Read the Chapter 16 Case: "The Anatomy of a Spin-Off - Northrop Grumman Exits the Shipbuilding Business" and the Chapter 18 Case: "Ireland-Based Drug Maker Actavis Buys U.S. Pharmaceuticals Firm Forest Labs" in the textbook and respond to the questions related to each case using a minimum of 750 words.
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‘The takeover of Forest Labs needed an assist from famed activist investor Carl lcahn. Icahn has a track record of investing in drug makers and profiting from their turnarounds

or sales to larger companies. His previous investments included ImClone Systems which was sold to Eii Lilly & Co. in 2008 for $6.3 billion and in Genzyme Corp which was sold

to Sanofiin 2011 for $19.4 bilion. In 2012, Icahn investments that were later sold included Amylin Pharmaceuticals which was acquired by Bristol-Myers Squibb for §5.1 blion.

Icahn, who owns 119% of Forest's stock through his firm Icahn Enterprises, played a key role in making this deal happen by prodding Forest Labs to install 2 new CEO in 2013
who was more amenble to selling the firm. To avoid a third proxy fight in as many years, Forest added an Iczhn representative to its board in 2013 increasing s influence on
board decisions.

Under the terms of the deal, Forest shareholders will receive $26.04 in cash and 03306 of a share of Actavis, equivalent to $89.48 per share. This represents 2 premium of 25%
from Forest Lab's closing price the prior day. Forest shareholders wil own 35% of the combined firms. Forest Labs agreed to pay a termination fee of $675 million if it backs out
of the agreement i favor of a competing takeover proposal or f the firm's shareholders do not approve the deal.

‘The acquisitive Actavis has completed seven deals since January 2013. Like those deals, the firm expects to realize substantial costs savings. However, in this case, the takeover
of Forest Labs will be accretive to eamings immediately following closing. This is relatively unusual as cost savings in most deals i the first year are negated by a combination of
severance expenses and other integration-related costs. Actavis announced that it expects to realize a combination of operating and tax savings of $1 billion annually to be
realized beginning in the first full year of operation of the combined firms. Assuming a discount rate of 125 the present value of these savings in perpetuity is $8.3 billion (1
billion/0.12), well in excess of the §5 billion acquisition premium paid for Forest Labs. Not surprisingly, investors grested news of the merger favorably. Shares of Forest rose.

30% and those of Actavis were up 125%.
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‘The takeover of Wamner Chilcott in 2012 allowed Actavis to complete  “tax inversion” in which it relocated its headquarters to Ireland to escape the higher American statutory
corporate tax rate. A big advantage of a “tax inversion” besides the lower statutory tax rate is that acquisitions become more affordable, Cash held overseas because of the
more favorable tax rates can be used to pay for a deal and the eamings from the acquired firm are also taxed at Actavis's lower tax rate. Tex inversions are not viewed as tax
evasion strategies by the US taxing authorities as long as they can be justified by good business reasons such as getting nearer to 2 firm's customers or suppliers. Tax evasion is
the avoidance of taxes through illegal means such as misrepresenting income on a tax return.

‘The maximum corporate tax rate i Ireland is 12.5% compared to 35% in the United States, Forest Labs eamings which had been taved at the higher US rate will be taxed at
the lower Irish rate currently paid by Actavis. Annual tax savings are expected to amount to at least $100 million. This gave Actavis 2 huge advantage in bidding for Forest Labs
over other potential suitors by enabling it to offer a larger premium,

From 2 legal perspective, an inversion s simply the process by which a corporate entity, established in 2nother country, “buys" an established American company. The
transaction takes place when the overseas entity purchases either the shares or assets of 2 domestic corporation. The shareholders of the domestic company typically become
shareholders o the new foreign parent company. In essence, the legal location of the company changes through a corporate inversion from the Uniited States to another
country. An inversion typically does not change the operational structure or location of a company. In most cases, an inversion simply means the addition of 2 small office in the
company's new foreign “home Therefore, a re-incorporation rarely, if ever, leads to the loss of American jobs, However, it does lezd to a loss of tax revenue.

