April 25, 1995

To Qur dients:

Takeover Preparation

While | usually revise nmy Takeover Response Checkli st
about once a year, so nuch has happened recently that | thought
it would be helpful to revise the March 1, 1995 version. The
current version reflects our experiences and thinking as of

thi s date.

M Lipton
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Takeover Response Checkl i st

Merger activity in 1995 is continuing at the torrid
pace of 1994. There were $329 billion of nergers in 1994 as
conpared to $341 billion in the historic high year, 1988.

Hostil e takeovers, which all but disappeared in 1991
and 1992, cane back strongly in 1994. Major conpanies were in-
vol ved in many of the hostile bids in 1994 and 1995, such as:

Aneri can Hone/ Anerican Cyanam d
Uni on Pacific/ Santa Fe Pacific
CGeneral Electric/ Kenper
American Ceneral /Unitrin

Nor t hr up/ G umman
Rockwel | / Rel i ance El ectric
California Energy/ Magma Power
Wl | conme/ @ axo

| ngersol | Rand/ C ark Equi pnent

The Kerkorian unsolicited LBO proposal to Chrysler
may presage a return of the hostile financial megadeals, in ad-
dition to the strategic deals we have experienced in 1994 and
1995. Al though the anount of cash available in the banking
system for the Kerkorian-type deal is [imted, no conpany, no
matter how large, is inmmune fromthis type of proposal if secu-
rities are substituted for cash.

Traditional arbitrageurs do not today have the capi-
tal they had in the 1980s, but in recent nonths they have been
suppl enment ed by hedge funds so that the aggregate capital
avai lable for arbitrage is even greater today than it was in
t he 1980s.

Wil e nuch of the acquisition activity has been con-
centrated in four areas -- (1) defense contractors, (2) health-
care, (3) financial services and (4) communications/nedia --
there are signs that it may spread to energy and retailing and
ot her industries.

Adding to the acquisition activity has been the sig-
nificant pressure fromactivist institutional sharehol ders on
mul ti-industry conpanies to spin-off or sell underperformng
divisions or divisions that sell at |ow price earnings mul-
tiples and are perceived (rightly or wongly) as draggi ng down
t he market valuation of the remaining high-nultiple business.



The Grumman, Santa Fe Pacific and Reliance Electric
situations show that strategic nmergers -- even nultibillion
doll ar deals -- can generate the sane type of conpetitive ac-
tivity as the financially notivated takeovers of the 1980s.

The sane reasons that |ead a conpany to conpete for a strategic
acquisition explain the increase in initial hostile takeover
attenpts.

Further fueling the new takeover activity are the
renewed availability of bank financing, the revival of common
stock pooling nergers (particularly in financial services and
heal t hcare), the markets' acceptance of junk bonds and deriva-
tives as takeover currency, the nmarkets' disregard of goodw ||
in acquisitions by "cash flow' conpani es such as those in
communi cations/ nmedia, the markets' wllingness to recognize and
give value to potential synergies, the success of strategic
buyers in not getting outbid, the belief that activist insti-
tutional investors will force the boards of targets to "maxi-
m ze sharehol der val ue" (for exanple, National Gypsum WR
Grace and U. S. Shoe) and the erroneous, but wdely held, view
i n boardroons that the poison-pill-just-say-no defense is no
| onger feasible.

The present takeover environnent warrants reexam na-
tion of strategic plans, takeover response preparation and se-
ni or managenents' and directors' understandi ng of current | egal
and tactical thinking with respect to takeovers. Many conpa-
ni es have negl ected takeover response preparation during the
period of reduced activity since 1989. Today it is prudent to
revisit the subject.

This outline provides a checklist of matters to be
considered in putting a conpany in the best possible position
to respond to a takeover bid or a proxy fight. Not all the
matters in this outline are appropriate for any one conpany.
Takeover defense is an art, not a science. It is essential to
be able to adopt new defenses quickly and be flexible in re-
spondi ng to changi ng takeover tactics. Watever the state of
the Iaw nmay be and however it may change, in order to achieve
the best result in a takeover situation a conpany nust have
ef fective defenses and keep themup to date.

1. VWho i s Vul nerabl e

a. Conmpanies in industries that are consolidating and
where there has been consi derable nerger activity

b. Conpani es that have a special strategic attraction,



such as a product or market highly desired by another
conpany

Conpani es that have excess cash, hidden assets or
significant capacity for additional debt

Conpani es that present opportunities for significant
synergy savi ngs

Conmpani es that have | ower price-earnings ratios than
their peers

Conpani es where nmanagenent succession is not clear or
wher e managenent is perceived as underperform ng

Conmpani es that have high institutional ownership and
are perceived as being out of favor with their insti-
tutional sharehol ders

Mul tidivision conpanies with a division that could be
sold at a higher price-earnings nmultiple than of the
conpany itself

Conmpani es that do not have a market price signifi-
cantly in excess of book val ue

How t o Reduce Vulnerability

a.

b.

