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Introduction

In 2007, SRS | Shareholder Representative Services created the
role of professional shareholder representative and has now served
as the representative on hundreds of M&A transactions. We have
managed scores of claims, releases, accounting adjustments, earn-
out disputes and other matters. We have worked with institutional
investors, founders, and companies represented by some of the
best M&A lawyers in the country. While having a shareholder
representative in these transactions is nothing new, SRS is the first
company to offer dedicated services as a professional, independent
agent of the shareholders. SRS now has served as a shareholder
representative more often than any other company, firm, or indi-
vidual. No one else comes close.

This experience has given SRS a unique perspective on M&A
deals. Most M&A attorneys do the majority of their work on a
transaction prior to closing and may have little or no idea whether
any issues arise afterward. Because SRS’ job starts at the closing,
we see a portion of the process of selling a company that most
deal professionals experience rarely, if ever. This has enabled us to
identify transaction terms that can become problematic later, and
ways to potentially address these issues during negotiation and in
the drafting process. Tales from the M&A Trenches is a culmina-
tion of that experience, distilled into drafting tips, flags, and best
practices.

In this edition, we are privileged to have feedback and input from
Diane Holt Frankle of Kaye Scholer LLP. Diane is one of the
leading M&A attorneys in the country and frequently represents
buyers on sophisticated acquisition transactions. Because SRS is
always on the sell-side of deals by virtue of our role in the transac-
tion, we asked Diane to review this manual and provide thoughts
and feedback from the buyer’s perspective. Her suggestions are
incorporated in the text.
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We want to thank Diane for her time and efforts in optimizing the
value of Tales to the community and for providing an alternative
point of view.

While Tales is a manual of ideas, the data that backs it up is im-
portant to M&A professionals too. The SRS M&A Post-Closing
Claims Study details what really happens after closing and serves
as a complementary resource. That study shows that a claim or
dispute arises after closing in 56 % of transactions, and in those
deals with claims, the amount of losses alleged is an average of
51% of the escrow. Although Tales is intended to help mitigate
some of these challenges, buyers and sellers need to be prepared to
potentially expend time and resources after closing. We find that
indemnification claims take an average of eight months to resolve,
and 4% of the deals with claims result in litigation or arbitration.

The purpose of this manual is to flag potential issues that could
cause unnecessary disputes after closings. In general, the buyer
and seller both view the merger as creating a new partnership
and would like to avoid problems, if possible. This manual is not
meant to advocate on behalf of either of the parties.

Please also note that this manual is not meant to be an exhaustive
list of all negotiating points in a merger agreement, or even of the
most material points. This content is focused on specific technical
issues related to post-closing matters. Many of the suggestions will
not work in every deal, and there are counterpoints to many of the
issues raised. This manual is meant simply to flag issues that deal
attorneys and principals may wish to consider further before final-
izing their transactions.

As a final note, Tales is a working document that will continue

to evolve over time, and we welcome any feedback or comments
you may have. Our goal is to provide a tool that allows the deal-
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making community to materially advance discussions and best
practices used in merger transactions. We look forward to your
participation via tales@shareholderrep.com.

, M@ AL

Paul Koenig Mark Vogel

Managing Director Managing Director

SRS | Shareholder Representative Services SRS | Shareholder Representative Services
pkoenig@shareholderrep.com mvogel@shareholderrep.com
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“Across our client base over the last several
years, we have noticed a disturbing trend -
the relative size and frequency of post-closing
escrow claims in M&A transactions are on
the rise”

Al Browne and Rob Hadfield
Partners, Cooley LLP

Business Law Section Newsletter,
Boston Bar Association, Volume 6 (Spring 2011)

Notes
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Merger Agreement Issues

Introduction

The merger agreement is the primary document that governs the
terms and conditions detailing the acquisition of one company
by another.

There are many legal and business considerations involved in
drafting a merger agreement, not the least of which are the busi-
ness terms themselves. There are a wide variety of other issues that
need to be considered, including tax, securities law, corporate law,
and accounting matters. Extensive materials exist on most of those
subjects. We focus here on issues that are rarely, if ever, on that
standard list, and that often are not covered in the merger agree-
ment terms.
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1. The Problems with Pro Ratas

Many shareholders think that when
Pro rata formulas are you sell a company, each security
often complicated holder simply gets their percentage of
and mistakes are the proceeds. In reality, however, the

formulas are often much more com-
frequently made. plicated and mistakes are frequently
made. SRS has worked on numerous
transactions in which the spreadsheet
delivered at closing contains inaccuracies, does not match the for-
mula contained in the document or fails to account for potential
changes to distribution pro rata percentages. While most attorneys
are aware of these issues, the M&A community may not realize
the magnitude and frequency of the problem. A friend of ours
who is the general counsel of a large investment fund told us that
the greatest value he provided to the fund in his early years on the
job was identifying mistakes or unresolved issues in capitaliza-
tion tables in connection with M&A transactions. He said the
errors or adjustments amounted to millions of dollars that would
have been misallocated. In SRS’ experience, we find that upwards
of a third of the spreadsheets we receive have issues that require
further clarification before distributions can be accurately made.
There are several common reasons for this, such as the compli-
cations of taking into account the liquidation preferences and
participation caps attributable to the preferred stock, whether and
to what extent holders of options or unvested stock participate in
various distributions, and the often complicated terms of manage-
ment carveout plans.

