliciting votes does result in an increase in the number 
of proxy contests, the increase may be insignificant� This is because solicitation expenses 
tend to be minimal compared to the other expenses incurred in connection with waging a 
proxy contest� If a dissident is prepared to pay the legal and other expenses required to 
comply with advance notice bylaw provisions, prepare and file a proxy statement and 
complete the SEC review process, the cost of distributing proxy materials would not 
typically be determinative�  

4 Whether obtaining a legal proxy and modifying the proxy card is permitted under the proxy rules is an open question.
5 Proposing release at p.153.
6 Proposing release at fn. 209.
7 Hirst study, available here, at p. 7.

https://www.sec.gov/rules/proposed/2016/34-79164.pdf
https://www.sec.gov/rules/proposed/2016/34-79164.pdf
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2805136
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In general, mandatory 
universal proxies would 
likely make it easier for 

dissidents to obtain a small 
number of board seats in 
a proxy contest but more 

difficult for dissidents 
to succeed in obtaining 
control of the board by 

replacing either all or a 
majority of the directors.

Would Mandatory Universal Proxies Lead to More Proxy Contests  
by Changing Anticipated Outcomes?

The question whether mandatory universal proxies would lead to more proxy contests by 
changing anticipated outcomes should be considered under two different scenarios: (i) a 
dissident seeking to take control of the board by nominating candidates for all positions or 
by nominating a short, but majority, slate of candidates and (ii) a dissident nominating a 
short, non-controlling slate either as a matter of choice or because the board is “staggered�” 
Under the current rules, dissidents rarely seek control of the board� It is much more common 
for dissidents to put forth a minority slate�

Mandatory universal proxies may make it more difficult for a dissident to succeed in 
obtaining control of the board by replacing either the entire board or a majority of the 
board� In these circumstances, under the current system, most stockholders are faced with a 
choice between all or none of the dissident’s nominees, and if enough of the stockholder 
base is dissatisfied with the incumbent board, all of the dissident’s candidates may be 
elected� If stockholders can easily pick and choose from among the dissident’s and 
management’s nominees, it would be easier for stockholders to express their displeasure 
with the current board and management without delivering control to a dissident who is not 
paying a control premium� Where dissidents are seeking control of the board, proxy 
advisory firms generally recommend a split vote that would result in a minority of the board 
going to the dissident unless the dissident convinces the proxy advisory firms that its 
strategy is so superior to management’s that it justifies delivering control of the board in the 
absence of a control premium� Replacing the board under mandatory universal proxies 
would require stockholders to favor a dissident candidate over reelecting an incumbent 
CEO to the board, which is unlikely absent egregious circumstances, and replacing the 
board would require the dissident to put together a slate comprised of candidates who are 
each superior to the incumbents, which would be difficult� If control is truly the desire of the 
dissident (rather than simply chalking up a “win”), then mandatory universal proxies may 
reduce the number of threatened or actual proxy contests where that is the desired 
outcome, unless there are truly egregious facts that the dissident can use as its platform�

By contrast, mandatory universal proxies may make it easier for a dissident to succeed in 
getting at least one of its nominees elected� Where a dissident is seeking to have at least 
one of its nominees elected but is not seeking to replace a majority of the board, mandatory 
universal proxies should result in more votes for the dissident’s nominee(s) than under the 
current system because in short slate contests, proxy advisory firms tend to support the 
election of at least one dissident nominee, and mandatory universal proxies would enable 
stockholders to follow such recommendations much more easily (and at lower cost) than the 
current system� It also seems likely that retail investors and institutional investors that do not 
follow proxy advisory firm recommendations would split their votes more than under the 
current system, given that only a small number of stockholders take action to split their votes 
under the current system and given that under the current system, dissidents do not always 
solicit all stockholders (and, therefore, not all stockholders have the ability to vote by proxy 
for dissident nominees)� Where a dissident is seeking to replace less than a majority of the 
board, getting any candidate elected is typically a “victory�” Thus, the universal proxy card 
may encourage more of these types of contests� 

How Would Mandatory Universal Proxies Affect Specific Proxy Contests?

What effect mandatory universal proxies would have on a specific proxy contest would 
depend on the dynamics of that contest, including, in particular:

 ■  Management stock ownership—what percentage of the registrant’s outstanding voting 
stock is held by management or other management-friendly holders who would not use 
universal proxies to split their votes?
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 ■  The rest of the registrant’s stockholder base—what percentage of the registrant’s 
outstanding voting stock is held by retail holders or other holders that, under the current 
system, would not take the steps necessary to split their votes but, under a mandatory 
universal proxy regime, would split their votes?

 ■  Whether solicitation efforts significantly increase retail voting—is the registrant’s or the 
dissident’s campaign successful in galvanizing the retail holders to take action, and do 
retail holders generally side with management or the dissident?

 ■  The quality of the dissident’s nominees—how do they compare to the registrant’s 
nominees in terms of qualifications and experience? 

 ■  Proxy advisory firm recommendations—would ISS or Glass Lewis recommend a split vote 
(which should be a function of the same factors that influence their recommendations 
under the current system (e�g�, company performance, business strategy and execution 
thereof, management and director tenure, the persuasiveness of the dissident’s platform, 
the company’s governance record, etc�))?

How Would Mandatory Universal Proxies Affect Proxy Contest Settlements?

Under the current system, very few proxy contests go to a vote� According to the Hirst study, 
only 8% of the 1,295 large company engagements and proxy contests announced from 2008 
to 2015 went to a vote;8 based on anecdotal evidence, the percentage is likely to be much 
lower if unannounced engagements were taken into account� How mandatory universal 
proxies affect the outcome of proxy contests will impact the likelihood of settlement� 
Participants (particularly dissidents) will be less inclined to settle if they believe their chances 
of success are greater due to mandatory universal proxies� As discussed above, it seems that 
mandatory universal proxies will generally advantage dissidents where they are seeking one 
or two board seats, and if that is true, more dissidents will threaten such proxy contests and 
be able to extract more from registrants to settle contests for only one or two seats�  

Where dissidents are seeking more than one or two seats, greater uncertainty about the 
election outcome may lead participants to negotiate a settlement rather than proceed to a 
vote (or, in the case of dissidents, incur expenses to comply with advance notice provisions, 
prepare and file proxy materials, etc�)� If stockholders are able to pick and choose from 
among the registrant’s and the dissident’s nominees, voting results are likely to be less 
predictable� The number of possible results under the proposed rules is greater than under 
the current system because any combination of nominees could receive the most votes� 
Under the current system, a successful dissident campaign for control of the board would 
most likely result in the election of the dissident’s nominees, and a successful dissident 
campaign for a minority slate would most likely result in the election of the dissident’s 
nominees and the registrant’s nominees who are not identified on the dissident’s proxy card 
as those for whom the dissident will not vote�  

What Are Other Potential Effects of Mandatory Universal Proxies?