C.

Hi gh Stock Price

(1) Consi stent earni ngs performance
(1) No earnings or wite-off surprises
(rit) Di vi dend grow h

(iv) St ock repurchase prograns

Prudent use of | everage

Denonstrate and/or realize hidden asset val ues

(1) Spi n- of f
(i) Tar get stock

(rit) Partial 1PO of subsidiary



d.

e.

(1v) Restructuring or sale of businesses

(v) Good investor relations program
Takeover response planning; regular fire drills

Well articulated policy of remaining an i ndependent
conpany (preserving the ability to "just say no")

Structural Defenses

a.

In many cases a structural defense will be possible
only if there has been careful advance preparation by
t he conpany and its investnent banker and counsel

Poi son pill
Restructuring; self tender; spin-off; targeted stock
Structure of | oan agreenents and i ndentures

Aut hori zation of sufficient conmmbpn and bl ank-check-
preferred stock

Advance preparation of earnings projections and |iqg-
ui dation values for evaluation of takeover bid and
alternative transacti ons

Pl an for contacts with institutional investors and
anal ysts and with nedia, regul atory agencies and po-
litical bodies

Amendnents to stock options, enploynent agreenents,
executive incentive plans and severance arrangenents
(gol den parachutes and tin parachutes) -- protection
of overfunded pension plans

White squire arrangenents

ESOP arrangenents; plans to increase enpl oyee owner -
ship

Charter and by-law anmendnents with respect to change
of contro

Amendnents to enpl oyee stock plans with respect to
voting and accepting a tender offer



m Options under state takeover |aws

Preparation of Board of Directors to Deal with Takeovers

a. Periodic presentations by |awers and investnent ban-
kers to famliarize directors wwth the takeover scene
and the law and with the advisors

b. Conmpany may have policy of continuing as an indepen-
dent entity

C. Conpany may have policy of not engaging in takeover
di scussi ons

d. Directors nmust guard agai nst subversion by raider and
shoul d refer all approaches to the CEO

e. Avoi di ng being put in play; psychol ogi cal and percep-
tion factors may be nore inportant than | egal and
financial factors in avoiding being singled out as a
t akeover target

Preparation of CEO to Deal with Takeover Approaches

a. Handl i ng casual passes
b. Handl ing offers
C. Comruni cations with officers and board of directors

Responses to Casual Passes

a. No duty to discuss or negotiate

b. Response to any particul ar approach nust be specially
structured; team should confer to decide proper re-
sponse

C. Keepi ng the board advi sed

Response to Ofers

a. No response other than wll call you back
b. Call war |ist and assenbl e team
C. No press rel ease or statenent other than "stop-I|ook-

and-listen" and call of special board neeting to con-



si der

Consider trading halt (NYSE limts halt to short
peri od)

Det erm ne whether to neet with raider (refusal to
meet may be a negative factor in litigation)

Schedul e 14D-9 nust be filed within 10 busi ness days
and nust discl ose "negoti ati ons"

al Meeting of Board to Consider Ofer

A prem umover market is not necessarily a fair
price; a fair price is not necessarily an adequate
price

No duty to accept or negotiate a takeover offer;
where outside directors are a mgjority, there is no
need for a special coommttee to deal with takeovers

Board nmust act in good faith and on a reasonabl e ba-
sis; business judgnent rule applies to takeovers
(nodified rule applies in Del awnare)

Board nmay consi der

(1) i nadequacy of the bid

(i
(ii
(i

i) nature and timng of the offer
i) guestions of illegality

V) i npact on constituents other than sharehol ders

(v) ri sk of nonconsunmati on

(vi) basi ¢ sharehol der interests at stake, including

e.

the past actions of the bidder (greenmail, etc.)

Present ati on

(1) Managenment -- budgets, financial position, real

(i

val ues (off-bal ance sheet val ues), new products,
general outl ook, timng

i) | nvest nent banker -- opinion as to fairness or
adequacy, state of the market and the econony,



10.

