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THE ART OF
RENEGING ON A MERGER

By Ray Schachter™®

n early 2007, with the Dow rising and consumption in the United States

increasingly fuelled by easy credit, there was an explosion of deal making,

This combination had given rise to a disproportionately strong seller’s
market for almost any commodity, including active companies. Exacerbating
the situation was a well-funded private equity sector eagerly seeking and
demanding deals that would produce the double-digit returns. The credit
markets began to unravel in mid-2007, and by late 2008 the appetite for
mergers and acquisitions started to sout.!

Naturally, some buyers decided they no longer wanted to proceed and
used every possible strategy to renege on their deals with minimal liability or
to restructure the transactions to meet new criteria more palatable to them.
However, because of the pressures of a hot seller’s market and easy credit, the
buyers may not have been able to negotiate flexible exit provisions and other
risk-allocation protections into their merger agreements.

Until the credit crisis, Ienders were also keen to fund these deals and to
earn the generous commitment fees from these mergers.? This affected their
risk analysis and perspective. '

Unfortunately for reluctant buyers, the courts have not been particularly
sympathetic to them or to their lenders. Little attention has been paid in
legal commentary to the profound impacts these failed or litigated deals have
had on the target businesses, their management or their employees, or to the
ethics of the strategies implemented by the buyers. The legal literature and
business reports deal mainly with who has the leverage, how it is used and
how the legal issues have played out.? This article describes the background
of two major mergers in the United States, and how they turned litigious.
Although these cases arose in the United States, they will likely influence
Canadian law in this area and thus deserve careful attention.*

In a hot marlet, sellers have a strong bargaining position, and the intense
desire of buyers to acquire the targets laid the foundation and rationale for
merger agreements without conditions precedent, safeguards, exit strategies
and, in some cases, the due diligence requirements in favour of the buyer.

* The writer would like to express thanks to Mark Weder, professor of human resource management
at Simon Fraser University-Business Faculty; for assistance in writing this article.
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THE HEXION CASE: A DESPERATE AND UNSUCCESSFUL ATTEMPT
TO RENEGE?

The Background

In 2007, Hexion Specialty Chemicals Inc. was the world’s largest producer
of binder, adhesive and ink resins for industrial applications. It was privately
held with 92 per cent of the shares owned by Apollo Global Management, a
large private equity group. The target was Huntsman, a global manufacturer
and marketer of other types of spectalty chemical products. Although a pub-
lic company, Huntsman has been controlled by the Huntsman family since
its incorporation in 1970.

In late 2005, the Huntsman family decided to seek a buyer. They started
negotiations with Apollo and Hexion. In early 2006, the deal died when
Huntsman missed earning targets. However, in May 2007, Huntsman again
solicited bids for the company. Apollo and another world-class player
engaged in a brief bidding war, which Hexion, to its ultimate regret, won in
an all cash-deal for 100 per cent of Huntsman's stock at $28 per share. On
July 12, 2007, Hexion and Huntsman signed the merger agreement, The
total transaction value of the deal was approximately $10.6 billion, includ-

_ing assumed debt.

Because Apollo had an intense desire for the deal, Huntsman had signifi-
cant negotiating leverage, The resulting merger agreement contained no
financing condition and required Hexjon to use reasonable best efforts to con-
summate financing to close. If Hexion knowingly and intentionally breached
the agreement, it would have unlimited liability, and for certain enumerated
breaches it would be liable for iquidated damages of $325 million. In case a
material adverse event (“MAE”) occurred, Hexion could texminate the deal
without liability, but the MAE clause was very narrowly drafted to favour
Huntsman.® Huntsman had done everything to close off all the exits for Hex-
ion because Huntsman wanted certainty that the deal would close.

Hexion needed financing to close the deal. It did not have the benefit of
“subject to financing” clause. On the day before the merger agreement was
signed, Hexion obtained a commitment letter with affiliates of Credit Suisse
and Deutsche Bank (“CSDB”} to secure a loan for $9.5 billion and had good
reason to believe that with the financing (plus the cash balance which it had
in reserve) it could close. CSDB had no material conditions precedent to
advancing this loan except for receipt of an opinion that the merged entity
would be solvent (the “solvency opinion”).”

Initially Hexion and Apollo were extremely excited about the deal. How-
ever, the economic crisis affecting the national and international credit mar-
kets started to unfold in the latter part of 2007. Huntsman's pigments
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business had been slowing since the signing, but Apollo’s view of the deal did
not seem to change dramatically until after receipt of Huntsman’s disap-
pointing first-quarter numbers on April 22, 2008. Apollo and Hexion began
asking whether Huntsman had experienced an MAE which would have
allowed Hexion to refuse to close with no Hability (its best-case scenario).
But demonstrating that an MAE had occurred was an uphill battle for two
reasons: first, the courts interpret MAEs very narrowly and the burden of
proof is on the buyer; and second, the clause excluded many events (carve-
outs). Hexion had agreed to purchase the Huntsman shares at $§28, and by
mid-June 2008 the shares were trading in the range of $12.86. Unlimited lia-
bility could be in the billions of dollars.