Below is a summary of some of the major challenges we see with
these calculations and payouts.
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Are the parties that participate in the closing payment the same as
those that participate in the escrows or other future payments, and
are the percentages the same?

This can be a complicated issue that is often missed. We have seen
several agreements that have a single definition of “Pro Rata”
when that is not what is intended. As an example, suppose a com-
pany that has raised $20M is sold in a transaction that pays $19M
at closing with a $5M escrow. If the investors are entitled to their
money back first but no more, there is a complicated question of
which shareholders “own” the escrow and in which percentages
and to what extent. The preferred investors will presumably take
all of the $19M paid at closing, but one can see how determining
who should receive payouts from the escrow is more complex. You
can also see how this answer might change based on how much of
the escrow is paid out to the shareholders. Payment caps or for-
feiture provisions in management incentive plans or in individual
agreements with continuing employees may also result in a recalcu-
lation of post-closing distribution percentages that is not accurately
reflected on the closing spreadsheet or in the deal documents.

When employees participate in the escrow, are their contributions
pre-tax or net of withholding for purposes of determining pro rata
allocations?

We have seen it done both ways and it may depend on the source
of the contribution (options or employee bonus/management
carve-out), the tax treatment of the deal and whether it is an
indemnification escrow or the establishment of an expense fund.
In most cases, contributions to indemnification escrows are subject
to substantial risk of forfeiture (i.e., indemnification claims) and
therefore no taxable event occurs until the escrow is released. In
this case, the contribution to the escrow is most likely considered
to have been made on a pre-tax basis for purposes of pro rata
calculations.
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With expense funds, whether contributions are considered pre-tax or
after-tax typically depends on the agreement between the buyer and
the sellers. If the buyer agrees to treat the expense fund as part of the
installment sale, then contributions to expense funds from employ-
ees are typically considered to have been done pre-tax. If the sellers
do not want the buyer involved in treatment of the expense funds,
however, then the gross proceeds typically are deemed distributed at
closing and the expense fund is established on a after-tax basis.

Will the pro rata percentages change if certain events occur such as
employees leaving prior to the end of the escrow period or if there
are payment caps under relevant management incentive plans?

Some agreements will say that optionholders or holders of unvested
stock (or related phantom or derivative units) will only participate
in disbursements if they are still employed at the time the applicable
payment becomes due. If they leave, there is a question as to wheth-
er their portion of future payments should be reallocated among the
other securities holders (which gives an odd incentive to knock off
your co-workers) or should go back to the buyer. Either way, the
pro rata percentages can shift as you go along, making the calcula-
tion of final payout amounts and splits complicated. Similar issues
are raised when there are payment caps under management incen-
tive plans because the pro rata percentages change with respect to
distributions in excess of the cap.

What happens if a mistake is discovered after closing?

If mistakes in pro rata calculations are discovered after closing, a
question arises as to how to determine what the parties intended
to do and whether the shareholder representative has the power
to make appropriate adjustments. This can take the parties into
tricky territory, because the shareholder representative likely has
the authority to make clarifying or correcting amendments, but
may lack the authority to change the fundamental deal terms
without prior stockholder approval.
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2. Definition of Merger Consideration

Merger agreements sometimes fail to
describe the merger consideration as Merger consideration
well as they should. Suppose there is should be defined as
a merger with a $100 million purchase the amount paid at
price and a 10% escrow. In such a case, .
closing plus whatever
the merger agreement should probably )
say that the purchase price is $90 mil- balance remains at
lion plus whatever balance remains in the end point of the
the escrow account after the comple- €SCIOW process.
tion of the escrow process. It generally
should NOT say that the merger con-
sideration is $100 million, 10% of which is being held in escrow.

