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In Fraidin and Hanson’s evocative phrasing, management can say no, but
not yes—it may reject all bidders, but cannot accept a particular bid
without effectively conducting an auction.”’

The first generation of theory saw lockups as a device target
management could use to circumvent the unbiased auction requirement, to
favor particular bidders. Because of the potential for self-dealing thus
created, first generation commentators urged enhanced scrutiny.””> Most
first generation scholarship operated from an ex post perspective and
sought to promote efficiency.” In this account, the danger is that
management, by favoring a particular bidder in return for some benefit
(such as guaranteed tenure), may prevent the highest valuing bidder from
acquiring the target corporation.

The Delaware courts adopted this positive analysis, though with a
slightly different normative slant. As discussed above, courts tend to
employ an ex post analysis and seek to maximize shareholder revenue; this
is precisely the point of Revion duties. Lockups are threatening from this
perspective because they reduce the price bidders are willing to pay for the
target. All other things being equal, they reduce the price at which a sale
will take place.™

Judicial approval of the first generation’s ex post analysis has
enshrined distrust of lockups in the caselaw.”” This is thoroughly
unsurprising. If an unbiased auction is desired, devices that undermine that
procedure are to be disapproved. What is slightly more surprising 1s the
extent of the disapproval. While some lower Delaware courts have
suggested that some lockups may be upheld,’® their bite has been worse
than their bark. Courts strike down lockups in all cases where a “locked-
out” bidder’’ offers a higher bid conditioned on invalidation of the

suggests that the level playing field rule is a de facto requirement. See Fraidin & Hanson, supra note 2,
at 1743 n.13, 1765-66; infra text accompanying notes 35-39.

31 See Fraidin & Hanson, supra note 2, at 1743,

32 See, e.g., Bainbridge, supra note 7.

33 Some first generation scholars evaluated lockups from an ex ante perspective, also
finding them undesirable. See, e.g., Schwartz, supra note 9, at 238 (arguing that lockups reduce returns
to search and should be prohibited).

34 For example, if Alpha values Target at $750 million and Beta values it at $800 million,
the sale price in an auction will ordinarily be $750 million, the point at which Alpha will stop bidding.
But if Target’s management has granted a lockup of $50 million—to either Alpha or Beta—Alpha will
stop bidding at $700 million and shareholders will receive $50 million less from the sale. Of course,
“all other things” are not usually equal; if they were, lockups would be per se disloyal and not of much
academic interest.

35  See e.g., Paramount Communications Inc. v. QVC Network Inc., 637 A.2d 34 (Del.
1993); Revion, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986).

36  See e.g., West Point-Pepperell, Inc. v. J.P. Stevens & Co., Inc., 542 A.2d 770, 782 (Del.
Ch. 1988) (“[TThe board may tilt the playing field if, but only if, it is in the shareholders’ interest to do
50.”).

37 *“Locked-in” refers to the bidder receiving the lockup and “locked-out” to rivals.
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The revisionist movement starts with an insight developed by Ian
Ayres.*’ While a lockup, whose value is paid by the target company,
reduces the amount that locked-out bidders are willing to pay for the
target, it has exactly the same effect on the locked-in bidder.” The
consequence is that although a lockup may eftfectively reduce the cardinal
amount of every bidder’s valuation, 1t does not affect their ordinal
sequence.

To see this, suppose Alpha values Target at $575 million and Beta
values Target at $600 million. If Alpha receives a lockup worth $50
million in return for a bid of $510 million, Target is then worth only $550
million to Beta, and Beta will bid only that high. Alpha still values Target
at $575 million, but this does not mean that he will outbid Beta. Because
Alpha receives a profit of $50 million by losing the auction, he will bid
only up to $525 million, the point at which he is indifferent between
winning and losing. Thus, in an auction, Beta can still win with a bid of
$526 million, and he will be willing to bid that much, since he still values
Target at $550 million.

That the order of valuations is unchanged does not, however, mean
that a lockup cannot change the identity of the auction winner. Ayres
points out further that a greater-than-expectation lockup can foreclose rival
bidders.” Suppose that the lockup granted to Alpha in the above example
is worth $100 million rather than $50 million. Alpha would now rather
lose the auction than win at his bid of $510 million, but Target is worth
only $500 million to Beta, and he will not beat the bid of $510 million.

Since only greater-than-expectation lockups can affect who wins an
auction, Ayres claims that only they can serve as tools of management
self-interest.** Thus, a reviewing court should add the lockup and the bid

41 Ayres, supra note 6.

42 “Exactly” is true in the case of a breakup fee, “proportionately” (which preserves
ordinality) is true in the case of issuance of options on treasury stock. See Fraidin & Hanson, supra
note 2,at 1771 n.113.