A series of meetings commenced between Apollo and its counsel and var-
ious experts to develop the exit strategies. Apollo’s lawyers turned to Duff &
Phelps, investment bankers, for the solvency opinion, which, if negative,
would have allowed Apollo to exit with liability limited to $325 million. Duff
& Phelps knew they were being hired to support potential litigation.® They
signed an engagement letter that envisioned the formation of two teams: a
litigation team and an opinion team. The opinion team would prepare the
(in)solvency opinion, and the litigation team would prepare for the
inevitable court action to follow. Since the issue to be addressed was the sol-
vency of the merged entity, the expert responsible for such an opinion would
need access to the financial and business information of both the buyer and
the seller; and obviously the expert should not have predetermined the
result. The leader of the opinion team was aware of the litigation team, and
it is hardly a major leap of faith to conclude that the outcome of the opinion
team might very well be influenced by the known and much coveted result.”

As expected, Duff & Phelps issued the opinion that Apollo wanted,
namely that the merged entity would possibly be insolvent. Apollo now had
to decide how to use the opinion. Apollo chose an aggressive and clever route,
bringing an action in the Delaware Chancery Court on June 18, 2008, to
obtain a court ruling that due fo the negative insolvency opinion, the financ-
ing was not available and it was therefore not obliged to close. Apollo had not
discussed the solvency issue with Huntsman, and the action came as a shock
to Huntsman. The CEO of Apollo acknowledged that the revelation of the
opinion as part of the action scuttled any chance of financing. Jon Hunts-
man, CEQ, was incensed with Hexion and issued the following press release:

Huntsman Corporation is strong and profitable today. Of course, our business has

been considerably damaged during the nearly year long period that Apollo should ‘

have used to get this transaction closed. Apollo’s recent action in filing this suit

represents one of the most unethical contract breaches I have observed in fifty
years of business. Leon Black and Josh Harris should be disgraced. Our company
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will fight Apotlo vigorously on all fronts. First and foremost, we shall protect the
interests of our shareholders. !¢

Hunstman was clearly not going to give up without a fight. The Huntsman
Board voted to extend the termination date of the agreement from July 4,
2008, to October 2, 2008.1! Huntsman embarked on its own review of the
solvency opinion. By July I, “in the wee hours of the morning”, Huntsman
received from Hexion the analysis behind the opinion. Remarkably, by July
25, Huntsman had compiled results from its divisions and was satisfied that
the opinion was wrong.

When negotiating the deal, there was no way for Huntsman to guarantee
that Hexion/Apollo would have financing to close, but Huntsman had built
in two safeguards: (a) the $325 million agreed payment to Huntsman if the
financing did not close; and (b) if the financing fell through, Hexion had to
“use its reasonable best efforts to arrange alternative financing...on terms
and conditions...no less favorable to [Hexion] than those in the Commit-
ment Letter.”!? Hexion/Apollo were caught in a vice. They did not want to
buy and so had no interest in securing alternative financing; so they hired a
consultant to demonstrate best efforts in securing new financing but nar-
rowly limited the scope of the consultant’s mandate to financing that would
completely replace the commitment letter financing on the same or better
terms—thus making the task virtually impossible to fulfill.!3

In an effort to persuade Apollo to complete, Huntsman offered some addi-
tional inducements, including take-back financing for a portion of the puir-
chase price. Hexion publicly rejected these inducements out of hand and
issued a press release stating that “we are not seeking to renegotiate this
transaction. We are seeking to terminate it,”!4

The Trial and the Judgment .

The trial began on September 8, 2008, and the judgment had to be rendered
prior to the closing date of October 2, 2008. Huntsman understood that the
court could not order specific enforcement that Hexion/Apollo must close
the deal because Hexion’s ability to close and funding were as yet unsesolved.

No MAE

Hexion failed to persuade the court that an MAE had occurred. In its judg-
ment, given on September 29, 2008, the court held that in order to deter-
mine if “an MAE had occurred, changes in corporate fortune must be
examined in the context in which the parties were transacting”. In the
absence of evidence to the contrary, a corporate acquirer is assumed to be
purchasing as part of a long-term strategy, so an adverse change must be mea-
sured in years, not in months. The burden of proof is on the party wishing to
invoke the MAE. Clear language is necessary to shift the burden.!s
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Solvency opinion _
This opinion was of no benefit to Apollo. A heading in the judgment reads
“The Duff & Phelps Insolvency Opinion is Unreliable”, followed by the three
. reasons: it was produced with the knowledge that it would potentially be used
in litigation; it was produced using skewed numbers provided by Apollo; and
it was produced without any consultation with Huntsman management.’s

The crossover of information from the opinion team to the litigation team
may alone have tainted the opinion. Apollo was in contsol of the financial
information that the court found to be skewed and overly pessimistic. Had
Duff & Phelps been provided with unbiased data, the opinion might have
gone the other way. The court found that Apollo prevented Duff & Phelps
from consulting with Huntsman in order to avoid the risk of compromising
the ultimate objective of Hexion to terminate the agreement. This supported
the conclusion that Apollo did not act in good faith.!”