Discussion Questions

1. Using the common motives for cross-border deals discussed in this chapter, speclate as to the reasons Actavis acquired Forest Labs.
2. What alternatives to acquisition could Actavis have pursued? Speculate as to why 2 takeover was the preferred option?

3. Speculate a5 to how Actavis's takeover of Forest Labs may have created shareholder value?

4.D0 you believe firms should be allowed to engage in tax inversions?

5. Why is Actavis organized as  holding company in Ireland?

6. Speculate a5 to why investors for both firms responded so favorably when news of the deal was announced?
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End of Chapter Case Study: The Anatomy of a Spin-Off—Northrop Grumman Exits the Shipbuilding

Business

Case Study Objectives: To lllustrate
- The advantages and disadvantages of altemative restructuring strategies
« How spin-offs may be structured.

In 2n effort to focus on mare attractive growth markets, Northrop Grumman Corporation (NGC), a global leader in aerospace, communications, defense, and security systems,
announced that it would exit its mature shipbuilding business on October 15, 2010, Huntington Ingalls Industries (1), the largest military US shipbuilder and a whally owned
subsidiary of NGC, had been under pressure to cut costs amidst increased competition from competitors such s General Dynamics and 2 slowdown in orders from the US.
Navy. Nor did the outlook for the shipbuilding industry look like it would improve any time soon.

Given the limited synergy between shipbuilding 2nd NGC's other businesses, Hil's operations were largely independent of NGC's ather units, NGC's management and board
arqued that their decision to separate from the shipbuilding business would enable both NGC and Hil to focus on those areas they knew best. Moreover, given the shipbuilding
business's greater ongoing capital requirements, Hil would find it easier to tap capital markets directly rather than to compete with other NGC operations for financing.

inally,
investors would be better able to value businesses (NGC and Hil) whose operations were more focused.

After reviewing a range of options from outright sale to spin-off, NGC pursued a spin-off as the most efficient way to separate itself from its shipbuilding operations. If
properly structured, spin-offs are tax free to shareholders. Furthermore, management argued that they could be completed in a timelier manner and were less disruptive to
current operations than an outright sale of the business. The sale of the Hil could have required 2 lengthy marketing period to potential buyers as wel as a highly intrusive due
diligence process by interested parties to any bidding process.

‘The spin-off represented about one-sixth of NGC's $36 billion in 2010 revenue. Effective March 31, 2011, all of the outstanding stock of Hil was spun off to NGC shareholders
through a pro rata distribution to shareholders of record on March 30, 2011. Each NGC shareholder received one Hil common share for every six shares of NGC common stock
held.”
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‘The spin-off process involved an intenal reorganization of NGC businesses, a Separation and Distribution Agreement, and finally the actual distribution of Hil shares to NGC
shareholders. The interal reorganization and subsequent spin-off i ilustrated in Figure 16.3. NGC (referred to as Current Northrop Grumman Corporation) first reorganized its
businesses such that the firm would become a holding company whose primary investments would include Hil and Northrop Grumman Systems Corporation i, al other non-

shipbuilding operations).
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Hil was formed in anticipation of the spir

off a5 a holding company for NGC's shipbuilding business, which had been previously known as Northrop Grumman Shipbuilding
(NGSB). NGSB's name was changed to Huntington Ingalls Industries Company following the spin-off. Reflecting the new organizational structure, Current Northrop Grumman
common stock was exchanged for stock in New Northrop Grumman Corporation. This interal reorganization was followed by the distribution of HIl stock to NGC's common
shareholders.

Followiing the spin-off, Hil became a separate company from NGC, with NGC having no ownership interest in Hil. Renamed Titan Il Current NGC became a direct, wholly
owned subsidiary of Hil and held no material assets or lizbilties other than Current NGC's guarantees of Hil performance under certain Hil shipbuilding contracts (under way
prior to the spin-off and guaranteed by NGC) and Hir's obligations to repay intercompany loans owed to NGC. New NGC changed its name to Northrop Grumman Corporation.
‘The board of directors remained the same following the reorganization.