While that may seem like splitting hairs, the reason is to make
sure that no shareholder has any argument that it is entitled to the
full purchase price, without any portion being subject to escrow.
Since shareholders typically do not sign the merger agreement or
escrow agreement, there always has been some level of question as
to whether certain of the terms of those agreements are enforce-
able against them. The potential issue with merger consideration,
if it is defined as the full purchase price with a portion subject

to escrow, is that shareholders could try to argue that an escrow
agreement is not binding on them for lack of privity of contract,
and that they are therefore entitled to their portion of the full pur-
chase price. This risk is especially acute if a shareholder exercises
dissenter’s rights and points to the term of the merger agreement
specifying the full price per share as evidence of the fair market
value that should be received. This potentially provides another
avenue for such a dissident shareholder to receive the full purchase
price free of any escrow obligations.

While this risk may be low, defining the merger consideration as the
amount paid at closing plus whatever balance happens to remain at

the end of the escrow process should eliminate this concern.
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3. Damages Based on Financial Misstatements

There are many nuances to the defini-

Parties should de- tion of damages in merger agreements:
fine in the merger Should they be net of insurance pro-
agreement how such ceeds? Should tax impacts be taken

into account? One issue that can

have a significant impact on damages
calculated. calculations and is often less than clear
is the calculation of loss related to a
misstatement of financial statements.

damages are to be

Sellers will typically assume that if there was a mistake in the fi-
nancial statements, the amount of damages would be equal to the
amount of any misstatement. For example, if the income state-
ment understated revenue by $250,000, a seller might assume this
would be the amount of a possible indemnification claim.

Buyers, on the other hand, will sometimes make the argument
that they determined the purchase price based on some multiple
of revenues or EBITDA and if the applicable variable has been
misstated, the amount of loss must be equal to that misstatement
times the multiplier. In other words, the argument goes that if a
hypothetical buyer is willing to pay 10X revenue and revenue is
misstated by $1 million, the amount of the buyer’s alleged loss is
$10 million, because that is how much less the buyer would have
paid for the business had the misstatement been identified prior
to closing.

The buyer’s position puts the sellers in a very difficult spot. In
many cases, the selling shareholders may not even be aware of the
buyer’s original methodology for determining purchase price. Even
if they were aware that the buyer’s pricing was determined by a
multiple analysis, they also recognize that many other variables
were likely at play during the negotiation of the merger that im-
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pacted price. The final purchase price is often based on projected
future revenues (rather than past revenues included in the financial
statements in question), strategic or synergistic analyses and/or the
outcome of a competitive bidding situation. Therefore, when sell-
ers hear the argument from a buyer that it paid a multiple of some
variable and wants that to be the basis of damages, they often are
unable to confirm whether such claim is legitimate.

To avoid this risk, the parties should define in the merger agree-
ment how such damages are to be calculated. If they want to
limit the damages to the amount of any misstatement, we suggest
including language such as the following:

Notwithstanding anything herein to the contrary, no party
shall be liable to the other for any consequential, special,
incidental, exemplary, or punitive damages or for diminution
in value, lost profits or lost business opportunity that arise out
of or relate to this Agreement or any liability or responsibility
assumed or retained hereunder.

If buyers insist on an ability to seek to recover diminution in value
and/or lost profits, sellers should nonetheless seek to make it clear
that the damages are not subject to a multiplier, with language
such as the following:

The Indemnified Parties shall not use “multiple of profits” or
“multiple of cash flow” or any similar valuation methodology
in calculating the amount of any Losses in the nature of “lost
profits” or “diminution in value”.

Alternatively, if the calculation of damages for financial misstate-
ments is to be multiplied by something, make that clear. We sug-

gest language such as:

The parties agree that the purchase price was based in signifi-
cant part on the Seller’s Financial Statements. In the event of
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any Misstatement that impacts Net Income or Shareholder
Equity, the amount of damages for which the Buyer shall be
entitled to indemnification shall be equal to the amount of
such Misstatement multiplied by Z.

Either way, have this discussion prior to closing and try to make
the answer clear in the documents.

12 -
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4. Assuming Defense of Third-Party Claims: the Moral
Hazard Problem

The dispute resolution terms in merger agreements are technical
and cause many non-lawyers to glaze over when reading them.
Details about who controls the defense of third party claims, juris-
diction, arbitration procedures and other similar terms are not fun
to read but can be very important if problems do arise later.

One particular issue worthy of special

attention is which party controls the If the party that con-
defense of third party claims. There trols the defense is
are good arguments on each side for not the party respon-

wanting this control. On the buyer’s

side, the third-party claim is usually a sible for any related

claim against the combined company, payments, there can
and the buyer will want to control its be a moral hazard
exposure to such proceedings. On the problem.

seller’s side, if the claim relates to an
indemnifiable matter, any payment of
fees or settlement amounts is likely to come from the escrow, so

the selling stockholders are most likely the ones ultimately paying
the bill.

