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As the stock prices of many U.S. public companies have plunged due to the novel coronavirus (“COVID-19")
pandemic, activist investors, private equity firms, and opportunistic buyers may try to acquire stock on the cheap
and force changes or even engage in a hostile takeover. The combination of high trading volumes and extreme
levels of market volatility, along with the use of derivative instruments, can make it challenging for companies and
the market to detect rapid stock accumulations. At the same time, many companies may be more vulnerable to
opportunistic hostile and activist activity because they have dismantled their takeover defenses due to pressure
from proxy advisory firms over the last two decades. In response to these extraordinary circumstances, many
companies are considering adopting a stockholder rights plan or putting a stockholder rights plan “on the shelf’
(i.e., ready to be deployed when needed) as well as reviewing their takeover preparedness more generally. Since
March 1, 2020, approximately two dozen U.S. public companies have adopted a stockholder rights plan, more
than the total number of S&P 500 companies that had a plan in place at the end of 2019." Both Institutional
Shareholder Services (“ISS”) and Glass Lewis & Co. (“Glass Lewis”) have recently issued policy statements in
response to the adoption of stockholder rights plans during the COVID-19 pandemic.

Now, more than ever, before the market stabilizes or hostile activity rises, companies should consider their
vulnerability to activist and hostile threats. While companies that are particularly vulnerable to hostile threats
either due to a disproportionate drop in stock price or a recent activist threat or takeover attempt may choose to
adopt a stockholder rights plan, other companies may choose to put a stockholder rights plan “on the shelf’ and
review whether their governance provisions are appropriate for the current environment. A company should also
ensure that its directors have current data regarding the intrinsic value of the company so that any decision to
respond to an unsolicited takeover threat is an informed decision.

STOCKHOLDER RIGHTS PLANS

Stockholder rights plans deter unauthorized stock accumulations by imposing substantial dilution upon any
stockholder that acquires shares of a public company in excess of a specified ownership threshold (typically 10—
20 percent) without prior board authorization. Rather than risk an unacceptable level of dilution, hostile bidders
will negotiate with the board to reach consensus on a mutually acceptable transaction. Stockholder rights plans
are an extremely effective device for the deterrence of abusive takeover tactics, but will not deter an all-cash offer
or prevent proxy contests.

The key terms of a stockholder rights plan include the following:
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Triggering Threshold.

The triggering threshold is the percentage ownership of an acquirer at which the rights under the rights plan
become exercisable. The triggering threshold is generally 10-20 percent of the company's outstanding common
stock except in the case of a stockholder rights plan that is deployed to protect a corporation's net operating loss
carryforward (or “NOLs"), for which the triggering threshold is typically set at 4.99 percent. A stockholder rights
plan that has a triggering threshold set lower than 5 percent (other than a NOL plan) may receive negative
recommendations from the proxy advisory firms.2

Two-Tier Rights Plans.

More recently, companies have adopted stockholder rights plans with a two-tier structure under which the rights
would be triggered at a higher threshold for passive investors than for activist investors.

Grandfathering Provision.

Any stockholder who owns stock at or above the triggering threshold at the time of the adoption of a rights plan
will be exempted from the plan under a grandfather provision unless and until such stockholder increases its
beneficial ownership in the company.

Definition of “Beneficial Ownership.”

Key to the triggering threshold is how beneficial ownership is calculated for purposes of whether a stockholder
has reached a level of ownership that will trigger the rights under the plan.

Exercise Price.

The exercise price is the price that rights holders pay to acquire shares if the rights plan is triggered. The exercise
price is set by a corporation's board of directors with the input of its financial advisors. The exercise price is
determined by estimating the long-term trading value of the company's common stock during the life of the rights
plan (usually three to five times the company's current stock price at the time of adoption).3

Flip-In.

Once an acquirer passes the specified ownership trigger threshold, each right, other than those held by acquirer,
becomes a right to buy stock of the company at a discount to the current trading price (typically, 50 percent). All
rights beneficially owned by the acquirer and its associates, affiliates, and any person acting jointly or in concert
with any of the foregoing will become null and void.

Flip-Over.

Upon the acquisition of the company or 50 percent or more of its assets or earning power, each right, other than
those held by acquirer, becomes a right to purchase stock of the acquirer at a discounted price.

Exchange Feature.

The exchange feature allows rights holders to pay the exercise price in shares, debt, or assets in lieu of cash after
the rights have been triggered. The drawback of the exchange feature is that if stockholders pay the exercise
price in stock, the stockholder rights plan will be less dilutive to the hostile acquirer.

Duration.

Twenty years ago, most stockholder rights plans had a 10-year duration. Because the proxy advisory firms
generally disfavor stockholder rights plans with a duration of more than one year absent stockholder approval and
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may launch a withhold campaign against the board of directors or nominating and governance committee chair of
companies that have adopted stockholder rights plans with a longer duration, current stockholder rights plans
generally expire after one year.

Redemption.

The board of directors may redeem all of the rights issued under the rights plan for a nominal price at any time
prior to the time the acquirer crosses the trigger threshold.

REVIEW OF A BOARD'S DECISION TO ADOPT A STOCKHOLDER RIGHTS PLAN

A board of directors may face a legal challenge from the stockholder or potential acquirer impacted by the
stockholder rights plan as well as criticism for its adoption of a stockholder rights plan from the proxy advisory
firms. However, with careful planning, the challenges may be effectively managed.