No gain or loss was incurred by common shareholders because the exchange of stack between the Current and New Northrop Grumman corporations did not change the
shareholders' tax basis in the stock. Similarly, no gain or loss was incurred by shareholders with the distribution of HII's stock, since there was no change in the total value of
their investment. That is, the value of the Hl shares was offset by a corresponding reduction in the value of NGC shares, reflecting the loss of Hif's cash flows.

Before the spin-off, Hil entered into a Separation and Distribution Agreement with NGC, The Agreement governed the relationship between Hil and NGC after completion of
the spin-off. It also provided for the allocation between the two firms of assets, liabilties, and obligations (e.g. employee benefits,intellectual property, information technology,
insurance, and tax-related assets and liabilities). The Agreement also provided that NGC and Hil each would indemnify (compensate) the other against any liabilties arising out
of their respective businesses. As part of the agresment, Hil agreed not to engage in any transactions, such as mergers or acquisitions, involving share-for-share exchanges that
would change the ownership of the firm by more than 50% for t least 2 years following the transaction. A change in control could violate the IRS's “continuity of interest”
requirement and jeopardize the tax-free status of the spin-off. Consequentl, HIl putin place certain takeover defenses to make takeovers difficult.
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Discussion Questions

1. Speculate as to why Northrop Grumman used 2 spin-off rather than 2 divestiture, a split-off, or 2 split up to separate Huntington Ingalls from the rest of its aperations.
What were the advantages of the spi
2.What i the likely impact of the spin-off on Northrop Grumman's share price immediately following the spin-0ff of Huntington Ingalls, assuming no other factors offset it?

off over the other restructuring strategies?

3. Why do businesses that have been spun off from their parent often immediately put antitakeover defenses in place?
4. Why would the UsS. Internal Revenue Service be concerned about a change of control of the spun-off business?

5. Describe how you as an analyst would estimate the potential impact of the Hil spin-off on the long-term value of Northrop Grumman's share price.
Solutions to these questions are found in the Online Instructors Manual available for instructors using this book.
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End of Chapter Case Study: Ireland-Based Drug Maker Actavis Buys U.S. Pharmaceuticals Firm Forest Labs

Case Study Objectives: To Il

- Altemative motives for cross-border acquisitions
- How taxes impact cross-border deals and capital flows
« How activist investors can impact corporate decisions.

Reflecting the escalating costs of developing blockbuster drugs (i, those with the potential to deliver more than $1 billion in annual revenue) and the loss of patent
protection on many substantial revenue producing medications, the pharmaceutical industry has been undergoing a wave of consolidation for more than a decade. The
takeover strategy in many instances appeared to be largely formulaic: acquire rivals, slash costs, and minimize taxes.

‘While Valeant Pharmaceuticals and Endo Health Solutions have employed this strategy effectively, drug maker Actavis is perhaps the most successful, tripling its market value
during the last 3 years. Actavis is a global, integrated specialty pharmaceutical company focused on developing, manufacturing, and distributing generic and branded products
in more than 60 countries. Structured as a holding company, its global headquarters is located in Dublin, Ireland. The firm's US administrative headquarters is in Parsippany, NJ.
Actavis historically has focused on generic drugs, but i recent years it has expanded through acqisition into branded drugs.

‘Actavis on February 18, 2014, announced that it had reached 2n agreement to buy Forest Laboratories for $25 billion in cash and stock to create a phammaceuticals firm with
substantial exposure to branded and generic drugs. Forest Labs is a fully integrated specialty pharmaceutical firm focused on the US market, with a portfolio of branded
products. The combined revenues of the two specialty pharmaceutical companies are expected to be more than $15 billion in 2015, The new company announced that it would
be increasing its annual budget for pharmaceutical research and development to more than $1 billion. Strategically, Forest Labs represented an opportunity for Actavis to
diversify into branded drugs and for Forest Labs to penetrate foreign markets not currently survived. Forest Labs also has an impressive number of drugs in the pipeline.

In 2012, Us-based Watson Pharmaceuticals bought Actavis, then headquartered in Switzerland, for nearly §6 billion and adopted its name. In 2013, the firm bought Irish-
based Wamer Chilcott for about §5 billion expanding its presence in specialty pharmaceticals and moved its headquarters to Ireland to take advantage of the country's

favorable corporate tax environment.