If the party that controls the defense is not the party responsible
for any related payments, there can be a moral hazard problem.
It is certainly possible that the party with control of such matter
will behave differently if it is not their own money at stake. For
instance, if the buyer controls the litigation but the payments are
to come from the escrow, the buyer might be tempted to hire more
expensive counsel than they otherwise would and might be mo-
tivated to agree to settlement terms early to avoid spending more
time on the matter. Similarly, if the shareholders control the de-
fense of a claim that will be subject to the indemnification basket
or that might otherwise not be paid from the escrow, they might
behave differently.

Pre-Closing Practices to Mitigate Post-Closing Risks -+ 13



Even if behavior is not driven by the moral hazard issues, the
parties may simply disagree on how best to handle the third-party
dispute. One side might be used to hiring premier law firms and
paying a premium, while the other possibly has a history of look-
ing for value in service providers. In such case, neither may like
the way the other would manage the defense.

There are checks to this behavior in most merger agreements, such
as requiring the other party’s reasonable consent to any settle-
ment, but the moral hazard risk remains to at least some extent.
To address it, we suggest focusing on which party is likely to bear
the economic risk in the event of various third party claims and
ensure that they are involved, or at least have the opportunity

to be involved, with the process. We suggest that this be done

in greater detail than just having a right to approve of any final
settlement terms. For instance, the sellers might want to include
terms that say sellers have a right to consent to selection of coun-
sel, or alternatively that the parties need to reasonably agree on
the selection of counsel, the strategy and/or the budget. Sellers
might argue that as long as the shareholders are responsible for
the bill, the buyer arguably should be willing to give the sellers a
say in such matters. There might need to be exceptions for mat-
ters such as equitable claims and sizeable third-party claims in
excess of the escrow.

More typically, the buyer will agree to language clarifying the
right of “the indemnifying parties, at their sole option and ex-
pense, to participate in, but not to determine or conduct, the
defense of a third party claim.” While not as favorable, this still
gives sellers a seat at the table. A seller who is facing potential
large third party claims may address the moral hazard problem

by crafting a provision by which buyer has some responsibility

for sharing the risk, by for example limiting or eliminating the
indemnifying party’s exposure for third party claims after a certain
dollar threshold, to give the buyer a financial incentive to settle or
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resolve claims cost-effectively. Buyers are often reluctant to allow
sellers to assume the defense of third party claims with any poten-
tial impact on the ongoing business or liability above the escrow.

We note also that selling stockholders can potentially increase
their exposure to a claim if they have the right to assume the
defense but elect not to do so. Attorneys for the target company
will want to weigh this risk against the risk of the moral hazard
problem and talk to their clients about their appetite for taking
over the defense of third party claims that may arise in the first
instance. On the other hand, sellers may want to include a pro-
vision making clear that in the event the buyer does not elect to
proceed with the defense of any such third party claim, the indem-
nifying parties may proceed with the defense of such claim. This
preserves the seller’s right to act in the event buyer simply fails to
mount a defense.

The last thing either side to the merger wants is to resolve the
third-party claim and then discover they now have to navigate

a related dispute between the buyer and shareholder representa-
tive over the process of getting to that resolution. Addressing the
moral hazard concerns early may help to avoid this.

Pre-Closing Practices to Mitigate Post-Closing Risks -+ 15



5. Avoiding Improper Lock-up of Escrow Money

Most sophisticated buyers would prefer not to need to bring an
indemnification claim after closing a merger transaction. It some-
times happens, however, that a buyer will bring a claim that the
selling shareholders and their representative believe is either invalid
or so tenuous as not to warrant tying up escrow funds indefinitely.
This risk can be even greater if the merger agreement allows the
acquirer to bring an indemnification claim for any damages that

it “reasonably anticipates” it might suffer. In that case, the buyer
may assert a claim based on a theory of hypothetical losses that

it may someday suffer, even if such theory is far-fetched. Some
buyers simply take the position that the risk, even if remote, is not
their problem or theirs to assume. They may assert that the money
must remain in escrow until the risk is eliminated completely.

Selling shareholders have a thorny problem in these cases. The
escrow bank is not going to weigh in on this, since it will only
release the money either on receipt of a court order or on joint
instructions. The buyer does not care if the money stays in the
account indefinitely. It either effectively gets a no-cost insurance
policy against a hypothetical risk, or it can try to use this as a
tactic to attempt to re-cut the deal that was agreed to at closing.
Put simply, tying up as much money as possible for as long as pos-
sible is, all else being equal, a good thing for buyers (ignoring the
impact on future relationships between the parties) and a very bad
thing for sellers.