43 “Greater-than-expectation” means that the value of the lockup exceeds the profit to the
bidder from winning the auction at the corresponding bid. In other words, a bidder with a greater-than-
expectation lockup would rather not win the auction. See Ayres, supra note 6, at 693.

44 Ayres, supra note 6, at 707. It might be supposed that a “crown jewels” lockup could
have different effects by destroying competing bidders’ synergy gains. The error in this supposition is
that it overlooks the fact that if the synergy gains from an acquisition inhere in a particular component
of the target, granting a bidder a lockup on that component will probably also destroy his incentive to
bid for the whole company. It will thus function simply as a greater-than-expectation lockup. The only
real difference between a crown jewels lockup and a breakup fee is that a greater-than-expectation
crown jewels lockup forecloses competing bidders regardless of their valuations.

Suppose that if the lockup entirely destroys synergy gains, all bidders’ valuations will be
reduced to the market price (below market price seems likely, but I assume market price here).
Suppose the market prices Target at $100 million, Alpha values it at $200 million, and Beta at $250
million. In return for a bid of $150 million, Target grants Alpha a lockup option on the crown jewels
with an exercise price of $70 million. Even if the difference between the market price and the bidders’
valuations is due entirely to the presence of the crown jewels, Beta will still be willing to bid $169
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Understanding Lockups

threatening in bankruptcy requires more than greater incentives to
disloyalty; it requires some ability for disloyal self-promotion. The
interests of the management of an insolvent company diverge from those
of creditors. But lockups in bankruptcy do not seem to provide them with
an effective tool for pursuing their own gain. Continued tenure, the
compensation most often cited by opponents of lockups, is unavailable in a
bankruptcy sale of assets. Even where this is a possibility, 1.e. merger
within Chapter 11 or an auction alternative, the Bankruptcy Code requires
the disclosure of identities of officers- and directors-to-be, and a reviewing
court must find such appointments or continuances ‘“‘consistent with the
interests of creditors and equity security holders and public policy.”'*
Furthermore, as in the nonbankruptcy context, an acquirer that intends to
retain inefficient management 1s unlikely to be the highest valuer and,
therefore, unlikely to acquire the target.

Conflict between creditors and the debtor’s management usually
reflects the fact that creditors prefer quick sales to acquire cash, while the
debtor prefers attempts to reorganize.'” Lockups, which only come into
play during a sale, do not give the debtor any effective leverage in this
dispute.'** Indeed, management’s ability to help itself may be limited to
prolonging its tenure by dragging out the reorganization process—
something Chapter 11 allows it to do quite effectively.'*” However, while
this i1s a serious concern, it does not seem relevant to an analysis of
lockups. In bankruptcy, lockups are, if anything, a slightly less effective
tool of management self promotion.'*®

142 See 11 U.S.C. § 1129(a)(5)(A)(i1) (1994).

143 See Schwartz, supra note 21, at 1807, 1821.

144 It would also be possible for management to use a foreclosing lockup to sell assets to
confederates at a discount. This is similar to the cash payment in return for a lockup discussed supra
note 40. It seems a reasonable response that if management is willing to go to these lengths to exploit
creditors, lockups are probably not necessary for their nefarious schemes. Additionally, the sale of
assets requires judicial approval, and a below-value sale is not likely to succeed where there is
evidence of self-dealing. Finally, awareness of this possibility does not affect the prescription that
lockups should be protected by the business judgment rule. A self-dealing transaction falls outside the
boundaries of the business judgment rule, and bankruptcy courts are capable of scrutinizing deals
between related parties, such as management-led leveraged buyouts. See, e.g., In re Bidermann Indus.
U.S.A,, Inc., 203 B.R. 547, 552 (Bankr. S.D.N.Y. 1997) (refusing to apply the business judgment rule
to a breakup fee in a related-party LBO). Striking down a lockup in such a case does not rely on any
inherent suspicion of lockups.

145 For example, the Bankruptcy Code grants the debtor-in-possession exclusive rights to
propose a plan for the first 120 days, see 11 U.S.C. § 1121(b) (1994), and this period is often extended.
Lopucki and Whitford’s empirical study, however, concludes that whether management will ally itself
with shareholders or with creditors is unpredictable. See LoPucki & Whitford, supra note 141, at 744.
If this is the case, lockups are even less to be feared.

146  See Markell, supra note 14. Markell makes no mention at all of why management might
want to grant a supracompensatory lockup; he seems almost to be suggesting that lockups should be
strictly scrutinized because management is incompetent, rather than corrupt. America West and S.N.A.
Nut, which both approve Markell’s reasoning, similarly suggest that breakup fees in bankruptcy sales
of assets are a waste of estate funds without offering any reason why the debtor would be disposed to
such waste. See In re S.N.A. Nut Co., 186 B.R. 98, 103 (Bankr. N.D. Ill. 1995); In re America W.
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