BACKGROUND TO M&A NEGOTIATIONS

	Concept
	The Seller’s Mindset
	The Purchaser’s Mindset

	Representations and
Warranties


Indemnification
	Sell the business, pocket the money, and leave - with no strings attached,
	Don’t buy a “pig in a poke”
- if the business is not as represented, the Seller needs to make the Purchaser whole.

	Risk Allocation
	The Purchaser has an opportunity to conduct due diligence, and decide whether or not to buy the business,
	Due diligence is a limited process, and the Seller has been intimately familiar with the business for an extended period of time.




	Closing Conditions
	Once the purchase or merger agreement has been signed, the Purchaser should be “locked in,” and must complete the transaction (unless the Seller gets a better offer from another party - see below).
	The Purchaser should be able to get out of the deal (even after the purchase or merger agreement has been signed) if certain conditions are not met, or if adverse events occur.

	Exclusivity
	The Seller would like the ability to “shop” the business to as many prospective buyers as possible, to get as high a price as possible.
	The Purchaser needs to have a concrete exclusivity period to consummate the transaction without competition from other parties. This is not contradictory to the Purchaser’s position relating to closing conditions; ideally, the Purchaser would like the freedom to escape the deal, and the power to prevent the Seller from negotiating with competitors.


PROCESS AND STEPS FOR NEGOTIATING, SIGNING 
AND CLOSING AN ACQUISITION TRANSACTION

Almost infinite variations are possible but here’s the basic chain of events.

Preliminary steps:

•
Acquirer identifies Target

•
Preliminary due diligence begins (public domain sources)

•
Acquirer and advisors (lawyers, bankers) conduct valuation and explore structural alternatives

•
Preliminary negotiations with Target

•
Sign NDA

•
Begin in-depth legal and business due diligence

•
Acquirer begins formulating integration plans

•
Obtain preliminary corporate approvals (generally board of directors)

•
Negotiate and sign letter of intent

Signing the definitive acquisition agreement:

•
Due diligence continues

•
Acquirer counsel prepares and vets internally the draft definitive acquisition agreement

•
Acquirer presents draft definitive agreement to Target

•
Negotiate definitive agreement

•
Acquirer counsel prepares and vets internally the draft exhibits to the definitive agreement (escrow agreement, registration rights, voting agreements, employment agreements, tax and corporate legal opinions, affiliate letters, etc.)

•
Target prepares disclosure schedules, possibly capitalization tables

•
Negotiate and finalize all agreements

•
Hold board meeting(s) to approve transaction

•
Target may get fairness opinion from its bankers at this time

•
Sign definitive agreement, deliver disclosure schedules

Moving toward the closing:

•
Announce transaction publicly (press release, file 8-Ks)

•
Prepare shareholder proxy statement Form S-4

•
Apply for required governmental consents (HSR, FCC! stock exchange applications and approvals, etc.)

•
File S-4; clear comments with SEC

•
Mail proxy/S-4 goes effective

•
Obtain required third party consents

•
Finalize all related transaction agreements and officer certificates

•
Hold shareholders meeting (typically Target only)

•
Exchange final executed agreements,  legal opinions, and officer’s certificates

•
Make filings with state secretary of state (typically merger documents)

•
The deal is closed when the merger document is accepted and stamped by

       
the secretary of state

Post-closing:

•
Announce closing

•
Satisfy any post-closing covenants

•
Acquirer integrates Targets business with its own

Basic Types of Transactions

Agenda

Possible Structures

Characteristics
•
Advantages and Disadvantages

•
Typical Situations

Possible Structures

•
Stock Purchase

•
Asset Purchase

•
Statutory Merger

•
Two Tier Transactions

How to Decide

•
Tax Treatment



Taxable v. Non-taxable


- 
Basis Step-up


- 
State Tax Issues

•
Liability Management

•
Asset Selection

•
Transaction Logistics

Stock Purchase

•
Purchase of shares directly from stockholders

•
Generally used in acquisition of private companies or wholly-owned subsidiaries

•
Advantage--ease of closing; don’t need to retitle assets and assume liabilities

•
Disadvantage

-
difficult to exclude assets and liabilities

-
can be difficult to acquire 100% of the stock

Asset Purchase

•
Direct purchase of assets from company

•
Generally used in acquisition of private companies and in bankruptcy reorganizations

•
Advantage--can select desired assets and can exclude liabilities

•
Disadvantage--requires assets to be retitled and liabilities to be assumed

Statutory Merger

•
Agreement directly with target company corporate existence of target ceases

•
Generally used in public company mergers and in many private transactions

•
Advantage--assets and liabilities are transferred by operation of law

•
Disadvantage--difficult to exclude assets or liabilities
Types of Mergers

•
“Straight” Merger--target is merged directly into acquiror

•
Forward Triangular--target is merged into sub of acquiror with sub as surviving corp

•
Reverse Triangular--target is merged with sub of acquiror with target as surviving corp