In these situations, the shareholders are left with two unattractive
options: sue the buyer to compel release of the funds or wait for
the statute of limitations related to the claim to run out. Wait-
ing for the statute of limitations to expire is tough, but suing the
buyer is not an appealing option, either. The buyer is usually a
much larger company with greater resources. Fighting to compel
the release of money can be expensive, which can eat up a good
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portion of the funds the sharehold-

ers are hoping to recover. If there is Tying up as much
no expense account set aside in the money as possible for
escrow for disputes, the sharehold- as long as possible s,

ers may have to write checks to fund

the litigation. What options do the all else being equal, a

former shareholders have when the good thing for buyers
escrow period ends and claims have and a very bad thing
been made that the former sharehold- for sellers.

ers believe are either invalid or of little

merit? No agreement can guarantee

that a buyer will not lock up funds unnecessarily. The following
suggestions, however, may help mitigate the risk:

¢ Define what constitutes a third party claim (and what
does not). A claim from a third party should be a live lawsuit
or a written threat stating that the party has a specific griev-
ance and will pursue legal remedies if it does not get adequate
satisfaction of that grievance. Questions from third parties
that are answered without any subsequent communications
generally should not be considered claims.

® Require the buyer to accrue for the potential loss on its
balance sheet. If the buyer truly has a reasonable anticipa-
tion of a measurable loss, it typically should be accruing for
that loss on its balance sheet. Sellers may argue that if the
buyer does not think that there is a reasonable anticipation

of a concrete loss under GAAP, then arguably there should

not be a reasonable anticipation for indemnification purposes
either. Buyers may respond that potential claims do not meet
the accounting standard for accrual but still are real threats for
which indemnity is required.

e Allow the shareholder representative to assume the defense
of third party claims. If the representative thinks a third party

Pre-Closing Practices to Mitigate Post-Closing Risks -+ 17



claim is frivolous, let the representa-

What options do tive try to settle it quickly. The share-
the former sharehold- holders will sometimes prefer to pay
ers have when the out a little to settle even a frivolous

escrow period ends

claim rather than having the escrow
funds tied up indefinitely.

and claims have been

made which the former ¢ Include a time period during which
shareholders believe the buyer must have heard from the

are either invalid or
of little merit?

third party before the claim is deemed
dormant. If the third party grumbled
about something a long time ago but

18 -

has said nothing since, it may be time
to conclude that the risk of the is-
sue becoming a claim is small enough that the parties should
consider the issue dead. We note that this approach is tricky
and it may be difficult to agree on a reasonable time period to
establish repose, but it is a question of where to draw the line
with risk allocation. At some point, it does not make sense

to continue to tie up funds to protect against issues that have
become remote risks with the passage of time.

® Provide for arbitration or mediation with the loser paying
the winner’s fees. To address the circumstance where the
former shareholders feel strongly that there is no real claim,
allow for a resolution of the question of whether the claim

is still an indemnifiable risk by an arbitrator and require the
loser to pay the winner’s fees, so that the shareholders do not
have to deplete a meaningful chunk of their escrow balance if
they are right.

e Establish an expense escrow. An expense escrow is a sepa-
rate fund that is created to pay for legal fees or other costs
or expenses the former shareholders may incur in defending
against claims or otherwise protecting their rights after the

Tales from the M&A Trenches



merger closes. When such a fund exists, the buyer may be less
likely to bring a weak or frivolous claim because it knows the
former shareholders have the means to fight it.

e Provide for conditional releases. If certain conditions have
been met (such as the passage of a specified amount of time),
provide that the shareholders can compel that the escrow
money related to that claim be released to them, so long as
they agree to refund that money to the buyer in the unlikely
event that the issue resurfaces and results in losses that would
have been indemnifiable.

Buyers may not agree to many of these suggested alternatives,

although they generally will not be able to object to the establish-
ment of a separate expense esCrow.
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6. Enforceability of Representation and Warranty Survival
Periods - Western Filter v. Argan

The Ninth Circuit Court of Appeals
A stated escrow period released a quirky decision in the

may not be respected. Western Filter v. Argan' case. Among
other things, the court said that a
stated survival period of representa-
tions and warranties may not be respected unless the agreement
specifically makes clear that it is the parties’ intent to shorten the
otherwise applicable statute of limitations period by virtue of the
stated survival period. In other words, in a merger agreement, if
the parties agree that the representations and warranties are to
survive for a specified number of months after closing, and that
claims and notices for breaches must be brought within that pe-
riod, there is some risk that a court would allow indemnification
claims to be brought after the expiration of that period unless the
parties specifically state that their intent is to shorten the statute of
limitations.

We disagree with the court’s analysis and this opinion, but it
should still be addressed in merger agreements so long as the
decision remains good law.

