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nsactions:
1zing Litigation Risk

deal of care and scrutiny to merger and acqui-
sition transactions, aswell asto other sel ected
major strategic undertakings. Today, investors and
regulatorsareimplicitly demanding that sasmelevel of
review be applied to a broader category of undertak-
ings, especially material and frequently complex trans-
actions linked to the common stock or assets of the
company. | will refer to this group as “ equity-based
transactions.”

T raditionally, companies have applied a great

A sizable equity-based transaction is a major corpo-
rate event. Companies should show that sufficient
thoughtfulness underlies their decision-making pro-
cess and the weighing of alternatives. Whereas the
mechanism for effecting the transaction may (or may
not) be straightforward, therel ated analysisand struc-
turing are often varied and complex. For instance, a
large share repurchase can be simplein its execution.
However, it can be challenging to measure theimpact
on the company’s
credit, toassessthe
fundamental value
of thesharesretired
andtoforeseewhat
other corporateop-
portunitiesmust be
forgone.

Inthe case of major
strategic / M&A
transactions,
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boards of directors have typically relied
in good faith on the corporation’s
officers or employees, and additionally
upon professionally competent outside
financial experts that have been selected
with reasonable care. Recent high-
profile situations have broadened the
range of potential transactions subject
to scrutiny. Such situations have also
placed increased duties upon the
company’s CEO and CFO. Any failure
to satisfy their obligations can lead to
significantly increased legal exposure.

Common stock and other
equity-related securities, measured by
market value, generally form the great
bulk of a company’s capital structure.
These junior securities are also the
company’s most expensive capital
source, and the same may be said for
equity participations in corporate assets.
As a result, the potential economic
benefit or loss from an equity-based
transaction is high.

A Letter From Our Managing Directors

Dear Friend:

We are pleased to bring you Rob Brokaw'sinsightsinto
minimizing litigation risk in major equity and asset transactions.
Hehashad adistinguished career asan investment banker at Bear
Stearns, Merrill Lynch and PaineWebber. In addition he has
served as an adjunct professor at New York University's Stern
School of Business.

As a Managing Director responsible for the design and
execution of awide variety of equity and asset transactions, Rob
Brokaw describes many topics relevant to all those involved in
structuring deal sand litigating i ssuesrel ated to thosetransactions.
Whether the transactionsinvolved are seemingly straightforward
equity issues or more complex convertible offerings, spin-offs,
recapitalizations or acquisitions funded with equity, this piece
provides useful advice on the evolving standards associated with
major transactions in today's environment.

We hope that you find his article insightful and helpful
to your practice.

In practice, structuring and un-
derstanding equity-based transactions
is an imprecise undertaking requiring
experienceand soundjudgment. While
modern financial theory, such as the
Black-Scholes option pricing model,
hasmadegreat stridesinthisarea, such
forms of analysis constitute the begin-
ning, and not the end, of acomprehen-
sive evaluation of the appropriateness
of such atransaction. Unlikedebt, and
especially unlike investment-grade
debt, equity-based transactions often
lack awidely understood and accepted basis for sophisti-
cated analysis. Also unlike the situation with debt, the
burden of review typically fals upon the most senior
officersof the company, who are at adisadvantageintheir
ability to analyze, given both the demands of their other
duties and the less-straightforward nature of the analysis
required.

In order to avoid subsequent criticism, the CEO,
CFOandtheboard of directorsneedto beproperly advised.
Such advice is most credibly provided by a third-party
financial advisor, with length and breadth of experience,
whosecompensation, unlikethat of theinvestment bankers
executing the transaction, is not directly tied to closing a
deal. Such advice may or may not cal for an officia
fairnessopinion. However, the process should reflect due
care taken in adisciplined review of key considerations,
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taking into account the circumstances known at the time.
Specific examples of controversia transactions
may be useful. For instance, some speculative-grade
issuersthat had accesstothelong-dated convertiblemarket
chose a shorter maturity to save afew basispoints. A few
years later, they found their share prices much lower; and
lenders were unwilling to extend credit beyond the im-
pending maturity of the convertibles. Elsewhere, thepress
hasbeen full of storiesabout complex partnership arrange-
ments that the CEOs did not understand and for which no
disinterested financial advice had been sought. Acquisi-
tionsthat could have been financed with equity areinstead
funded with borrowings, combining increased financial
leverage with the uncertainties of merger benefits. For-
ward stock purchase contracts are settled at future dates,
by which time stock prices may have falen substan-



tially, meaning shares must then be acquired at large
premiums to market.