There are a variety of other potential effects of mandatory universal proxies� On a positive 
note, the universal proxy rules should result in a greater focus on the qualifications of 
individual director nominees, rather than simply picking sides� This should result in the 
selection of better qualified candidates by both registrants and dissidents, although the 
impact would likely be more pronounced with respect to dissident nominees� In addition, 
the focus on qualifications in a potential proxy contest could help boards do a better job 
“refreshing” their ranks but could make it more difficult for boards to add or retain high-
performing directors who do not look strong on paper�

Mandatory universal proxies could also affect the number of candidates put forth by 
dissidents, particularly in proxy contests where the dissident is not seeking control of the 

8 Hirst study at p. 11.
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We previously 
summarized important 

developments and 
lessons from the Dell 
appraisal case in the 

June 2016 and  
August 2016 issues of 

Sidley Perspectives.

board� As a strategic matter, with mandatory universal proxies, dissidents would need to 
consider carefully the number of candidates to put forth because the greater the number of 
dissident nominees, the greater the risk that stockholders will split their votes across the 
nominees and that, as a result, no dissident nominee will be elected under a plurality voting 
standard� These effects may be counteracted by disclosure and efforts to inform 
stockholders how to vote if they intend to support the dissident� However, none of the 
dissident’s disclosure would accompany the universal proxy card delivered to stockholders 
by the registrant, and not all stockholders may receive the dissident’s proxy statement or 
any other solicitation materials from the dissident�

Where a dissident is seeking control of the board, proxy advisory firm recommendations 
could have an even greater impact on the outcome than under the current system� This is 
because now, where proxy advisory firms recommend in favor of some management 
candidates and some dissident candidates, it can be difficult for stockholders to follow such 
recommendations to the letter, and stockholders wishing to follow such recommendations 
may currently vote on the registrant’s proxy card rather than the dissident’s proxy card (and 
therefore do not vote for any dissident candidates) or on the dissident’s proxy card rather 
than the registrant’s proxy card (and therefore do not vote for any management candidates)� 
All stockholders would be able to follow split vote recommendations easily under a 
mandatory universal proxy regime�  

To the extent that with mandatory universal proxies it is unclear which of the incumbents are 
being targeted by the dissident, boardroom dynamics and, in particular, the decision 
whether to fight versus settle with the dissident could be impacted� As compared to 
dissident proxy cards under the current rules for short slates, it would not be clear from 
universal proxy cards which of the incumbents are being targeted by the dissident� This 
could be counteracted by the dissident’s campaign materials, but not all stockholders may 
receive the dissident’s proxy statement or any other solicitation materials from the dissident�  

For now, we can surmise how mandatory universal proxies will affect dissident, registrant 
and stockholder behavior� We will need to wait until the rules are finalized and adopted to 
see for certain how the landscape will change� For better or worse, that will not be any 
sooner than the 2018 proxy season�

DELAWARE APPRAISAL DEVELOPMENTS—LESSONS OLD AND NEW 
By Jack B. Jacobs9

Because Delaware appraisal cases are inherently fact-intensive, predicting their outcomes is 
a sometimes hazardous endeavor� But even so, there are centripetal forces in Delaware’s 
common law valuation jurisprudence that tend to resolve new, even idiosyncratic, fact 
patterns under doctrines that are well-established� As a result, what may seem new is 
actually not, and what is actually new soon becomes folded into the fabric of existing 
precedent� The former proposition is exemplified in Dunmire v. Farmers & Merchants 
Bancorp of Western Pennsylvania, Inc. (Del� Ch� Nov� 10, 2016) and the second is exemplified 
in the recent fee award opinion in In re Appraisal of Dell Inc. (Del� Ch� Oct� 17, 2016)�

Dunmire  

Dunmire arose out of a stock-for-stock merger of Farmers & Merchants Bancorp of Western 
Pennsylvania, Inc� (F&M), a small community bank located in rural Pennsylvania, into NexTier, 
Inc� (NexTier), a community bank located in a neighboring county� The 2�17 exchange ratio 
impliedly valued NexTier at $180 per share and F&M at $83 per share� One family—the 

9  Jack B. Jacobs is a senior counsel at Sidley who served on the Delaware Supreme Court from 2003 to 2014 and, prior to that, on the Delaware Court of 
Chancery since 1985. The views expressed in this article are those of the author and do not necessarily reflect the views of the firm.

http://www.sidley.com/~/media/update-pdfs/2016/06/mn4117_perspectives_newsletter_0616_v5.pdf
http://www.sidley.com/~/media/update-pdfs/2016/08/august-2016-sidley-perspectives.pdf
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Snyders—controlled both F&M and NexTier and stood on both sides of the transaction, and 
no other bidders were considered� Minority stockholders of F&M sought appraisal in the 
Delaware Court of Chancery� In a post-trial opinion, the Court concluded that the merger 
price was not a reliable determinant of fair value—of either F&M (which had been 
undervalued) or NexTier (which had been overvalued)—and that F&M’s fair value as of the 
merger date was $91�90 per share—almost 11% above the merger price� 

Of particular importance is that Chancellor Bouchard distinguished, and refused to apply, 
earlier Court of Chancery decisions finding that the merger price was the “best evidence of 
fair value�” In those earlier cases, the transaction had “resulted from a competitive and fair 
auction, which followed a more-than-adequate sales process and involved broad 
dissemination of confidential information to a large number of prospective buyers�”10 In 
those circumstances, i�e�, “an arm’s-length process between two independent parties and���
no structural impediments [that] existed that might materially distort the ‘crucible of 
objective market reality,’ a reviewing court should give substantial evidentiary weight to the 
merger price as an indicator of fair value�”11

None of those protective procedural safeguards existed in the process leading up to the 
F&M/NexTier merger, for several reasons� First, the merger was not the product of an 
auction—no third parties were solicited and no confidential information was disseminated to 
any other potential buyer� The merger terms were set by the Snyder family, which controlled 
both companies and stood on both sides of the transaction� Second, although a three-
member special negotiating committee of the F&M board was formed ostensibly to protect 
the interests of the minority, two of the three committee members had business ties with 
the Snyders, and the chairman “appeared to be working toward a price that would meet the 
Snyders’ objective to recoup their original investment in NexTier, rather than aggressively 
looking out for the interests of F&M’s minority stockholders�” Third, the role of the special 
committee’s financial advisor was limited to reacting to another valuation expert’s work for 
NexTier rather than independently valuing F&M� And finally, the transaction was not 
conditioned on obtaining the approval of a majority of the minority stockholders of F&M� 