To address this, we suggest language such as the following:

It is the express intent of the parties that, if the applicable sur-
vival period for an item as contemplated by this Section [__]

is shorter than the statute of limitations that would otherwise
have been applicable to such item, then, by contract, the ap-
plicable statute of limitations with respect to such item shall be
reduced to the shortened survival period contemplated hereby.

1 See Western Filter Corporation v. Argan, Inc., 540 E3d 947 (9th Circuit,
August 25, 2008).
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The parties further acknowledge that the time periods set forth
in this Section [__] for the assertion of claims under this Agree-
ment are the result of arms’-length negotiation among the

parties and that they intend for the time periods to be enforced

as agreed by the parties.
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7. Establishing an Expense Fund

We believe that the selling shareholders should establish an ex-
pense fund in most merger transactions. An expense fund is a
voluntary fund set aside out of merger consideration by the share-
holders at closing for potential third-party expenses that might be
incurred during the post-closing period. Such costs or expenses
typically include legal or accounting fees that need to be incurred
in protecting these shareholders’ interests should any disputes
arise relating to the merger transaction.

Perhaps the best reason for establish-
Many top litigators ing an expense fund is that many top
suggest that establish- litigators suggest that its existence

ing an expense fund can b(.? one of the blgges't deterrents

. . to claims. Most sophisticated strate-
is one of the biggest gic buyers would prefer not to bring
deterrents to claims. a claim. They will do so if necessary,
but they will generally approach deals
with the hope that everything about
the target company was accurately represented to them, and they
got the company they were expecting to get. Some buyers, how-
ever, may look at the escrow as an opportunity to get some money
back to improve their returns on the deal. If such buyers know
that the shareholder representative has the resources available

to defend against a claim, they will more rigorously evaluate the
merits of their claim and the probability of success.

If an expense fund does not exist, the shareholder representative
may not have funds to effectively represent the selling sharehold-
ers. Shareholders can always pass the hat around, but the window
for responding to disputes is usually limited. By the time funds be-
come available, the response period may have elapsed. Buyers also
can count on shareholders’ reluctance to reach into their pockets
to pay expenses after the initial payout.
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Establishing an expense fund at closing generally works in the best
interests of all the shareholders, but especially the larger ones. At
closing, every shareholder contributes to the expense fund on a pro-
rata basis. At the end of the post-closing period, the balance of the
expense fund is distributed back to the shareholders. In contrast, if
no expense fund is established and a dispute arises that the share-
holders elect to fight, it is likely that a few of the large shareholders
will end up funding more than their pro-rata portion of expenses.
For venture capital funds, this may require them to use a portion of
their management fees to fund dispute expenses or require a claw-
back of merger consideration previously distributed to their limited
partners. In either case, establishing an expense fund at closing
mitigates this exposure.

Buyers may also want an expense fund to be available if there are
terms in the merger agreement that obligate the parties to split
the expenses of items such as audits or arbitration. Many agree-
ments contain a mechanism stating that the parties will attempt
to resolve any disputes for some defined period and, if they are
unsuccessful, an independent accountant or arbitrator will be ap-
pointed. If the expenses of the accounting firm or arbitrator are to
be split between the buyer and the former selling shareholders, or
will be paid by the loser in the dispute, the buyer will want some
comfort that the selling shareholder group will be able to meet its
portion of any such obligations. An expense fund can provide an
easy means of collection.

What is the appropriate amount for an expense fund? As with
most things in a merger agreement, it depends. Except possibly
for pretty small transactions, SRS recommends a minimum escrow
expense fund of $100,000. If, however, the escrow is larger or the
earn-out potential is significant, it may be appropriate to reserve
between $250,000 and $500,000. We’ve seen expense reserves es-
tablished at closing as high as $4 million. It really depends on the
amount of potential upside and the complexity of the company or
merger terms. To be a real deterrent to potential claims and a real
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tool for the former shareholders, it needs to be meaningful com-
pared to the size of the potential claims. According to the 2011
SRS M&A Deal Terms Study, the average size of an expense fund
was 0.51% of the transaction value if the deal included earn-out
provisions and 0.4% for deals without earn-outs.

Regardless of the amount, SRS considers expense funds a best
practice. Having funds set aside to quickly mount defenses against
claims more than offsets any cost of the holdback in most deals.
As a general rule, while we understand the desire not to tie up
funds unnecessarily, it is better to have more money than needed
in an expense fund than to not have enough. Having too much
just means that some merger proceeds were delayed in disburse-
ment, but having too little means that the major shareholders have
to navigate the issues they were seeking to avoid when setting up
the fund in the first place.