•
Short-form--almost wholly-owned subsidiary into parent

Two Tier Transactions

•
Agreement with major holders to acquire shares

•
Follow up with merger

•
Advantages--transaction certainty

Tax-Free Reorganization Issues

•
Stock Purchase--B Reorg

-
Must be all stock--no boot

•
Asset Purchase--C Reorg

-
Requires target to immediately liquidate

-
Must transfer substantially all assets

-
No more than 20% boot

Tax Free Reorganization Issues

•
Statutory Merger

- 
most flexibility from tax standpoint

-
At least 50% stock

•
Reverse Triangular Merger

-
Upto2O%boot

-
Transfer substantially all of target properties

•
Forward Triangular Merger

-
At least 50% stock

Transfer substantially all of target properties

LETTERS OF INTENT

KEY CONSIDERATIONS

The letter of intent term sheet establishes the framework for the entire transaction. It sets key commercial and possibly legal terms, implicitly sets the timeline for the deal and establishes the legal back drop (and leverage) for later negotiations. There is a great opportunity for legal counsel to add value at the LOI stage; unfortunately many clients sign LOI’s without significant involvement of counsel. The lawyer then gets to struggle with the consequences of a bad LOI for the rest of the deal.

Binding vs. Non-binding? US practice is for LOI's to be non-binding except for certain protective provisions (typically exclusivity, confidentiality, payment of fees, etc.). Though the LOT is non-binding, an attempt to deviate from the LOI will incur the wrath of the other party and will require considerable gives (or leverage) to pull off. Binding letters of intent share the worst characteristics of both an LOI (incomplete, ambiguous, fail to address key terms) and a definitive agreement (involve protracted negotiations). However they may be advantageous if there are extraordinary time pressures to sign a binding deal.

ESSENTIAL TERMS:

•
Purchase price

•
Form of consideration

•
Calculation of exchange ratio

•
Legal structure/tax treatment

•
What happens to Target stock options (assumed, exercise or terminate, accelerate vs. no acceleration, what happens to ISOs)

•
Exclusivity (no-shop vs. no talk). Limited period only

•
Termination (maybe coterminous with exclusivity)

•
Confidentiality (generally mutual)

•
Due diligence (access, additional conditions, return/destruction of materials)

•
Binding vs. non-binding terms, survival

KEY TERMS (IF YOU WANT ‘EM, GET ‘EM IN NOW):

•
Escrow (typically 5% to 15%, one to two years; infinite variations possible)

•
Earnouts/deferred consideration

•
Purchase price adjustments possible factors: changes in capitalization (e.g. options or convertible debt that is either exercised or assumed), fees and expenses of Target, changes to financials, reductions in cash or current assets)
•
Acquired or excluded assets (in asset purchase)

•
Bridge loans/advances to Target

•
Form of definitive agreement (typically to include “customary representations, warranties, covenants and conditions”; if the client wants something non-

Customary, now is the time to bring it up)

•
Negotiate in good faith Test efforts (sounds nice at least)

•
Registration rights (if stock consideration)

•
Employees (minimum retention, possible terminations, relocation)

•
Non-competes (from key employees and founders, and surviving entity if purchasing assets)

•
Consultation and notice regarding operations and financial condition

•
Transaction expenses (who pays the lawyers, bankers, etc.)
KEY TERMS (PUBLIC TARGET ONLY):

•
Collars on exchange ratios (may apply in private deal, but less common)

•
Break-up fees

•
Board approval and recommendation

•
Affiliate letters (Rule 145 compliance; additional lock-up possible)

•
Proxies/voting agreements from key shareholders/insiders

•
Fairness opinion

•
Target Option issued to Acquirer

CONSIDER ADDRESSING:

•
Key employee compensation and employment terms (definition of “cause” is good to get out of the way. 
•
Additional vesting for key employees

•
Severance terms (terminate and pay before closing? adjust purchase price?)

•
Operation of Target during negotiation process (ordinary course, etc.)

•
Communication to Target employees re transaction

•
Unusual covenants or conditions (E.g.: disposition of line of business, third-party relationships, governmental consents or approvals, no dissenters, additional shareholder approvals)

•
Transition requirements

•
Choice of law/exclusive forum

ANATOMY OF A PURCHASE AGREEMENT

PRELIMINARY CONSIDERATIONS

•
Basic deal structure

•
Tax considerations

•
Apply preliminary due diligence

•
The Agreement provides additional due diligence

•
Letters of intent

•
Drafting responsibility

•
Put yourself in your clients shoes

•
Consider your clients priorities and objectives

•
There probably was no meeting of the minds

•
Timing Due diligence

Closing conditions

Logistics

•
“Forms” and precedents Client preferences

•
Basic drafting considerations

There are no forms

There is no boiler-plate

No substitute for thought and care

Avoid redundancies and archaic usages

If you don’t understand a provision, neither will a client or a judge !!!!!
When you’re done re-read it.
•
Opposing Counsel

•
Need for special counsel

Areas of specialization

Other jurisdictions

•
Parties relative bargaining positions

•
Who is on the other side (reputation, aggressiveness, outside pressures)

THE PARTIES



•
Who and why?



