
Recent Hart-Scott-Rodino Developments
By Bruce D. Ryan

Two significant recent developments under 
the Hart-Scott-Rodino (“HSR”) Antitrust 
Improvements Act of 1976, as amended, 
merit attention.  In the first, the Federal Trade 
Commission (“FTC”) has proposed changes 
to the premerger notification requirements 
applicable to transactions involving partnerships, 
limited liability companies (“LLCs”) and other 
unincorporated entities.  In the second, the 
Antitrust Division of the Department of Justice 
(“DOJ”) has filed two civil penalty actions for 
violations of the HSR Act alleging failures to 
report acquisitions of voting securities based on 
erroneous claims under the “investment-only” 
exemption.

FTC Proposes Changes In HSR Reporting 
Requirements For LLCs, Partnerships, And Other 
Unincorporated Entities

In a recently released Notice of Proposed 
Rulemaking (“NPRM”),1 the FTC is seeking 
comment on proposed amendments to its 
premerger notification rules under the HSR Act, 
as amended.  The proposed rulemaking introduces 
a number of significant changes that attempt 
to reconcile, as far as practicable, the current 
disparate treatment of corporations, partnerships, 
LLCs and other types of non-corporate entities 
under the HSR rules, particularly in the areas 
of acquisitions of interests in these entities, 
formations of such entities, and the application 
of certain exemptions including the intraperson 
exemption.

Highlights of the proposed new rules include: 

•  A reportable acquisition would now occur at 
the time any non-corporate interests conferring  
50% or greater economic control of an 
unincorporated entity are acquired (subject to 
the normal HSR size tests and exemptions), 
rather than at the point when 100% of the 
interests are acquired as under current rules. 
[New Section 801.2(f)] 

•  Formation of a non-corporate entity would 
now be potentially reportable if there is an 
acquisition of a controlling interest by one 
or more of the forming parties, regardless 
of whether two separate existing businesses 
are being combined; the existing formal 
interpretation on reportability of certain LLC 
formations would be repealed. [New Section 
801.50] 

•  Acquisition of a controlling interest in a 
new unincorporated entity being formed in 
connection with a financing transaction would 
be exempt; provided the investor is only 
contributing cash in the ordinary course of 
its business, will no longer control the entity 
after it recovers its investment, and is not a 
competitor of the new entity. [New Section 
802.65] 

•  The current exemption for intraperson 
transactions would be expanded to include 
transactions involving non-corporate entities 
under common control. [Amended Section 
802.30]

•  The current exemption for acquisitions of 
voting securities of issuers holding only certain 
exempt real estate and “ordinary course of 
business” assets  would be expanded to cover 
any acquisitions of either voting securities or 
non-corporate interests in entities that hold 
assets exempted under any provision of the 
HSR rules or statute. [Amended Section 802.4]

Comments on the proposed new rules are due 
June 4, 2004, and final action by the FTC is 
anticipated  before the end of this year.

Background

The HSR Act applies to acquisitions of voting 
securities or assets, and does not specifically 
address whether interests in unincorporated 
entities should be deemed a reportable event.  
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Through informal staff interpretations, the FTC’s 
Premerger Notification Office has long taken 
the position that partnership interests (as well as 
interests in other types of unincorporated entities) 
are neither “assets” nor “voting securities” 
within the meaning of the HSR Act.  Hence, the 
acquisition of such interests has not been deemed 
a reportable event unless 100% of the interests 
are acquired, in which case the acquisition is 
deemed to be that of all of the underlying assets 
of the partnership or other unincorporated entity.

In 1999, the FTC also issued Formal 
Interpretation 15,2  which defined the 
circumstances under which the formation of an 
LLC would be reportable.  Under this formal 
interpretation, LLCs trigger HSR reporting 
requirements when two or more ongoing 
businesses are combined under common control.  
However, Formal Interpretation 15 does not 
address any non-corporate entities other than 
LLCs, and the FTC has found the interpretation 
difficult to apply.

With increased usage of non-corporate entities 
in transaction structures, the FTC has concluded 
that this is an appropriate time to review its 
application of the HSR Act and rules to all 
non-corporate entities and to propose rule 
amendments that attempt to treat all forms of 
legal entities as consistently as possible from a 
substantive antitrust perspective.

Definition of “Non-corporate Interest”

The proposed new rules would define the term 
“non-corporate interest” to mean “an interest 
in any unincorporated entity which gives the 
holder the right to any profits of the entity or the 
right to any assets of the entity in the event of 
dissolution of that entity.” (new Section 801.1(f) 
(1)(ii)) Such unincorporated entities include, but 
are not limited to, general partnerships, limited 
partnerships, limited liability partnerships, LLCs, 
cooperatives and business trusts.