Given these process deficiencies, the Court “place[d] no weight on the Merger price as an 
indicator of fair value” and rejected the valuations proffered by both parties’ litigation trial 
experts� Instead, the Court performed its own valuation, using a single valuation approach 
upon which both experts had agreed (a discounted capitalized net income based on a 
single year of net earnings), and then independently proceeded to determine the inputs 
relevant to that approach�

Given the conflicted, one-sided nature of the process, neither the outcome nor the analysis 
employed to reach it should come as a surprise� What is notable, however, is that although 
the legal analysis was couched in the language of more recent case law (inquiring whether 
or not to give “substantial weight” to the merger price), for several decades the Court of 
Chancery had deferred, in appraisal cases, to the merger price and the expert testimony 
proffered to support it� The reason is based in common sense: a fair merger process 
designed to replicate a true arm’s-length negotiation tends to yield a fair price; a process 
that lacks these protections does not� Delaware courts long ago so recognized�12 The 
bottom line: Dunmire is newly packaged wine but the bottle is old—in either case, however, 
a great vintage�

10  Union Illinois 1995 Inv. Ltd. P’Ship v. Union Fin. Group. Ltd. (Del. Ch. 2004); see also Huff Fund Inv. P’Ship v. CKx, Inc. (Del. Feb. 12, 2015); Van de Walle 
v. Unimation, Inc. (Del. Ch. Mar. 7, 1991).

11  Highfields Capital Ltd. v. AXA Fin., Inc. (Del. Ch. 2007).
12  See Pinson v. Campbell-Taggart, Inc. (Del. Ch. 1989); Alabama By-Prods. Corp. v. Neal (Del. Ch. Aug. 1, 1990), Slip Op. at 10 (“If corporate fiduciaries 

engage in self-dealing and fix the merger price by procedures not calculated to yield a fair price, these facts should, and will, be considered in assessing 
the credibility of the respondent corporations’ valuation contentions.”); aff’d (Del. 1991) (“There is nothing in the appraisal statute or in this Court’s prior 
holdings…which suggests that the Court of Chancery may not consider the respondents’ conduct at the time of the merger in assessing the credibility 
of the respondents’ testimony in support of their valuation contentions in an appraisal proceeding.”).
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The Dell fee award 
opinion is an important 

read because it is the 
first decision that lays 

out a roadmap for how 
the Delaware courts will 

decide fee awards for 
successful petitioners 

in future statutory 
appraisal proceedings.

Dell Appraisal Attorneys’ Fee Opinion 

The more noteworthy recent development in the Delaware appraisal space is Vice 
Chancellor J� Travis Laster’s opinion in the Dell Inc. appraisal case, which arose out of the 
going-private merger of Dell Inc� (Dell) into an entity controlled by Silver Lake� The Court 
awarded attorneys’ fees of approximately $4 million plus interest, and reimbursement of 
litigation expenses in approximately the same amount, to the law firm of Grant & Eisenhofer 
(G&E), which had litigated the case to a successful conclusion—a determination that the 
“fair value” of Dell on the merger date was $3�87 per share above the original merger price 
of $13�75 per share� That created a gross monetary benefit to the appraisal class of 
$25,225,145, or a net benefit, after deducting awarded expenses, of $21,217,683�

This opinion is the first that sets out a roadmap of how a Delaware court awards fees in a 
statutory appraisal� If only for that reason, it is an important read for practitioners whose 
clients will be on either side of a Delaware statutory appraisal proceeding� 

Factual Background

The circumstances surrounding the fee award were, to put it mildly, somewhat unusual� At 
the outset of the appraisal proceeding, the appraisal class consisted of holders of 
36,704,337 shares of Dell� Of this amount, G&E represented holders of 32,012,405 
shares—83% of the shares held by the entire appraisal class� But, by the time the Court 
determined Dell’s fair value, it had disqualified 26,732,930 shares owned by G&E’s client, T� 
Rowe Price Associates (T� Rowe) from seeking appraisal, and eliminated them from the 
appraisal class, because those shares had been voted in favor of the merger, and therefore 
lacked standing under the appraisal statute�13 That T� Rowe entitlement ruling, plus rulings 
eliminating additional shares held by others that were not represented by G&E—for a total 
of 33,261,252 shares—reduced the appraisal class to 5,505,730 shares� The vast majority 
(85%) of that diminished class were shares held by Magnetar Capital Master Fund Ltd� 
(Magnetar—holding 70%) and by Global Continuum Fund, Ltd� and Wakefield Partners, L�P� 
(jointly, Global—holding 15%)� Magnetar and Global were represented by counsel other 
than G&E�

G&E, as Court-appointed lead counsel, tried the case to a successful conclusion on behalf of 
the appraisal class� Shortly thereafter, G&E negotiated for its client, T� Rowe, a settlement of 
its claims with Dell, in which Dell paid T� Rowe the original merger price, plus $28 million 
interest� That settlement was approved by the Court� Shortly thereafter, and pursuant to its 
contingency fee agreement, T� Rowe then paid G&E a fee of 15% of the $28 million interest, 
or $4�2 million�

At the same time, G&E also sought a Court-ordered award of attorneys’ fees plus 
reimbursement of expenses, each in the amount of approximately $4 million� The requested 
fees and expenses would be paid out of the $21 million fund that G&E had created, but 
those fees and expenses would now be borne by the holders of the 5,505,730 shares 
remaining in the class, whose pro rata distribution would be reduced by their share of the 
fee and expense award�

The amount of the requested award—$3�964 million in attorneys’ fees plus litigation expense 
reimbursement of $4�035 million was based on G&E’s contingency fee agreement with its 
clients, including T� Rowe� Under that agreement, the fee percentage increased with the size of 
the awarded increment above the merger price and the procedural stage� On that basis, that 
fee amounted to $3,401,990 before interest and $3,964,125 including interest�14

13  The entitlement of the T. Rowe-held shares to seek appraisal was deferred until after trial, which took place in October 2015. The entitlement issue was 
decided on May 11, 2016 (In re Appraisal of Dell Inc., 143 A.3d 20 (Del. Ch. 2016)) and the fair value issue was decided three weeks later (In re Appraisal 
of Dell Inc., 2016 WL 3186538 (Del. Ch. May 31, 2016)).