Typical language might include the following:

Buyer shall deduct the Escrow Expense Amount from the
Total Consideration and deposit with the Escrow Agent such
Escrow Expense Amount without any act of the Indemnify-
ing Parties, such deposit of the Escrow Expense Amount to
constitute a separate escrow fund to be governed by the terms
set forth berein. The Escrow Expense Amount shall be avail-
able solely to (i) compensate the Sharebholders’ Representative
in accordance with the terms hereof, and (ii) pay any third-
party expenses incurred by the Shareholders’ Representative
in connection with the defense, investigation, or settlement
of any claim from an Indemnified Party or any Third Party
Claim under or related to this Agreement, as well as any costs
and expenses associated with the Escrow Expense Amount.
The Shareholders’ Representative shall have full discretion
over the Escrow Expense Amount, and the Escrow Agent shall
follow any lawful directive of the Shareholders’ Representa-
tive regarding the use or disbursement of all or a portion of
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the Escrow Expense Amount to third parties and in amounts
authorized in writing by the Shareholder’s Representative.

As a second choice alternative to forming an expense fund, con-
sider adding a term stating that the selling shareholders’ portion
of third party expenses will be paid from the escrow, or make sure
to figure out some other mechanism for payment. Otherwise, if it
ends up being necessary to hire attorneys or other professionals,
payment will almost always be problematic.

In rare circumstances SRS has seen expense funds established
through a voluntary holdback of some of the buyer shares distrib-
uted in a non-cash acquisition. Depending on the marketability of
the buyer’s securities, this can be problematic when a dispute ex-
pense is incurred. Selling shares may delay deployment of dispute
resources, create additional transaction expenses or, if the buyer’s
shares decline in value, may be insufficient to cover shareholder
costs. If this occurs, selling shareholders, particularly the larger
ones, may have to contribute to a new cash expense fund. There-
fore, SRS recommends that shareholders establish expense funds
using company cash, if available (with a corresponding reduction
in consideration paid to stockholders), or allocating any cash
proceeds to the expense fund prior to distribution to the share-
holders. In rare cases, because expense funds also have benefits to
the buyer, some buyers may be willing to distribute limited cash to
fund the expense fund, even in those transactions primarily struc-
tured as a non-cash (stock) transaction.

Some selling shareholders establish the funding for defense of
claims separately through a contribution agreement. If all the
indemnifying stockholders are likely to have significant cash
resources for the foreseeable future and are ongoing entities, a
contribution agreement, which requires the signatories to con-
tribute for a specified purpose if called upon by the stockholder
representative, may avoid the need to tie up cash in an expense
fund, while also providing the deterrent effect and resources in the
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event of a later dispute. This type of arrangement carries risks, of
course, as it is difficult to predict if a particular indemnitor will be
able and willing to honor the contribution commitment at a later
time. Indemnitors will also be reluctant to sign such an agreement
unless there are caps on their funding obligations.
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8. Where to Hold the Expense Fund

Once an expense fund has been cre-

ated, the parties have to determine If the expense fund
where to hold it. In our experience, account is held by the
the most common options are to ei- shareholder represen-

ther hold it with an escrow bank or in
an account controlled by the share-
holder representative. There are pros
and cons to each. If it is held with an
escrow bank, you will typically need
a separate agreement to document the arrangement, which adds
slightly to the deal’s complexity. Additionally, banks will often
charge fees to establish and maintain such an account, but may
provide the parties the opportunity to earn some interest.

tative, the arrangement
is typically simpler.

If the account is held by the shareholder representative, the ar-
rangement is typically simpler. If this is done, however, ensure
that the account is properly established. The money should be
set up in client funds accounts that are not co-mingled with the
representative’s own assets. In addition, the account should be
titled as a fiduciary account. At SRS, our accounts are titled as
“Shareholder Representative Service FBO Clients”. If done prop-
erly, the shareholders should also be protected against any risks
of bankruptcy or insolvency of the representative and increased
FDIC insurance coverage may be available.

For expense funds held by an escrow bank, the stockholders will
want to ensure that a few terms are included in the applicable es-
crow agreement. First the money should be released solely on the
instructions of the representative without requiring any consent
or input from the buyer. The expense fund is a set aside of stock-
holder money, and the buyer should not have anything to do with
when or how it is spent. Second, the stockholders will want to
make clear that the buyer does not receive any reports or updates
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regarding the balance in the expense fund. If the parties are in a
dispute, neither side will want the other to know what resources it
has available to pursue the matter.

When establishing the expense fund, shareholders should consider
its tax treatment. In many cases, the shareholders would prefer
the expense fund to be considered as part of an installment sale
and only taxable upon ultimate receipt. The simplest way for

this to occur is for the shareholder representative to forward any
remaining expense funds to the buyer’s paying agent at the end of
the transaction.

