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voice of the deal economyvol. 7 no. 24 december 14 2009 — january 10 2010
 Cravath’s Scott Barshay and Jim Woolery say the M&A market has an open window right now, but it won’t last
 The future
 in teChniColor
 IllustratIons by Joseph CIardIello
 Get ready for a busy 2010. that’s the advice from Scott Barshay and Jim Woolery, partners in Cravath, Swaine & Moore LLP’s mergers and acquisitions group. the two predict that the comatose M&a market is set for a revival into 2010 and 2011.
 the prediction should carry some weight. Cravath, the New york-based law firm founded in 1819, has had a good run in recent high-profile deals, including advising affiliated Computer Services Inc. in its announced $8.4 billion acquisition by Xerox Corp, Burlington Northern Santa fe Corp. in its $44 billion purchase by Berkshire Hathaway Inc., Stanley Works in its $4.5 billion acquisition by Black & decker Corp. and advising Kraft foods Inc. in its ongoing hostile move on Cadbury plc. all of those deals were announced within the
 past two months and, Barshay and Woolery say, presage an M&a surge that will help the market recover somewhat from a 30% year-on-year drop in merger volume between mid-November 2008 and 2009.
 the shape of the coming M&a surge, however, will be markedly different from the private equity-led boom that preceded the credit crisis. It is not risking anything to say that the market will not see another leverage-fueled buyout spree for some time. Instead, as Barshay and Woolery say, M&a will rely less on financial engineering and more on strategic acquirers looking to grow.
 Woolery, 40, advised Lazard when the firm was working to engineer the sale of Bear Stearns Cos. to J.P. Morgan Chase & Co. in May 2008. He also advised National City Corp. in its sale to PNC financial Services Group Inc. and worked with Goldman,
 d u e d I l I g e n C e
 By VipAl MonGA
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Sachs & Co. when that bank advised the special committee of Genentech Inc., in connection with roche Holding aG’s acquisition of the biotech for about $41.3 billion.
 a Louisville, Ky., native, Woolery graduated with a law degree from the University of Kentucky in 1994 and joined Cravath that same year. He worked in the firm’s London office from 1995 until 1997 before moving to New york. He made partner in 2002.
 Barshay, 43, is a 1991 graduate of Columbia Law School. He made partner at Cravath and soon after took over the account of Jones apparel Group Inc. He serves as IBM Corp.’s primary outside counsel and has advised it in more than two dozen mergers. during the recent M&a boomlet, he advised BNSf on its deal with Warren Buffett’s Berkshire Hathaway.
 In a conversation with the deal, the two lawyers discussed their expectations for an M&a revival, the lingering effects of the credit crunch, regulatory uncertainty and the role activism and private equity will play in the months ahead.
 The Deal: We’ve been through the worst financial crisis of our lifetimes. How has the crisis influenced your roles as advisers?
 Jim Woolery: I think that public company boards are now much more interested in being educated about the legal terms and the risks associated with whether a deal may or may not close. there’s a large appetite in boardrooms to really dive into the detail. that is born out of the experience that many companies have had in thinking they were getting what was a customary M&a deal and not realizing the number of tripwires that were in those transactions. and when things got difficult in the credit environment, having to live through some very difficult unwindings. on the recent deal that I worked on, affiliated Computer Services, the board had a number of meetings, and there was an enormous amount of time spent on the terms, the way the fiduciary out would work, what alternatives there were, because people realize what can happen. they’ve seen in technicolor what can happen.
 Scott Barshay: the directors of public companies well understand, as a result of all the broken deals, that the buck stops with them, and they are clearly not going through the motions. they want to understand all the ins and outs. Because in this particular moment in time, M&a is not just about connecting the dots. you have a blank canvas, and you can, in a lot of ways, paint whatever you want to paint, because the norms are very much evolving right now.
 In the latter part of last year and into the early part of this year, you had some very large strategic transactions that looked a lot like the large private equity deals of the bubble. for example, you had the Schering-Plough and Wyeth deals and the Wrigley-Mars deal, where you had reverse breakup fees, and, in the Mars deal, essentially an option on the deal for the buyer. and then in two pharmaceuticals deals, there was the ability to exit if the financing wasn’t there. In most of the strategic deals we’ve seen in the second half of this year, you don’t see those kinds of structures.
 What factors will drive M&A through the next cycle?
 Woolery: the fact is that most companies have cut as much as they can possibly cut. they have worked their vendors as much as they can possibly work their vendors. there’s little room for earnings growth left from cutting. and I think that’s why M&a comes back in a big way. But it’s going to be more strategic.