14  Calculated as follows: (i) 15% of the first $2 recovery up to $15.75, or $1,651,719; plus (ii) 17% of the next $1.87, or $1,750,271. The fee on the interest 
component would be $562,135 of interest, for a grand total of $3,964,125.
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Opposition to the Fee Application and Rulings of the Court

The application was vigorously opposed by Magnetar and Global, whose holdings 
represented 85% of the appraisal class and whose share of the proceeds would bear that 
same percentage of the total fee and expense award� That outcome, Magnetar and Global 
argued, would be unfair, because (i) T� Rowe, whose Dell shares dwarfed those held by the 
diminished appraisal class, should pay all of those fees and expenses that G&E incurred 
litigating T� Rowe’s entitlement issues15 as well as a portion of the fees and expenses G&E 
incurred litigating the valuation issues; (ii) Magnetar and Global’s share of the fees and 
expenses allocated to the appraisal class should be reduced by the amount they paid their 
attorneys to represent their own interests; and (iii) it is unfair to hold them to the 
contingency structure that was negotiated between T� Rowe and G&E�  

The Court rejected all these contentions� Applying settled Delaware law governing fee 
awards in common fund situations, the Vice Chancellor held that the amounts of the 
requested fee and expense reimbursement were reasonable, and that it was fair and 
reasonable for the (now-diminished) appraisal class to pay those amounts from their share of 
the common fund created by G&E on their behalf�

The controlling Delaware authorities, Sugarland Industries, Inc. v. Thomas, 420 A�2d 142 (Del� 
1980) and Americas Mining Corp. v. Theriault, 51 A�3d 1213 (Del� 2012), require the Court to 
consider the results achieved, the time and effort of counsel, the relative complexities of the 
litigation, any contingency factor and the standing and ability of counsel involved� The factor 
entitled to the greatest weight is the benefit achieved�

In determining the magnitude of the benefit achieved, the Court was required to resolve two 
threshold issues, both of first impression� The first was, should statutory interest be treated as 
part of the benefit, and if so, on what amount—the entire appraisal recovery, or only on the 
increment awarded above the original merger price? The Court held that interest on the 
increment above the merger price should be treated as a benefit for fee-awarding purposes� 
The second issue was whether the attorneys’ fees should be awarded based on the total 
benefit conferred, with expenses awarded on top of the fee award, or whether awarded 
expenses should first be deducted from the total benefit, with attorneys’ fees awarded as a 
percentage of the net award� The Court held that it would be unfair to force the class to 
internalize all the expenses out of its share of the recovery, and that where (as here) counsel 
have incurred significant out-of-pocket expenses, the fairest approach is to deduct 
reimbursable expenses first, then award a fee based on the net benefit achieved� Those 
threshold rulings resulted in awardable expenses of approximately $4 million, which were 
deducted from the gross benefit achieved of $25,225,145, for a net benefit of $21,307,175� 

Applying settled Delaware law, the Court determined that an award of up to 33% of the net 
benefit—$7,072,561—would be reasonable� Ergo, the fee being requested—$3,964,125 plus 
interest, which represented only 19% of the benefit—was necessarily reasonable and would 
be awarded� The Court further held that the opposing arguments mounted by Magnetar 
and Global lacked merit� Specifically:

 ■  Magnetar and Global argued that the $4 million of awarded expenses (most of which were 
for expert witness fees) were disproportionately large for an appraisal class of only 
5,505,730 shares� The Vice Chancellor disagreed, holding that appraisal expenses do not 
scale proportionately with the size of the appraisal class� This case required the highest 
level of investment, and it was reasonable for G&E, as lead counsel, to hire experts of the 
same high caliber (and price tag) as Dell, in order to achieve a successful outcome�

 ■  Magnetar and Global urged that T� Rowe should share, together with the appraisal class, in 
the expenses incurred by G&E� The Court disagreed, because (i) the statute does not permit 
the Court to allocate expenses to former stockholders found not entitled to seek appraisal 

15  G&E eliminated that issue from the case by excising from its fee request the amount attributable to the fees and expenses for litigating the entitlement 
issues of T. Rowe individually, as distinguished from the valuation issues common to the appraisal class.
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and not part of the appraisal class; and (ii) the argument was, at best, a disguised effort to 
reduce Magnetar’s and Global’s share of the expenses, which had already been found to be 
reasonable and proportionate to the benefit achieved for the appraisal class�

 ■  Magnetar and Global claimed that they should not be forced to bear the fee structure 
negotiated privately between G&E and T� Rowe� The Court responded that it was not 
imposing that fee structure, but rather was awarding a fee based on Delaware common 
law principles, which permit the Court to consider any contingency fee agreement as one 
of several factors� Since the requested fee based on the contingency agreement was less 
than what precedent would support, there was no basis to object to it� Nor was there 
merit to the objection that the “time expended” factor included time expended by G&E 
to litigate the entitlement issues, because the fee was not being awarded on the basis of a 
“lodestar” premised on what G&E actually did, but rather was based on the benefit that 
G&E actually achieved for the appraisal class�

 ■  Magnetar and Global next contended that the fee award should be reduced, because 
G&E had already received $4�2 million in fees in the T� Rowe settlement� The Court 
disagreed, because T� Rowe was not part of the appraisal class and the Court-awarded fee 
in the appraisal was based only on the common fund G&E achieved for the appraisal class, 
and not for any benefit obtained for T� Rowe� Therefore, Magnetar and Global should pay 
their full pro rata share of that benefit�

 ■  Lastly, Magnetar and Global urged that their proportionate share of the G&E fee award 
should be reduced dollar for dollar by what Magnetar and Global paid for their own 
lawyers� The Court rejected these arguments, because the consolidation order provided 
that G&E could recover fees for their work on issues common to the appraisal class, but 
not on issues specific to the individual client� The same principle applies to counsel for 
Magnetar and Global� Moreover, if individual client fees could be offset against what the 
appraisal class members owe G&E, then the resulting award would not be pro rata, as the 
statute requires, since the remaining class members would be forced to pay a share 
disproportionately larger than that paid by Magnetar and Global�

NEWS16

JUDICIAL DEVELOPMENTS 

Delaware Court of Chancery Applies Business Judgment Review to Going-Private,  
Squeeze-Out Merger Based on M&F Worldwide

In 2015, the controlling stockholders of Books-A-Million, Inc� (BAM) took BAM private 
through a squeeze-out merger� Prior to the merger, a third party had offered to acquire the 
company at a higher price� After the merger, former minority stockholders of BAM sued 
BAM’s board of directors, certain of BAM’s officers and certain members of the family that 
founded BAM and controlled a majority of its shares from its initial public offering in 1992 
through the time of the merger (the Anderson family), claiming that they had breached their 
fiduciary duties by approving, recommending and completing the merger� 