Knowing and intentional breach

The merger agreement provided for unlimited liability if Hexion engaged in
a “knowing and intentional breach”. Hexion argued unsuccessfully that
Huntsman had to demonstrate that Hexion knew that it was committing a breach
rather than knowingly committing the act which constituted the breach. Hexion was
found to have failed to use reasonable best efforts to consummate the financ-
ing (sec details above on the solvency opinion) and failed to give notice to
Huntsman of its concerns, as it was obliged to do under the merger agree-
ment.18 Finally, Hexion was found to have attempted to delay antitrust clear-
ance, again a clear breach of the covenant.

The Qutcome and the Aftermath
The court concluded that by June 19, 2008, Hexion had knowingly and
intentionally breached its covenants and obligations under the merger agree-
ment.' Therefore, the damages were not limited by the $325 million cap.

Huntsman and Hexion, at least in theory; continued to work towards the
consummation of the merger, but CSDB refused to fund at the October clos-
ing on the basis of not having received its solvency certificate. The case
between Hexion and Huntsman was settled at an amount that was reported
to have caused a near $I billion loss to Hexion in the fourth quarter of
2008.2¢ Jon Huntsman received $15 million for negotiating the settlement.
Nolan Archibald, a Huntsman board member and the head of its compensa-
tion conumittee, said, “Jon single-handedly negotiated this settlement and, I
believe, saved the company in doing so.™!

A sequel to these events was an action brought by Hexion in the New York
Courts against CSDB to recover part of the damages it was going to have to
pay Huntsman.?? In a separate action in Texas, Huntsman sued CSDB for
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$4.7 billion plus an additional $8 billion in punitive damages.? In late June
2009, the case was scttled by CSDB paying $632 million in cash, including
$12 million in litigation costs and $1.1 billion in loans and notes repayable
over seven years.** At the time of this settlement, Huntsman stock was trad-
ing at about $5.30 (compared with $28 payable under the merger agreement).

The untold part of the story must surely include the impacts on Hunts-
man, its management, employees, suppliers and customers caused by the
uncertainty and hidden costs of the distressing lack of business ethics
involved in Hexion's futile attempt to escape from what had become an
undesirable acquisition.?

ROHM AND HAAS v. DOW?2

The Background

The Dow acquisition of Rohm and Haas was negotiated in 2008, when the
credit markets were in turmoil and the economy was sinking into recession.
Dow, a diversified chemical cbmpany had annual sales of $53.5 billion and
about 45,900 employees worldwide in 2007. Rohm and Haas, a leading
global specialty materials company, in 2007 had reported sales of $8.9 billion
on a portfolio of global businesses including electronic materials, specialty
materials and salt. Rohm and Haas was de facte controlled by the Haas Fam-
ily Trust and Paulson & Co., a well-known multi-billion-dollar hedge fund
whose prominent directors included John Alfred Paulson and Alan
Greenspan.

In June 2008, Dow won a bidding war for Rohm and Haas. At that time,
the risk that the Unired States and world economies could be entering a deep
and prolonged recession was widely recognized. Notwithstanding, Dow
announced publicly that Rohm and Haas was a jewel and that this was a
unique opportunity. Dow entered into an agreement to purchase Rohm and
Haas for $78 per share under a July 10, 2008, merger agreement. The acqui-
sition was valued at $15.3 billion {U.S.).

Rohm and Haas was well aware of the market conditions and was con-
cerned about the uncertainty created among management staff and its mar-
Kkets by an impending merger. It required certainty that the deal would close.
The merger agreement had certain conditions precedent, such as FTC clear-
ance, European Commission approval and shareholder approval by Rohm
and Haas shareholders—but no financing or other material conditions
favourable to Dow. In due course, all conditions precedent were satisfied.
The merger agreement provided that the deal was to close two days follow-
ing satisfaction of conditions. The very short time interval demonstrated the
desire of Rohm and Haas to have the deal completed promptly.
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Under the merger agreement, Dow agreed to use reasonable best efforts to
close as promptly as practicable and not to take any action reasonably likely
to materially delay satisfaction of conditions. Dow announced that it would
have all funds required to close. In fact, Dow had arranged financing com-
mitments from lenders.?” Furthermore, the MAE clause was drafted strongly
in favour of Rohm and Haas, so that there was very little opportunity for -
Dow to take advantage of it, even if the material adverse effects dispropor-
tionately affected Rohm and Haas in relation to other industry participants.