The process of transaction approval should
demonstrate “ appropriateness,” as well as clear evi-
dence that those involved are acting in good faith,
untainted by self-interest, in the honest belief that the
transaction is in the company’s best interests. An
outside advisor may bolster the company’s defense
should subsequent litigation give rise to questions re-
garding (1) businesspurposeand likelihoodthat transac-
tion will achieve its objectives, (2) reception of the
transaction by the market, (3) competitiveness of the
proposed terms and (4) availability and advisability of
alternatives and their potential time frames.

Material equity-based transactionscanfall ina
broad range of categories, including the following:

e Common stock offerings

e Convertible securities offerings

»  Salesof assetsin complex arrangements, such
as joint ventures, leases or special-purpose
entities (excluding asset-based financing that
functions as alower cost of borrowing)

e Share repurchases

* Useof equity in acquisitions

e Dividend policy

* Use of stock options, and policy regarding
disposition of the underlying shares

e Employee equity investment vehicles

» Useof specia classesof stock —high/low vote
structures, “tracking” shares, etc.

e Sale of substantial equity interests to major
private investors, including special forms of
convertible securities and warrants

e Spin-offs

* Recapitalizations

* Rightsofferings

Equity-based transactions are increasingly subject to
criticism after the fact. With the kind of third-party
review | have in mind, some such deals will not be
undertaken. Others will still go forward but with a
stronger record to defend against the M onday-morning
quarterbacks.

Whilethereisnouniversal checklistthat canbe
providedinjudging material equity-linked transactions,
the following 12 items may serve as agenera guide.
1.  Accounting
What are the financial-reporting impacts? |sthe treat-
ment potentially controversial?

" Equity-based
transactions are

2. Appearance

Cosmeticsareimportant. What will be the reaction
of various parties, including analysts, the Board,
investors, employees and the press?

3.  Capacity

Isthetransactionwell withinmarket capacity? I sthe
transaction unnecessarily large or targeted to an
overly narrow investor group, thusraising questions
about competitiveness of terms?

4, Credit

To what extent will lenders, rating agencies, ana-
lystsand sharehol dersrespectively view thetransac-
tion as absorbing borrowing capacity or, alterna-
tively, providing “equity credit?’

5. Economics

What arethetruecosts, both from asecurity-specific
perspective and in
terms of impact on
overall corporatecost
of capital? What will
the Board, analysts,
investorsandotherin-
terested parties think
the costs are? Are

increasingly
subject to
criticism after
the fact. With
the kind of
third-party
review | havein
mind, some such
dealswill not be
undertaken."

there any specia im-
plications for em-
ployee incentives?

6. Execution
How certainisit that
closing will occur on
atimely basis in the
amount and under the
terms sought? What
elements pose the
greatest uncertain-
ties?

7. Regulation

What constraints do
corporate and securi-
ties laws, as well as

the company’ s charter, impose on format? Will the
transaction be controversial?

8.  Stewardship

Doesthetransaction satisfy thefiduciary obligations
of senior management and the Board? Isthetrans-
action reasonable and appropriate? Does it rise to
thelevel whereit must passatest of “fairness’ (tothe
company and its shareholders)? If so, isit fair?



9. Resour ces
Does the transaction increase or decrease (1) assets under
control and/or (2) future availability of financing?

10. Strategic Position

How does the transaction affect the issuer’'s competitive
position? How does it impact overall corporate control?
How does it impact the actual or potential disposition of
parts of the business?

11. Taxes

Do any corporate tax benefits more than offset any related
disadvantages— e.g., complexity or increased scrutiny by
tax authorities?
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12. Trading

What aretheimpactsonliquidity and ability to achievefull
valuation in the market? How important is the quoted
market in the common stock?

Notall 12itemswill beimportantinevery situation,
but generally a number are. Understanding the potential
relevance of each is important to overall due diligence,
especialy if events play out adversely in ways that could
not readily be predicted. The company management,
guided by appropriate outside advice, that has demon-
strated acareful assessment of relevant factorsmay bol ster
defenses against subsequent criticism. On the other hand,
after-the-fact criticsof company policy may beembol dened
to the extent the prescribed process is not followed.
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