 We used to have bank-subsidized M&a. right now we have government-subsidized M&a, with the stimulus, the combination of historically low interest rates and low inflation. I don’t think anybody expects this best window to last more than 12 to 18 months. So if you want to transact, your window is going to be 2010 into 2011.
 Barshay: In the last month and a half, we’ve seen a big upturn in announced M&a deals as well as deals that are not yet public. the Berkshire Hathaway-Burlington Northern deal, the Stanley Works-Black & decker deal, the Xerox-affiliated Computer Services deal and Kraft’s announcement of a hostile tender offer for Cadbury. this is following what we’ve seen in the credit markets, which actually feel like there’s sustained credit availability. Couple that with a sense of optimism that we’ve come out of the downturn, and while it may not get better overnight, we’re in the process of getting better over the next period of time. those are the things that we would expect to lead to sustained growth in numbers and the value of deals.
 How important for building confidence is Buffett’s move into M&A?
 Barshay: I would view him as a symbol of a point of view that is really starting to spread through american boardrooms, which is that there’s only so long that you can put off M&a decisions. there are unique assets in the market, which is something that leads to an increase in hostiles, and I think there’s a growing sense that if you don’t get into the M&a space, one of your competitors might.
 We’ve seen some transformative deals, particularly Xerox-ACS. How does this tie into the narrative of risk-averse boards?
 Woolery: Go back and look over the five-year narrative. you’re a board and you’ve been talking a few times a year about your strategic alternatives. you’ve been looking at a particular combination with a competitor or another asset in a transformative class. then you get into 2006 and 2007. Prices are very high. Private equity is running around buying things up, and the pricing models don’t work very well. then you see a financial meltdown and a lockdown for 18 months. So many of these moves have been thought about and discussed for five years. But there has not been a window of opportunity to execute. and I think for many of these transformative transactions—and I think Xerox-aCS is a great example of this—that window is now there.
 How has this influenced deal structures?
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Barshay: We’re seeing stock consideration used at levels we haven’t seen since the technology bubble. and so you always have questions when stock is used as consideration: Is it going to be a fixed-exchange-ratio deal? Is it going to be a fixed-value deal? Is there going to be a collar? In the Burlington Northern deal that we recently did, there was a stock portion of the consideration and a very wide collar, but I don’t think we should expect that to signify a trend.
 Woolery: I think you’ll see collars creeping in here and there. It won’t be a Burlington Northern collar, but a traditionally tight collar in terms of the range. It also shows very well the tradeoff between price and certainty, because when you exact a collar, what happens is you’re buying insurance, and that should be reflected in price. you should get a lower nominal price in exchange for getting a collar. I think more boards are willing to do that, to take a haircut, if they can get real insurance. I think in general collars will continue to be a small part of the marketplace. But they will be talked about a lot. they will be part of the negotiation in a way, whereas we’ve gone through markets where people never brought it up and it was considered, in fact, impolitic to bring it up. I think this is a bargaining chip that is going to be on the table for the next 12 to 18 months.
 How important has the experience of the credit crunch been in shaping legal attitudes about deal certainty?
 Woolery: It’s not just the outside counsel and board members who’ve been influenced by the experience of the credit crunch. It’s also judges. and delaware is no exception. this notion that was running around in the law—that you had to have a full-blown auction every time you blew your nose on an M&a deal—has been discredited. I think the desire for quiet certainty with appropriate market-check opportunities, with some benefit to
 the first mover—that has been reinvigorated, and I expect it will be more respected by the courts. Because you just cannot deny the overwhelmingly negative impact, particularly on a target company, of having a deal announced that doesn’t close. It is catastrophic.
 Barshay: the important points embedded in Jim’s answer are represented by two recent cases. first is Lyondell, where the delaware Supreme Court overturned a Chancery Court decision and essentially said we’re not holding the directors to a perfect standard and there is not one way to satisfy your revlon obligations. So it was perfectly acceptable when the board was put in the situation of having to get a deal done in a week in order to make sure it had a deal, that the board was perfectly right in doing so and did not have to play Sotheby’s. and the other important case to come out of delaware was Hexion-Huntsman, where the Chancery Court made clear again that buyers are not going to be able to easily claim a [material adverse change] to try and get out of a deal. In that case it was made very clear that delaware courts had never found a MaC in a merger situation and the threshold for doing so would be extremely high.