STOCKHOLDER CHALLENGE UNDER DELAWARE LAW.

If challenged, the decision by a board of directors to adopt a stockholder rights plan will be reviewed under
enhanced scrutiny under the 1985 Delaware Supreme Court's decision in Unocal Corp. v. Mesa Petroleum Co.*
Under the Unocal standard, the Delaware courts will examine (1) whether a board had reasonable grounds to
believe that a threat to corporate policy and effectiveness existed, and (2) whether the board's response to that
threat was reasonable in relation to the threat. The response is disproportionate if the directors' defensive action
was either preclusive or coercive. If the directors can satisfy this two-part burden, the directors' actions will be
entitled to the protection of the business judgment rule.

In the past several decades, the Delaware courts have addressed a board's decision to adopt stockholder rights
plans in response to hostile takeovers and proxy contests and to preserve NOLs. The Delaware courts have
upheld disinterested and fully informed decisions to adopt a rights plan in response to a threat to corporate policy
and effectiveness.5 In the current environment, directors considering adopting a plan or putting a plan “on the
shelf’ should carefully consider and document their decision-making. In light of the dramatic change in
circumstances due to the COVID-19 pandemic, a company that has previously put a plan “on the shelf’ should
review the plan with its board of directors and advisors to ensure that (1) the directors are fully informed of the
mechanics of the plan, and (2) the change in circumstances does not warrant any changes. Companies facing
disproportionate effects from the COVID-19 pandemic may find that more aggressive actions are warranted under
the circumstances.

THE PROXY ADVISORY FIRMS.

In its guidance issued on April 8, 2020, ISS stated that a severe stock price decline as a result of the COVID-19
pandemic is likely to be considered valid justification in most cases for adopting a rights plan of less than one year
in duration. However, ISS cautioned that it would review carefully the disclosed rationale for adopting the plan and
other relevant factors, including the triggers for the rights plan. In a similar statement published on April 11, 2020,
Glass Lewis indicated that the impacts of the COVID-19 pandemic and related economic crisis constitute a
reasonable context for the adoption of a stockholder rights plan under the following conditions: (1) the duration of
the plan is limited to one year or less, and (2) the company discloses a sound rationale for the adoption of the
plan as a result of COVID-19. In addition, because changes included in the Coronavirus Aid, Relief, and
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Economic Security Act of 2020 (“CARES Act”) (i) permit corporations to carry back NOLs generated in 2018, 2019
and 2020 to pre-tax reform years and obtain a refund based on the earlier higher tax rate and (ii) suspend the
80% of taxable income limitation on the use of NOLs arising in tax years beginning after December 31, 2017 and
before January 1, 2021, NOLs may have additional value worth protecting through an NOL pill.

BEYOND A PILL: OTHER DEFENSIVE DEVICES AND ACTIVIST PREPARATION
ACTIVITIES

Historically, public companies protected themselves from takeover and activist threats through a variety of
defensive charter and bylaw provisions, such as staggered boards, supermaijority requirements, fair price
provisions, limitations on the stockholders' ability to call special meetings and take action by written consent, and
advance notice requirements for stockholder nominations and proposals. Over the past decade, pressure from
the proxy advisory firms has led to a dismantling of traditional takeover defensives in most companies'
governance documents. Notwithstanding the foregoing, there may be incremental changes that a company may
make to its governance documents without drawing the attention of proxy advisory firms that make it more difficult
for an activist to effect change to the board.

Similarly, there are a number of internal steps that management can take to prepare for an activist campaign.
These steps include: (1) evaluating all business lines and market regions for underperforming assets and
businesses, (2) engaging in outreach with key stockholders, (3) monitoring share trading to detect unusual
activity, (4) reviewing strategic alternatives to enhance stockholder value, and (5) assessing whether
management and the board of directors have reliable information on the long-term intrinsic value of the company.

CONCLUSION

Hostile takeover activity and stockholder activism may increase due to the extreme volatility in the market and
investor uncertainty resulting from the COVID-19 pandemic. However, there are steps that public companies and
their boards of directors may take now to ensure they can respond quickly and responsibly to an activist or
takeover threat. These steps include reviewing takeover and activist preparedness with financial and legal
advisors as well as ensuring that management and boards of directors have current information on the long-term
value of the company.

FOOTNOTES

" Source: FactSet Legal Corporation and U.S. Securities and Exchange Commission filings.

2.0n April 3, 2020, ISS recommended that stockholders vote against the chairman of The Williams Companies,
Inc. after the company's board of directors adopted a stockholder rights plan with a 5 percent trigger threshold
where the poison pill was not designed to protect the company's NOLs.

3 William J. Carney & Leonard A. Silverstein, The Protections of the Poison Pill, 79 NOTRE DAME L. REV. 179,
183 (2003).

4 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 955 (Del. 1985).
5 Selectica, Inc. v. Versata Enters., Inc., C.A. No. 4241-VCN (Feb. 26, 2010), aff'd, 5 A.3d 586 (Del. 2010); Third
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Point LLC v. Ruprecht, CA 9469-VCP (Del. Ch. May 2, 2014); Yucaipa Am. All. Fund Il, L.P. v. Riggio, 1 A.3d 310
(Del. Ch. 2010), aff'd, 15 A.3d 218 (Del. 2011) (TABLE); but see eBay Domestic Holdings, Inc. v. Newmark, C.A.
No. 3705-CC (Del. Ch. Sept. 9, 2010).
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firm's clients.
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