Acquisitions of Existing Non-corporate Interests

A potentially reportable acquisition of non-
corporate interests would occur when non-
corporate interests conferring “control” of 
an unincorporated entity are acquired. The 
test for control for unincorporated entities is 
having the right to 50% or more of the profits 
of the entity or having the right in the event of 
dissolution to 50% or more of the assets of the 
entity.3  (An alternative test of control, based on 
the contractual power to designate individuals 
exercising functions similar to those of corporate 
directors, would be eliminated.)  The proposed 
amendments would thus shift reporting from the 
point when 100% of the interests are acquired 

(under existing rules) to the more meaningful 
point when control is obtained by the acquiring 
person.

Formation of New Unincorporated Entities

Proposed new Section 801.50 would govern 
the formation of unincorporated entities.  The 
new rule would make the formation of a non-
corporate entity potentially reportable if there 
is an acquisition of a controlling interest by one 
or more of the forming parties.  Except for this 
additional requirement that “control” (as defined 
above) be acquired in the case of non-corporate 
entities, new Section 801.50 would largely 
conform with existing Section 801.40 covering 
the formation of new corporations.  In contrast, 
under current rules, only the formation of certain 
LLCs involving the combination of two existing 
independent businesses being brought under the 
common control of the acquiring person are 
reportable; all other formations of non-corporate 
entities are presently non-reportable.

The FTC recognizes that questions may arise 
concerning the determination of “control” in 
newly formed entities, including entities that 
have a formulaic distribution of profits based 
upon variables that cannot be determined at the 
time of formation.  The FTC proposes that any 
profit distribution arrangement that cannot be 
determined at the time of the formation of the 
entity will result in the right to profits of the 
entity being deemed undetermined.  As a result, 
the control test will be the right to residual assets 
of the entity under the terms of the formation 
agreement.  If any person contributing to the 
formation receives the right to 50% or more of 
the assets of the entity once all its debt has been 
repaid, then that person will be deemed to have 
acquired “control” of the entity at the time of its 
formation.  If no such right is conferred under the 
agreement, then the entity will be deemed to be its 
own ultimate parent entity, and its formation will 
not be reportable. 

Intraperson Transactions

Current HSR rules provide an exemption for any 
acquisition in which, “by reason of holdings of 
voting securities,” the acquiring and acquired 
person are the same.4  Thus, in the context 
of corporations, any transfer of assets from a 
corporation to a controlling shareholder, or a 
transfer of assets from one corporate subsidiary 
of a parent to another corporate subsidiary of 
the same parent, is exempt.  However, because 
partnerships and other unincorporated entities 
are not controlled through the holding of voting 
securities, similar transfers involving such non-
corporate entities are potentially reportable.  The 
FTC now proposes to amend existing Section 
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802.30 to eliminate this requirement and apply 
the intraperson transaction exemption consistently 
to all types of legal entities based on the 
appropriate control test.  Thus, the proposed rules 
would exempt intraperson transactions involving 
non-corporate entities that are under common 
control at the time of the transaction.

Exempt Financing Transactions

Proposed new Section 802.65 would exempt 
certain acquisitions of controlling interests in new 
unincorporated entities formed in connection 
with financing transactions.  The FTC recognizes 
that unincorporated entities such as LLCs and 
partnerships are often formed to effect a financing 
transaction, and that a cash investor may obtain 
a preferred return of 50% or more of the profits 
for some period of time following formation in 
order to recoup its investment.  Consistent with 
other current exemptions, the FTC believes that 
such financing arrangements are unlikely to raise 
antitrust concerns.  Accordingly, the proposed 
rules would exempt such a transaction if (1) 
the investor is contributing only cash, (2) the 
formation transaction is in the ordinary course 
of the investor’s business, (3) the investor will 
no longer control the entity after it recovers 
its investment, and (4) the investor will not be 
a competitor of the new entity.  However, the 
investor would be deemed to control the new 
entity for all other purposes, including post-
formation acquisitions by that entity.

Other Proposed Rule Changes

The proposed rules would expand the existing 
Section 802.4 exemption for acquisitions of voting 
securities of issuers that hold certain assets that 
are exempt if acquired directly.5  The proposed 
amendments to this exemption would extend it 
to cover acquisitions of non-corporate interests, 
and would also broaden the exemption to include 
assets exempt under any section of the HSR rules 
or statute.  