In October 2016, the Delaware Court of Chancery dismissed the minority stockholders’ 
claims� In re Books-A-Million, Inc. S’holders Litig. (Del� Ch� Oct� 10, 2016)� The Court held 
that, although the merger involved a controlling stockholder, it satisfied the test 
established by the Delaware Supreme Court in Kahn v. M&F Worldwide Corp., 88 A�3d 635 
(Del� 2014) and, accordingly, the Court applied business judgment review to the minority 
stockholders’ claims�

16  The following Sidley lawyers contributed to the research and writing of the pieces in this section: Suresh T� Advani, Sylvia G� Baraniewski, Sara B� Brody, 
Jennifer F� Fitchen, Claire H� Holland, John K� Hughes, Adam R� Kreis, Kelly L�C� Kriebs and Sharp Sorensen�

Fundamentally, Books-
A-Million represents 

a straightforward 
application of M&F 
Worldwide but the 

decision also provides 
practical process-related 

guidance applicable to 
controlling stockholder 

transactions.
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Under M&F Worldwide, a transaction between a company and its controlling stockholder is 
entitled to business judgment review (rather than the entire fairness standard) if the 
transaction satisfies a six-factor test: (i) the controlling stockholder conditions the 
transaction on the approval of both a special committee and a majority of the minority 
stockholders; (ii) the special committee is independent; (iii) the special committee is 
empowered to freely select its own advisors and to say no definitively; (iv) the special 
committee meets its duty of care in negotiating a fair price; (v) the vote of the minority is 
informed; and (vi) there is no coercion of the minority�

Fundamentally, Books-A-Million represents a straightforward application of M&F 
Worldwide� However, the Books-A-Million decision addresses three ancillary matters that 
practitioners may find useful when advising on transactions between companies and 
controlling stockholders�  

First, the Court rejected the plaintiffs’ claim that a BAM director (who was not a member of the 
special committee) compromised the independence of the special committee by sitting in on 
a fairness opinion presentation provided to the special committee� The applicable director 
had been appointed to the special committee upon its formation, but chose to resign shortly 
thereafter due to potential concerns about his civic and social ties to the Anderson family� In 
rejecting the plaintiffs’ claim, the Court emphasized that the applicable director had left the 
meeting promptly after the fairness opinion presentation and had not participated in the 
special committee’s deliberations about the merger� The Court also noted that permitting the 
director to participate in the presentation saved time and duplication of effort, as otherwise 
the financial advisor would have had to repeat the same fairness opinion presentation just for 
him� The Court did, however, state that under different circumstances the participation of a 
director whose independence was compromised might be problematic� Although the Court 
did not elaborate, examples could include participation by a director whose lack of 
independence unequivocally disqualified him from serving on the special committee, or active 
participation by the director in deliberations about the merger� 

Second, the Court praised the special committee’s decision to explore third-party offers for 
BAM despite the Anderson family’s stated unwillingness to sell its stake to any third party� 
According to the Court, exploring third-party offers in such circumstances helps a special 
committee test whether a controlling stockholder “would stick to [its] buyer-only stance 
when presented with an opportunity to sell�” It also helps a special committee assess the 
value of the company to determine whether the controlling stockholder’s offer is “so low as 
to warrant rejecting it outright without presenting it to the minority�” Given the Court’s 
positive view of the special committee’s evaluation of third-party offers, special committees 
evaluating a transaction with a controlling stockholder that takes a “buyer-only” stance 
should consider devoting the time and expense to soliciting and evaluating third-party 
offers despite the apparent futility of doing so�

Third, the Court noted that appraisal rights acted as a “check on expropriation” by the 
Anderson family, as minority stockholders who considered the Anderson family’s offered 
price unfair could seek appraisal of the fair value of their shares (which would exclude any 
minority discount)� Moreover, the inclusion of an appraisal condition in the merger 
agreement gave the “minority of the minority” stockholders (i�e�, those that did not vote in 
favor of the transaction) the potential to influence the outcome of the transaction� 
Specifically, if minority stockholders holding more than 10% of BAM’s shares determined 
that the Anderson family’s price was unfair and sought appraisal rights, the Anderson family 
would have the right to terminate the merger (and because the Anderson family negotiated 
for that right, there was presumably a reasonable chance that they would exercise the right if 
it were triggered)� In light of Books-A-Million, special committees that might otherwise 
object to the inclusion of an appraisal condition should consider the incremental protection 
such condition would afford to minority stockholders� 
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Delaware Provides Further Guidance on Application of Business Judgment Rule  
to Post-Closing Damages Claims

In In re OM Group, Inc. S’holder Litig. (Del� Ch� Oct� 12, 2016), the Delaware Court of 
Chancery dismissed a stockholder challenge to a merger, finding approval of the private 
equity-led transaction by a majority of the company’s fully informed, uncoerced and 
disinterested stockholders invoked review under the business judgment rule that was 
irrebuttable� OM Group is the Court’s most recent ruling applying the judicial standard set 
out in Corwin v. KKR Fin. Holdings LLC, 125 A 3d� 304 (Del� 2015) and its progeny, and 
provides further clarification regarding the sufficiency of proxy disclosures to invoke what 
has become known as Corwin review� 

OM Group plaintiffs had objected to the sale, alleging directors breached their fiduciary 
duties by: (i) failing to maximize value by selling the company as a whole instead of selling its 
business units separately and selling quickly to avoid a dissident-led proxy contest; (ii) 
insufficiently disclosing details about a third-party bid from a strategic party during the 
go-shop period; (iii) insufficiently disclosing potential conflicts of one of OM Group’s 
directors; and (iv) insufficiently disclosing aspects of the fee arrangement OM Group’s 
financial advisor was to receive as a result of the transaction, as well as when OM Group’s 
board learned of potential conflicts of the financial advisor based on a prior relationship the 
advisor had with the private equity buyer and the fees received from that relationship�

In considering the defendants’ motion to dismiss, Vice Chancellor Slights looked to Corwin 
to determine whether to apply Revlon’s enhanced scrutiny as the standard of review or 
whether the business judgment rule applied� The Court’s analysis turned on the sufficiency 
of the proxy disclosures and whether the disinterested stockholders’ vote in favor of the 
transaction (75% approval) was fully informed, thereby insulating the board’s decision under 
Corwin� The Court determined that the detail in the proxy statement did sufficiently inform 
the stockholders� Specifically, the Court found that (i) enough detail had been provided 
about the third-party bid and why OM Group was precluded from negotiating with the 
bidder under the terms of the merger agreement; (ii) allegations concerning the potential 
conflict of one of the directors (based on his role as the chairman and CEO of another 
company partially owned by the private equity buyer) were conclusory and not material; and 
(iii) the proxy statement contained sufficient detail about the financial advisor’s prior 
relationship with the buyer, fees received, and when the board was made aware of that 
relationship� Since the Court found that the proxy disclosure was sufficient for the 
stockholders to be informed about the transaction, the approval by a majority of those 
informed and disinterested stockholders cleansed any sales process flaws or failures on the 
part of the board in seeking a value-maximizing transaction� Accordingly, the Court 
dismissed the complaint as it further concluded plaintiffs had not pled corporate waste (the 
required standard under Corwin)�

OM Group underscores not only the importance of careful drafting of merger proxy 
statements, which can stop a lawsuit at the pleading stage, but also the importance of 
timely disclosure of potential conflicts to a board of directors so that the board can evaluate 
that information in real time and in the context of its decision making�

Delaware Court of Chancery Refines the Caremark Bad Faith Standard

In considering a “quintessential Caremark oversight claim” in the context of a demand 
futility analysis, the Delaware Court of Chancery reaffirmed that the standard for imposing 
oversight liability on the board of directors is one of bad faith: the directors must know “that 
they were not discharging their fiduciary obligations�” Reiter v. Fairbank (Del� Ch� Oct� 18, 
2016), quoting Stone v. Ritter, 911 A�2d 362 (Del� 2006)� Such conscious disregard is not 
demonstrated in an instance where evidence of compliance program inadequacies is 
presented alongside details of the company’s efforts to rectify such inadequacies and 
ameliorate the compliance risk�
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An interesting side note 
of this decision is the 

Court’s application of 
the incorporation-by-
reference doctrine to 

those books and records 
extensively cited by the 

plaintiff, such that the 
Court reviewed and relied 
on in its decision portions 
of such books and records 

that were not specifically 
cited in the complaint.

In Reiter, a shareholder derivative action against the board of directors of Capital One 
Financial Corporation, the plaintiff alleged that such directors breached their duty of loyalty 
by ignoring “red flags” that Capital One’s Bank Secrecy Act and anti-money laundering 
compliance program was insufficient� The plaintiff did not make a demand upon the board 
before filing the suit, claiming that such demand would have been futile because all of the 
directors faced a substantial likelihood of personal liability for the underlying claims� The 
Court discussed the applicable standard of care in the context of evaluating plaintiff’s claim 
of demand futility�

Capital One was facing increasing scrutiny of its check cashing business’s compliance with 
the Bank Secrecy Act and anti-money laundering regulations� The board was provided 
numerous management reports that detailed both these compliance issues as well as 
management’s plan to address the company’s resulting exposure� In reviewing these 
reports, the Court determined that, at most, they waved “yellow flags” and did not provide 
the board with sufficient evidence that management “had refused to act or displayed an 
indifference” to the company’s compliance with applicable law� Further, these same reports 
provided the directors with detailed descriptions of management’s efforts to cope with the 
regulatory climate and address deficiencies in the compliance program� Unlike in cases 
wherein plaintiffs pled with specificity facts inferring that directors were knowingly complicit 
in management’s use of illegal strategies to generate profits, here the Court could not 
permit the inference that the Capital One directors “consciously allowed Capital One to 
violate the law�” Thus, the plaintiff did not satisfy the pleading burden that the directors 
acted in bad faith, thereby failing to demonstrate that demand upon the board would have 
been futile, and the case was dismissed with prejudice�   

SEC DEVELOPMENTS 

SEC Staff Issues Guidance on Five-Day Debt Tender Offers and Disclosure of Financial 
Advisor Compensation Arrangements in Equity Tender Offers 

On November 18, 2016, the Staff of the SEC’s Division of Corporation Finance published 
seven new Compliance & Disclosure Interpretations (CDIs) that (i) clarify the SEC Staff’s 
position on five-day tender or exchange offers for non-convertible debt securities and (ii) 
provide guidance on when companies must disclose compensation arrangements of 
financial advisors engaged to advise on equity tender offers� 

As described in a previous Sidley Update, the SEC Staff issued a no-action letter (the Letter) 
on January 23, 2015 that revised and expanded its long-standing position regarding 
abbreviated (i�e�, <20 business days) cash tender offers or exchange offers for non-
convertible debt securities� The Letter permits tender offers for debt securities to be 
conducted over a period as brief as five business days, subject to certain conditions and 
limitations� The new CDIs further clarify that: 

 ■  An Exchange Act reporting company must furnish a press release announcing an 
abbreviated offer on a Form 8-K filed with the SEC prior to 12:00 noon (Eastern) on the first 
business day of the offer (Form 6-K will satisfy this requirement for foreign private issuers)�

 ■  Despite the Letter stating the offer must be made “for any and all” of a series of non-
convertible debt securities, a new CDI clarifies an abbreviated offer may include a 
minimum tender condition�

 ■  The cash consideration payable to U�S� investors ineligible to receive new debt securities 
in an abbreviated offer (i�e�, persons other than Qualified Institutional Buyers and non-U�S� 
persons) may be calculated by reference to the same fixed spread to a benchmark used to 
calculate the amount of new qualified debt securities offered to Qualified Institutional 
Buyers and non-U�S� persons�

https://www.sec.gov/divisions/corpfin/guidance/cdi-tender-offers-and-schedules.htm
http://www.sidley.com/news/02-12-2015-securities-update
https://www.sec.gov/divisions/corpfin/cf-noaction/2015/abbreviated-offers-debt-securities012315-sec14.pdf
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 ■  An offeror may rely on the Section 3(a)(9) exemption from registration under the Securities 
Act to issue new qualified debt securities to eligible exchange offer participants, and is 
not limited solely to the exemptions under Section 4(a)(2) or Rule 144A�

 ■  An offeror may announce an abbreviated offer at any time, but should not commence the 
abbreviated offer prior to 5:01 p�m� on the tenth business day after the first public 
announcement of certain transactions described in the Letter (e�g�, a purchase, sale or 
transfer of a material business or amount of assets)� If an abbreviated offer is commenced 
after 5:01 p�m� on a particular business day, the first day of the five business day period 
would be the next business day� 

Certain persons may be required to file a Schedule 14D-9 with the SEC in connection with an 
equity tender offer, including the issuer and its directors, employees, security holders or 
affiliates who solicit or recommend action by holders of the subject securities and any 
person who is “directly or indirectly employed, retained, or to be compensated to make 
solicitations or recommendations in connection with the transaction�” Schedule 14D-9 
requires disclosure of “a summary of all material terms of employment, retainer or other 
arrangement for compensation” paid or to be paid to any such person� 