•
Effect on deal structure




  Need for guaranties




   Need for covenants re future performance



•
Legal issues




   Antitrust




   Impact on employees and other constituencies



•
Effect on representations, warranties and covenants



•
Need to be tailored to type of entity

THE DEAL



•
Method of Acquisition




-   Stock




-   Assets




-   Merger

-  Tender offer

•
What is being sold




  Related party transactions and “personal” assets

Special problems regarding corporate divisions



•
Purchase Price



  -  Method of payment




  -  Seller financing




  - Ho ld-backs/Escrows




  Adjustments Contingent payments (“Earn-outs”)




  Allocation in asset deals




  Earnest money



•
Assumption of Liabilities/Risk Allocation

4. 
SELLER’S REPRESENTATIONS AND WARRANTIES


5.
BUYER’S REPRESENTATIONS AND WARRANTIES


6.
SELLER’S COVENANTS



•
Pre-Closing



•
Post-Closing


7.
CLOSING CONDITIONS AND CLOSING PROCEDURES



•
What is it



•
Where and when



•
Logistics


8.
ADDITIONAL AGREEMENTS



•
Deal specific

•
Non-compete

•
Management incentives

•
Bulk Sales statutes

•
Insurance

9.
TERMINATION PROVISIONS

•
Events of termination

•
Remedies in event of termination

10.
MISCELLANEOUS PROVISIONS

•
Governing law
11.       EXHIBITS AND SCHEDULES
REPRESENTATIONS AND WARRANTIES: THE BASICS

REPRESENTATIONS AND WARRANTIES: THE WHAT AND THE WHY

A.
What Are They?

B.
Purpose

1.
Risk allocation

2.
Due diligence: confirmation and issue identification

(a)
Coordinate with lawyers and business people conducting due diligence

(b)
Identify need for additional representations (e.g., regulatory issues, foreign law, and related party transactions)

(c)
Information for buyer re: operations

3.
Truth as a closing condition

4.
Basis for legal opinions

C.
Who Makes Them?

1.
Joint/several

2.
Contribution/indemnification agreement

D.
“Standard” Representations and Warranties Depend on the Deal

1.
Stock vs. assets

2.
Public vs. non-public

3.
Sophistication of clients

4.
Buyer’s knowledge of industry and company

5.
Timing/due diligence

(a)
What have you done

(b)
What can you get done

6.
Type of industry

7.
Deal specific facts

8.
Tailor to address known problems and concerns

9.
There is really no such thing as “boiler plate”

10.
What does the client want

E.
Negotiation Factors

1.
Relative strength of parties

2.
Matters addressed by principals or in letter of intent

3.
Buyer’s knowledge of the business

4.
Indemnification provisions

(a)
Basket (deductible vs. threshold)

(b)
Survival period




(c)
Cap
(d)
Limitations based on knowledge

5.
Requirements of lenders

F.
Fundamentals

1.
If you don’t know, ask or delete

2.
Use the experts, but keep in touch

(a)
Tax

(b)
ERISA

(c)
Environmental

(d)
Labor

(e)
Intellectual property

(f)
Real property

G.
Exceptions and Limitations

1.
  To reflect the facts

2. 
 To reflect uncertainties

3.
  To minimize due diligence or scheduling burden

4.
To allocate risk

5.
Knowledge

(a)
Limited group

(b)
Corporate vs. individual

6.
Materiality

(a)
Entities taken as a whole

(b)
Material vs. material adverse effect

(c)
No material adverse effect

(i)
Define standards
(ii)
Define concept

7.
Schedules

(a)
Timing issues Fe: preparation and review

(b)
Specificity

(c)
Short cuts

(i)
Cross referencing
(ii)
Attaching existing materials

(d)
Cross references

(e)
Second shot at exceptions

(f)
Review with clients

II.
BUYER POINTS

A.
Need to know what buyer is paying for

B.
What are buyer’s factual assumptions about the business

C.
Minimum net worth, minimum income through closing

D.
As between seller and buyer, seller in better position to know

E.
Knowledge limitations create proof problem

F.
Undefined materiality limitations create an uncertainty and may leave buyer with less than bargained for without recourse

G.
Exceptions to be specific

H.
No or minimal cross referencing

I.
Due diligence does not affect representations

J.
“lOb-5 type” representation

K.
Knowledge after due inquiry

L.
Early review of schedules

III.
SELLER POINTS

A.
Exceptions (see above)

B.
Not the deal

C.
Inappropriate for this business ordeal

D.
Too broad

E.
No “lOb-S type” representation

F.
Don’t overlook buyer representations

1.
Financing

2.
Ongoing obligations or issuance of securities

3.
Buyer not aware that Seller’s representations are false

G.
No survival

H.
No liability for matters known by buyer

I.
Knowledge limited to specified group

J.
Materiality taken as a whole

K.
No warranty of certain matters not crucial to buyer or not part of pricing of deal

L.
Buying an ongoing business with pluses and minuses