11.

conpar abl e acquisition premuns, timng

i) Lawyer -- legality of takeover (antitrust, com
pliance with SEC di scl osure requirenents, regu-
| at ory approval of change of control, etc.),
bi dder's history, reasonable basis for board

Front - end-1 oaded, two-tier offers and partial offers
present fairness issues which in and of thensel ves
may warrant rejection and strong defensive action

The "Just Say No" response was approved in the Tine
Warner case and the Paranpbunt case reaffirned that
hol ding; the Unitrin case gave additional support to
strong responses to block a hostile takeover

Smal | group (2-5) of key officers plus | awer, in-
vest nent banker, proxy soliciting firm and public

Conti nui ng contact and periodic neetings are inpor-

(i
action

f.
g.
Teamto Deal with Takeovers
a.

relations firm
b.

t ant
C.

Periodic fire drills are the best way to naintain a
state of preparedness

War List of Tel ephone Nunbers of the Teamand Ability to

Convene Special Meeting of Board in 24 to 48 Hours

Instructions for dealing with

(i) press

i) stock exchange
i) directors

V) enpl oyees

Preparati on by |Investnent Banker

a.
(i
(ii
(i

a.

b.

Due diligence file and anal ysis of off-bal ance sheet
val ues

Recapitalization, spin-off and liquidation alterna-



12.

13.

tives
Peri odi ¢ revi ew

Communi cation of material devel opnments and regul ar
contact is inportant

Preparation by Lawer

Structural defenses such as poison pill

Revi ew of business to determ ne products and narkets
for antitrust analysis of a raider

Regul at ory agency approvals for change of control
| npact of change of control on business

Di scl osures that m ght cause a potential raider to
| ook el sewhere

Recapitalization, spin-off and liquidation alterna-
tives

Anendnents to stock options, executive conpensation
and incentive arrangenments and severance arrangenents
-- protection of pension plans

ESOPs and ot her prograns to increase enpl oyee owner -
ship

Regul ar comruni cati on and periodi ¢ board presenta-
tions are inportant

Shar ehol der Rel ati ons

a.

Restructuring
Di vi dend policy
Fi nanci al public relations

Preparation of fiduciary holders with respect to
t akeover tactics designed to panic them

Contacts with anal ysts and institutional holders

Activist institutional investors and corporate gover-



14.

15.

16.

nance and proxy issues

Response to Accumrul ation in Market

a. Moni toring trading
b. Mai ntai n contact with speciali st

C. Schedul e 13D -- 5% Hart-Scott -- $15M 10%

d. Duty of board to prevent transfer of control wthout
prem um

e. Di sruption of executives, personnel, custoners, sup-
pliers, etc.

f. Uncertainty in the market; change in sharehol der pro-
file

g. | medi ate response to accunul ati on
(1) Poi son pill can be structured so that flip-in

takes effect at 10%to 15%t hreshol d
(i) Litigation
(rit) Standstill agreenent
St aggered Board and Shark Repellent Charter Amendnents
Have Not Proved Effective Agal nst Any-and-All Cash Tender

Ofers but May Be Effective as to Partial and Front-End-
Loaded O fers, Proxy Fights, or O her Bust-Ups

a. Wi |l e staggered el ection of the board of directors
and super-nmajority nerger votes or other shark repel -
| ents have proved not to be effective in deterring
any-and-all cash tender offers, they may be effective
in deterring the other types of takeovers (including
proxy fights) and are worth having, if obtainable
(negative reaction of institutional investors).

Contacts with Potential Wiite Knights and Bi g Brother
Standstill Agreenents (Wiite Squire Arrangenents)

a. Advance contact with potential white knights can |ead
to m sunderstandi ng and takeover bid in certain cases

b. Standstill agreenent may be detrinmental to sharehol d-



ers (disliked by professional investors who may stir
up takeover activity)

C. | ssue as to legality of standstill agreenment if not
supported by i ndependent busi ness purpose such as
exchange of technol ogy or need for capital

d. Swap of voting stock and nutual standstill agreenents

e. Enpl oyee trusts may be effective in certain cases

f. White squire funds

17. Hart - Scott-Rodi no Antitrust Act and New Antitrust Policies
and Legi sl ation

a. Hart-Scott shoul d prevent dawn raids on big conpanies
but under Hart-Scott a raider in sonme cases still can
buy up to $15M even if nore than 15% and there is a
10% i nvest ment exception that has been m sused by
rai ders

b. While Cinton Adm nistration has nore aggressive an-
titrust enforcenment views than Reagan-Bush Adm ni s-
trations as to vertical nmergers and as to horizontal
mergers affecting innovation markets or causing uni-
| ateral effects proscribed under the nerger guide-
lines, the current approaches in the Adm nistration
and Congress generally do not deter big conglonerate
acquisitions and it has been fairly easy to reach
"settlenents" to accommbdate horizontal acquisitions
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