A new CDI clarifies that compensation arrangements must be disclosed with respect to a 
financial advisor engaged by an issuer’s board or independent committee to advise on a 
tender or exchange offer whose analyses or conclusions are discussed in the issuer’s 
Schedule 14D-9, even if the advisor’s opinion expressly states that it is not making a 
solicitation or recommendation to the issuer’s security holders�

Another new CDI explains that generic disclosure (e�g�, a reference to “customary 
compensation”) will typically not be sufficient to comply with the requirement to disclose “a 
summary of all material terms of employment, retainer or other arrangement for 
compensation�” While quantifying the amount of compensation payable to a financial 
advisor may not be required in every case, the CDI indicates that acceptable disclosure must 
enable security holders to evaluate the financial advisor’s objectivity and would generally 
include the following: 

 ■  The types of fees payable to the financial advisor (e�g�, independence fees, success fees);
 ■  If multiple fees are payable but their amounts are not quantified,  
narrative disclosure to enable security holders to identify the fees most likely to 
incentivize the financial advisor;

 ■  Any contingencies, milestones or triggers (e�g�, consummation of a transaction) relating to 
payment of the financial advisor’s compensation; and 

 ■  Any other information that would be material to a security holder’s assessment of the 
financial advisor’s analyses or conclusions, including any material incentives or conflicts�

SEC Staff Provides Limited Guidance on CEO Pay Ratio Disclosure Rule 

On October 18, 2016, the Staff of the SEC’s Division of Corporation Finance published five 
new CDIs relating to the SEC’s CEO pay ratio disclosure rule required by Section 953(b) of 
the Dodd-Frank Act� The rule requires public companies to disclose the “pay ratio” 
between the CEO’s annual total compensation and the median annual total compensation 
of all other employees� 

For calendar-year companies, the first disclosure will typically be required in their 2018 
annual meeting proxy statements and will be based on 2017 compensation� Although the 
rule provides companies with considerable latitude regarding how to identify the “median 
employee,” compliance is burdensome, particularly for large or multinational companies� 
The new CDIs provide some degree of clarity to companies as they prepare for compliance 
with the rule� 

Public companies should 
continue to prepare for 

compliance with the CEO 
pay ratio disclosure rule 
despite some uncertainty 

about the rule’s future under 
the Trump Administration.

https://www.sec.gov/divisions/corpfin/guidance/regs-kinterp.htm#128c.01
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The new CDIs make the following clarifications:

 ■  When selecting a “consistently applied compensation measure” (CACM) to identify the 
median employee:

–  Any measure that reasonably reflects the annual compensation of employees could serve 
as a CACM and that the appropriateness of any measure will depend on the company’s 
particular facts and circumstances� 

–  A company may not use hourly or annual pay rates alone as its CACM without taking into 
account the number of hours or days actually worked during the period�

–  If using a CACM rather than annual total compensation to identify the median employee, 
the time period used does not have to be a full annual period nor include the date on 
which the employee population is determined�

 ■  When determining whom to include in the employee population, a company must 
consider the composition of its workforce and its overall employment and compensation 
practices� Specifically:

–  Companies must determine whether furloughed workers should be considered 
employees based on the particular facts and circumstances� If determined to be an 
employee, the company should calculate the compensation of a furloughed worker in the 
same manner as a non-furloughed worker�

–  Companies should consider a worker an “employee” for purposes of the rule if his or her 
compensation is determined by the company or one of its consolidated subsidiaries 
regardless of whether the worker would be considered an “employee” for tax, 
employment law or other purposes� 

CORPORATE GOVERNANCE DEVELOPMENTS 

ISS and Glass Lewis Release Updated Proxy Voting Policies for the 2017 Proxy Season

As described in a recent Sidley Update, Institutional Shareholder Services Inc� (ISS) and 
Glass Lewis & Co� have each released updates to their proxy voting policies for the 2017 
proxy season� ISS’ policy updates will apply to shareholder meetings held on or after 
February 1, 2017� The key updates to ISS’ policies relate to the following topics:

 ■ Director overboarding;
 ■ Common stock authorization requests for stock splits and stock dividends;
 ■  Shareholder-adverse provisions at newly-public companies, such as a multi-class capital 
structure with unequal voting rights; 

 ■  Restrictions on shareholders’ ability to submit binding shareholder proposals or amend 
bylaws; and

 ■ Compensation-related matters�

Glass Lewis’ policy updates will apply to shareholder meetings held on or after January 1, 
2017� The key updates to Glass Lewis’ policies relate to the following topics:

 ■ Director overboarding;
 ■ Governance at newly-public companies (e�g�, following an IPO or spin-off);
 ■ Board evaluation and refreshment; and
 ■ Shareholder proposals relating to gender pay equity disclosure�

In a previous Sidley Update, we discussed updates ISS recently made to its QualityScore 
(formerly QuickScore) corporate governance ratings tool, including the addition of 15 new 
factors applicable to U�S� companies�  

http://www.sidley.com/~/media/update-pdfs/2016/11/iss-and-glass-lewis-policy-updates-for-the-2017-proxy-season.pdf
http://www.sidley.com/~/media/update-pdfs/2016/11/iss-qualityscore-updates-sidley-update.pdf
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To support its claim that 
the existing ownership 

threshold to submit a 
shareholder proposal 

is too low, Business 
Roundtable notes in the 

report that a shareholder 
would need to purchase 

only three shares of 
Google stock based on 

current market prices to 
meet the requirement.

Business Roundtable Seeks to Modernize the Shareholder Proposal Process

Business Roundtable issued a report in October 2016 urging the SEC to adopt a number of 
reforms to its shareholder proposal submission process which, according to Business 
Roundtable, “is outdated and needs moderniziation�” The report identifies two key issues: (i) 
that the shareholder proposal submission thresholds are too low and (ii) that SEC Staff 
interpretations have made it increasingly difficult for companies to exclude proposals relating 
to general social issues� Business Roundtable claims that these deficiencies have resulted in a 
small number of individual investors filing common proposals at a broad range of companies 
to pursue their own special interests, at a significant cost to the targeted companies� 

Business Roundtable proposed several specific changes to the shareholder proposal process 
to tighten the eligibility requirements applicable to proponents and enable more proposals to 
be excluded, particularly repeat proposals which have garnered very low support� Key changes 
to the existing process recommended by Business Roundtable are summarized below�

Ownership Threshold

Current Process: The lesser of $2,000 in market value or 1% of outstanding stock

Business Roundtable Proposal: 

■	 Sliding scale of between 0�15% and 1% of outstanding stock based on market cap
■	 3% if submitted by a proponent acting by proxy

Holding Requirement

Current Process: At least 1 year

Business Roundtable Proposal: At least 3 years

Disclosure Requirements Regarding Shareholder Proponents

Current Process: Company must include the proponent’s name, address and number of 
voting securities or an undertaking to provide such information upon request