In addition to the purchase price, Dowwas to pay a “ticking fee” from Jan-
uary 10, 2009, for six months until closing of approximately $3.3 million per
day. Rohm and Haas tied up the loose ends by including a clause in the
merger agreement that it could seek an order for specific performance forc-
ing Dow to close and that failure to close would result in irreparable damage
to it.

Dow took on significant risk when it signed this merger agreement. It was
deeply into serious negotiations with a wholly owned subsidiary of Kuwait
Petroleum Corp. from which it expected to receive $9.5 billion by the end of
2008, but at the press conference announcing the Rohmm and Haas merger on
July 10, 2008, senior officers of Dow said that the merger was not contingent
on receipt of these funds. Nonetheless, it appears that Dow was counting on
funds being available from the KPC deal.

Even though -the economy continued to deteriorate during the fall of
2008, Dow reaffirmed its intention to close by late 2008. Then, on Decem-
ber 28, Dow was advised by Kawait that the KPC deal would not proceed.
According to Rohm and Haas testimony, this marked the time when Dow
began to engage in a course of conduct to delay FTC approval.2® Rohm and
Haas demanded a commitment from Dow not to delay FI'C approval. FTC
clearance came through on January 23, 2009, but the next day Dow wrote
‘to Rohm and Haas stating that “due to concerns and uncertainty about the
potential success of the combined organizations, we confirm that Dow does
not intend to close the acquisition on or by Tuesday [January 27]". Dow
refused to commit to closing at a future date, stating only that “we believe

that we will be able to determine our ability to close the transaction by June
30, 200972

Commencement of the Action

Rohm and Hass filed a complaint against Dow in the Delaware Chancery
Court on January 26, 2009, seeking specific enforcement by Dow of its oblig-
ations under the merger agreement. Dow filed a 61-page answer to the com-
plaint, which, although obscure, appears not to deny the obligation of Dow
to close, .
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In a motion brought by Rohm and Haas to expedite the trial, Dow raised
the issue that if it closed, it would have a financial shortfall within a short
time of closing that would jeopardize the merged company and all of the
merged company’s employees, suppliers and so on. The underlying threat
implied by Dow in its arguments to the court was that the American econ-
omy would be damaged by an order forcing Dow to close and that, therefore,
it was not in the public interest for the court to order it to do so. While
counsel for Rohm and Haas argued that default by Dow in its financing was
Dow’s problem, Dow argued in its answer that the reality was starkly differ-
~ent for the 15,000 employees of Rohm and Haas and the 40,000 employees
of Dow along with their associated communities, customers and suppliers.
Therefore the court would have to carefully balance the interests of all, not
the narrow interests of some (by inference, the shareholders of Rohm and
Haas), before specific performance should be ordered. In other words, Dow
argued that the Chancery Court should ignore the clear, unequivocal con-
tractual terms of an agreement on the basis that preservation of a significant
player in the American economy must outweigh the interests of Rohm and
Hass.

The Delaware Chancery Court has a reputation for upholding contractual
agreements between business parties, so one would expect this argument to
have been rejected had the case not been settled.

Although-the facts and law were against it, Dow appears to have used lit-
igation very effectively to leverage a renegotiation of the deal. 'The Haas Fam-
ity Trust was well aware of the risk to its overall business if the case had
continued over any extended period of time or if the court had denied spe-
cific performance. Dow had agreed to pay the Haas Family Trust cash for
their shares. As part of the settlement, and in order to close the deal, Haas
and Paulson agreed to take $2.5 billion of perpetual preferred equity of Dow,
and to make an additional $500 million investment in Dow, thus reducing
Dow’s cash requirements on closing. As for Dow; it buoyantly announced in
its news bulletin:

Dow has taken the time and steps necessary to close this transaction on substan-

tially improved financial terms to the company despite the continuing financial

and economic uncertainty facing our world. The strategic benefits of the acquisi-

tion of Rohm and Haas have never been in question; just the path to completing
the deal.*

SUMMARY

Both actions considered in this article appear to have been motivated pri-
marily, if not entirely, by the desire to renege from or renegotiate the terms
of a deal that had previously been agreed in good faith. In the Hexion case,
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the court found no justification in law for the actions of Hexion. In the Dow
case, although not litigated to judgment, there appears to be no justification
in law for Dow’s action. Nevertheless the action was effective. Both cases
raise serious moral and ethical questions that will likely have troubling ram-
ifications for years to come.

It is noteworthy that in the Hexion case the Delaware Chancery Court was

able to hear and dispose of complex issues expeditiously with a clear and
impressive judgment. Although cases of this magnitude have not been heard
in the Canadian courts, there is much to be learned from the U.S. experience.
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