 But what about financing? How much uncertainty does that add to deals?
 Woolery: deals will get tighter, not looser, as compared to where they were in ’09. and the so-called strategic borrowing of technology from Pe will not be lasting, with one major exception, which will last in the near term: Where you have a strategic deal where there is material financing required, that risk has got to be dealt with. I think that risk will be shared in some ways, because the banks are going to retain the upper hand for the next period, and they’re not going to take substantial risk.
 Barshay (left) and Woolery no more easy outs
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Barshay: In strategic deals you’re not going to go back to the easy outs that you had during the Pe boom, but in both types you’ll see financing outs, although they might not be as easy as they were. for example, in the Skype deal, you had a reverse breakup fee, but it was much larger than what you typically see. and even in Wyeth and Schering-Plough, you had breakup fees that were probably twice the size than what you would have seen during the Pe boom. So where you’re talking about having to rely on the banks, putting out tremendous amounts of liquidity, there’s likely to be some very narrowly drafted restrictions to protect against unexpected scenarios.
 What is your sense of the environment for hostile deals in light of Kraft-Cadbury?
 Barshay: I think there have been actually a fair number of hostiles and deal jumps this year: Kraft-Cadbury just announced; Pepsi went after two distributors; you have the whole Cf-agrium-terra situation. there have been other deals out there like roche-Genentech, and there was also Net app and eMC, both going after data domain.
 Sometimes you have acquirers trying to take advantage of low target share prices, but the target companies haven’t gotten used to their low stock price, and they may think they’re worth more, and you may have others out there who think that the market accurately reflects their value. I would also not lose sight of the fact that over the last three or so years, we’ve had a vigorous attack on takeover defenses, in particular shareholder rights plans and staggered boards, which makes hostiles much easier to do than they used to be.
 Woolery: the other thing that’s happening is that with every week that goes by, that 52-week high gets reset, and so we’re approaching a period where the 52-week high is the sort of post-crash price. and that also tends to drive the [hostile] activity.
 What about regulatory uncertainty due to antitrust considerations?
 Barshay: In general, I’m bullish on the M&a markets over the next few years. But that bullishness is not helped by the new views on antitrust enforcement in Washington. I think that we are hearing a lot about the regulators being far more intrusive in the M&a markets in terms of horizontal combinations, but even in terms of vertical combinations. and I’m very concerned that the antitrust regulation will go too far. But even if it doesn’t, just the rhetoric coming out of Washington these days is without question putting pause into plans of Ceos.
 the idea that you would announce a deal and be out there
 for six to 12 months in a regulatory process, only to be told that the deal isn’t going to happen, is not something that is very appetizing to buyers, and it is certainly not very appetizing to sellers.
 the problem with what’s going on in europe is, at a minimum, you want some predictability as to how the umpire is going to call balls and strikes. and the concern with what’s going on in the european Commission is that we really don’t have predictability as to what deals the eC feels ought to be blocked.
 We’ll wait and see what happens in the three-ring circus between Justice, oracle and the eC.
 Woolery: there’s clearly a layer of deals that would have happened in a Bush administration that won’t happen now.
 Given the importance of private equity and the hedge funds in the last cycle, what role will they play in the months ahead?
 Barshay: the event-driven activists hit the big time because of the availability of cheap credit. the cover bid for activists was always a Pe deal, and that was driven by cheap credit. If Pe was not available, then option B for the event-driven activists was some form of leveraged recapitalization.
 Well, with the cheap money gone and Pe no longer an easy cover bid and high leverage discredited, those avenues are much less available to event-driven activists, but they are still here, and they’re here to stay.
 Many activist hedge funds are still focused on getting short slates elected to boards where they engage in whatever activities they can think of to create near-term liquidity events or get a short-term pop in the stock price, without regard to longer-term consequences.
 the activists are very, very disruptive to corporations that are really out there trying to create long-term value. that may be the most important thing we’re left with from the boom.
 Woolery: What happened in the middle of this decade is that not only did Pe throw a gigantic shadow on the M&a market, but it redefined it temporarily. What had traditionally been 5 to 10% of the marketplace of overall volume not only became a bigger part of the volume, but became a thought leader, and a precedent leader. It defined the frame that we were living in. that is no longer going to be the case. I think that what professionals have to do is really absorb that, because it was such a tangible impact when it occurred that people are still internalizing and absorbing the fact that we’re back to the traditional markets and approaches with maybe some creativity here and there and, from a certainty standpoint, some lasting changes. n
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