Business Roundtable Proposal:

 ■	  Proponents owning <5% and proponents acting by proxy must disclose their (i) stock 
holdings, (ii) motivations, goals and economic interests and (iii) any similar proposals 
they have submitted at other companies along with the corresponding voting results

■	  Furthermore, the SEC should prohibit or restrict the use of images by proponents in 
supporting statements

Resubmission Thresholds

Current Process: A company may exclude a substantially similar proposal for a three-year 
period unless the proposal received at least:

■	  3% on the first submission
■	  6% on the second submission
■	 10% on the third submission

Business Roundtable Proposal: Should at least be updated to reflect the increases proposed 
by the SEC in 1997 requiring a proposal to receive at least the following levels of support 
in order to be resubmitted:

■	 6% on the first submission
■	 15% on the second submission
■	 30% on the third submission

http://businessroundtable.org/sites/default/files/reports/BRT%20Shareholder%20proposal%20paper-final.pdf


Sidley Perspectives |  DECEMBER 2016 • 18

SidleyPerspectives ON M&A AND CORPORATE GOVERNANCESidleyPerspectives ON M&A AND CORPORATE GOVERNANCE

Business Roundtable also requested clearer definitions and more expansive and consistent 
interpretations from the SEC Staff to assist companies seeking to exclude shareholder 
proposals under Exchange Act Rule 14a-8� In particular, the report asked the SEC to (i) 
better define the criteria for applying the “ordinary business” exclusion and (ii) revert back 
to its pre-2015 approach to reviewing conflicting proposals, arguing that the guidance 
issued by the SEC Staff in 2015, which limited the usefulness of the exclusion, deviated from 
long-standing practice and risks confusing shareholders� Additionally, when a proposal is 
contrary to the SEC’s proxy rules, Business Roundtable suggests that the proponent should 
bear the burden of asserting clear and accurate facts rather than the current standard under 
which a company may only exclude the proposal if the company “demonstrates objectively 
that a factual statement is materially false or misleading�” Finally, Business Roundtable 
encouraged the SEC to either issue opinions on major policy issues or establish oversight 
mechanisms in the no-action letter process to achieve greater consistency with respect to 
guidance and interpretation of the exclusionary rules�  

TAX DEVELOPMENTS 

New Treasury and IRS Debt-Equity Tax Regulations May Impact M&A Structuring  
and Due Diligence 

On October 13, 2016, the Treasury Department (Treasury) and the Internal Revenue Service (IRS) 
published final and temporary Treasury regulations on the classification of purported debt 
instruments as either debt or equity for U�S� federal income tax purposes (Regulations)� The 
Regulations substantially revise and narrow the scope of the proposed Treasury regulations 
issued by the Treasury and the IRS in April 2016 that were subject to significant comments� 

The Regulations apply only to debt issued (or deemed issued) by domestic corporations to 
their domestic or foreign corporate or partnership affiliates, requiring an 80 percent vote or 
value affiliation (Expanded Group)� The Regulations have two main parts� The first part 
requires Expanded Groups that are publicly traded, have assets exceeding $100 million, or 
have revenue exceeding $50 million, to maintain certain documentation to support debt 
treatment of intercompany debt� Failure by the group to meet such documentation 
requirements could result in the debt being recharacterized as equity� These documentation 
rules only apply to debt issued on or after January 1, 2018� The second part of the Regulations 
generally deals with certain debt issued or deemed issued by a domestic corporation to its 
affiliates where there is no new investment in the operations of the issuer or its controlled 
subsidiaries (e�g�, a domestic corporation that distributes a note to its foreign parent)� Under 
the Regulations, such debt may be recharacterized as equity� The second part only applies to 
debt issued on or after April 5, 2016 and such debt may be recharacterized only after  
January 19, 2017� Neither part applies to debt between members of a consolidated group� 

We expect the application of these Regulations to modify the standard due diligence 
performed by potential acquirers of corporate groups, and be considered by sellers when 
an Expanded Group member leaves the group� For example, when intercompany debt is no 
longer held or issued by a member of the Expanded Group (e�g�, if the debt of the member 
that held the debt was sold to a third party), the Expanded Group is required to retest the 
debt of the remaining members to determine whether it is treated as funding the 
distributions and required to be recharacterized as equity�

For more information on the Regulations and their implications, see our Sidley Update 
available here�

http://www.sidley.com/~/media/update-pdfs/2016/10/20161017-tax-update.pdf
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SIDLEY EVENTS

Owning Your Professional Persona: An Evening of Improvisation With Second City Works
January 19 | Chicago, IL

Sidley’s annual event for female clients for 2017 will be held at its Chicago office on January 
19� Attendees will participate in improvisational exercises that provide effective tools for 
professional development� Anyone interested in attending should contact Kayla Sierra at 
chevents@sidley�com or +1 312�456�9396�   

Living With Activist Nominees On Your Board
February 9 | Chicago, IL

Sidley will host a National Association of Corporate Directors (NACD) event at its Chicago 
office on February 9 entitled Living With Activist Nominees On Your Board� Beth Peev 
(formerly Flaming), a partner in our Chicago office, will moderate a panel of experienced 
directors from large public companies discussing practical advice for boards to function 
effectively following a proxy fight or negotiated settlement which has resulted in an activist-
nominated director joining the board� Anyone interested in attending should contact Kathy 
Hendrickson at the NACD at kathy@chicagonacd�org�

SIDLEY SPEAKERS

M&A Dealmaking–A Banker’s View 

January 12 | New York, NY

John K� Hughes, a partner in our Washington, D�C� office, will moderate a panel entitled 
M&A Dealmaking – A Banker’s View as part of the Mergers & Acquisitions 2017: Advanced 
Trends and Developments program hosted by the Practicing Law Institute (PLI) in New York 
City on January 12-13� Click here for more information�

Recurring Disclosure Challenges 
January 24 | Coronado, CA

The Northwestern Pritzker School of Law is sponsoring the 44th Annual Securities 
Regulation Institute in Coronado, California on January 23-25� Tom Kim, a partner in our 
Washington, D�C� office, will chair a session entitled Recurring Disclosure Challenges at the 
conference on January 24� Click here for more information�

Sidley Austin provides this information as a service to clients and other friends for educational purposes only� It should not be construed or relied on as legal advice or to 
create a lawyer-client relationship� Attorney Advertising - Sidley Austin LLP, One South Dearborn, Chicago, IL 60603� +1 312 853 7000� Sidley and Sidley Austin refer to Sidley 
Austin LLP and affiliated partnerships as explained at sidley�com/disclaimer� 
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