For HSR size-of-transaction purposes, proposed 
Section 801.10(d) would establish the value of 
a transaction in which non-corporate interests 
are acquired by using the same methodology 
applied to valuing voting securities in non-
publicly traded corporations – i.e., the value 
will be the acquisition price if determined or, 
if undetermined, the fair market value of those 
interests.  The proposed rules would also clarify 
that a contribution of assets or voting securities 
to an existing unincorporated entity would be 
deemed an acquisition by that entity, rather than a 
formation event governed by new Section 801.50, 
even if all or part of the consideration is in the 
form of interests in the entity (proposed Section 
801.2(f)(2)). 

Other proposed changes to the HSR coverage 
rules include revising Section 801.2(b) to 
codify an  informal staff interpretation that 
the combination of any two entities into a new 
holding company is the functional equivalent 
of a consolidation and should be treated in the 
same manner regardless of whether the entities 
are corporations or non-corporate entities, and 
adding a new subsection to address aggregation 
of non-corporate interests.  Additional proposed 
changes to the exemption rules include codifying 
a longstanding informal interpretation that pro-
rata reformations (i.e., reincorporation in a new 
jurisdiction) are exempt transactions.

DOJ Announces Civil Penalty Actions for HSR 
Violations Under “Investment-only” Exemption

The DOJ recently filed two civil lawsuits for 
violations of the premerger notification waiting 
period requirements of the HSR Act, alleging that 
acquisitions of more than $50 million of voting 
securities were made that did not qualify for the 
“investment only” exemption.  In both cases, the 
government claimed that the acquisitions were 
erroneously considered by the buyer to be “solely 
for investment purposes,” as required by the HSR 
rules.6  At the same time, the DOJ filed proposed 
settlements that, if approved by the district court, 
will resolve the charges.

Gates/ICOS Corp.  In the first case, DOJ 
charged that Bill Gates, through his personal 
investment company, acquired more than $50 
million of voting securities of  ICOS Corporation 
(a pharmaceutical company headquartered in 
Bothell, Washington) without complying with 
HSR notification requirements.  The government 
claimed that Mr. Gates did not qualify for the 
exemption applicable to acquisitions “solely 
for the purpose of investment,” because he 
intended to participate in the basic business 
decisions of ICOS through, among other things, 
his membership on the Board of Directors of 
ICOS.  The complaint alleged that Mr. Gates was 
in violation of the HSR Act from May 9, 2002 
through August 26, 2002, subject to a maximum 
civil penalty of $11,000 per day.  Mr. Gates 
agreed to pay an $800,000 civil penalty to settle 
the charges.  The DOJ and FTC noted that six 
months prior to this violation, on November 2, 
2001, Mr. Gates had also acquired additional 
shares of Republic Services, Inc. that had caused 
his holdings to exceed the 10 percent limit of the 
investment-only exemption, for which he had not 
been penalized, thus prompting the government to 
seek substantial penalties for what it referred to as 
a “second mistake.”  However, the penalties were 
reduced from the statutory maximum because the 
government said Mr. Gates cooperated with its 
investigation and agreed to settle before the FTC 
was required to invest significant resources.7
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Manulife/John Hancock.  The second civil 
penalty case was filed against Manulife Financial 
Corporation, a Canadian-based insurance and 
financial services company.  According to the 
DOJ’s complaint, Manulife violated the HSR Act 
when it failed to make the required premerger 
notification filing before acquiring more than 
$50 million of John Hancock Common Stock 
in  Spring 2003.  Manulife and John Hancock 
subsequently announced, on September 28, 2003, 
that they had agreed to merge and consummated 
that transaction on April 28, 2004.  While the 
DOJ’s suit does not challenge that merger, it 

alleges that Manulife’s initial acquisition of 
approximately 1.5% of John Hancock’s stock 
(valued at approximately $150 million) did not 
qualify for the investment-only exemption because 
at the time of the acquisition, Manulife was 
considering a combination with John Hancock.  
In announcing this action, the DOJ stated that 
“acquisition of stock in a firm that you are 
considering merging with is not an acquisition 
made ‘solely’ for investment,” as required to 
qualify for the exemption.  Manulife agreed 
to pay a $1 million civil penalty to settle the 
charges.8

For further information concerning this alert, please contact the author, Bruce D. Ryan, 
at (202) 508-9560 and via email at bruceryan@paulhastings.com.  Alternatively, please 
feel free to contact Rachel Gagnebin, at (202) 508-9529 and via email at 
rachelgagnebin@paulhastings.com, or any other member of the Paul Hastings Global 
Antitrust Practice Group. 
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