Taking advantage of installment tax treatment for expense funds
might not be desirable or available in all deals. For instance, the
buyer might not want to be involved with any of the necessary
release logistics. This often occurs when there is a buyer hold-
back rather than an escrow or where indemnification is limited to
milestone payments. If installment sale treatment is not utilized,
the expense fund will be deemed distributed by the buyer to the
shareholders at closing. Selling shareholders should be aware
that, in this situation, the buyer (or its paying agent) may issue a
Form 1099-B that includes the expense fund amount despite the
shareholders not receiving those funds. Because expense funds will
continue to be at risk until released, selling shareholders should
consult their tax advisors as to the appropriate tax treatment of
such amounts.

When establishing an expense fund with an escrow bank, the
shareholder representative is typically required to provide their
own taxpayer ID. While any investment earnings belong to the
shareholder beneficiaries and not the shareholder representative,
the escrow bank will report such earnings to tax authorities under
the taxpayer ID of the shareholder representative. In order to
avoid paying taxes on income that does not belong to them or
having unreported income generating a tax audit, the shareholder
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representative should treat such earnings on a “nominee” basis.
Some escrow banks may honor such treatment and issue 1099s to
each of the beneficiary shareholders rather than to the shareholder
representative. Typically this status can be selected by properly
filling out a W-9 tax form when the account is established. If the
shareholder representative does receive a 1099 reporting such
income under their taxpayer ID, they should report such income
on their tax return as nominee earnings and show a deduction

for that portion that does not belong to them. In addition, they
should issue 1099s to each shareholder beneficiary to whom such
earnings properly belong.
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9. Disbursement of Funds - Who Touches the Money?

We occasionally see merger agreements in which the acquirer or
escrow bank is to pay some portion of merger consideration or the
balance of the escrow fund to the shareholder representative, with
the representative then being responsible for disbursing the money
to the former shareholders. In most cases where material dollar
amounts are involved, this is not the best practice.

First, it may be difficult to impossible for the representative to
make any payments that are deemed compensation and are subject
to withholding taxes. The representative is not the employer and
does not have the authority to act in such capacity for withholding
purposes without some complicated arrangements, such as grants
of powers of attorney. Second, the representative is not a regulated
bank in the business of handling distributions like this. While it

is highly unlikely, if the money were to disappear after hitting the
representative’s account, no attorney would want to explain why
the deal structure allowed that to happen. Third, if the representa-
tive is insolvent when the money hits their account, it could get tied
up in a bankruptcy or similar proceeding unnecessarily. In either
case, the shareholders are not going to be happy that the agreement
allowed the money to sit for even a second in some third party’s
bank account. To avoid this, the money should go either directly
from the acquirer to the shareholders, or from the acquirer to a
bank, acting as a paying agent, and then on to the shareholders.

When funds do flow through the representative, such as is the case
when the representative is holding expense funds, ensure that the
representative knows how to properly hold them to ensure the
assets are safely held and invested to minimize potential exposure
to claims from creditors. Additionally, payment processing is a
complex business. Make sure your representative knows how

to efficiently process wires, checks and ACH transactions for the
best interest of the recipients or instruct them to hire a third-party
paying agent who does.
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10. The Reason for the Stockholder Representative’s Authority

According to Delaware counsel we
have spoken with, most merger agree- Most merger agree-

ments improperly draft the language ments improperly
appointing the stockholder representa- draft the language

tive. The typical merger agreement .

will essentially provide that the repre- appointing the stock-
sentative is appointed the agent and holder representative.
attorney in fact of the stockholders to
take a list of actions on their behalf
under the merger agreement. A recent Delaware case, Aveta Inc.
v. Cavallieri,' however, stated that agency is not necessarily the
reason the actions of a representative would be enforced against
stockholders who are not a party to the merger agreement.

According to the Aveta opinion, agency principles do apply
against stockholders who are a party to the merger agreement.
With respect to other stockholders, however, the court applied the
applicable corporate statutory law rather than agency principles.
While agency principles might not apply because those stockhold-
ers did not sign the agreement appointing the stockholder repre-
sentative their agent, the court said that under Delaware statutory
law, the terms of a merger agreement may be made dependent
upon facts ascertainable outside of the agreement. For instance,

a purchase price or interest rate used in a merger agreement can
be determined by a market price or rate determined outside the
merger agreement, so long as such provisions have been adopted
in conformance with applicable fiduciary obligations. Similarly,
the agreement may provide that certain determinations or actions
of a representative are facts ascertainable outside the agreement,
and the contract can bind the stockholders to such facts.

U See Aveta Inc. v. Cavallieri, 23 A.3d 157 (Del. Ch. 2010).
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To address this issue, practitioners might want to change the
language of merger agreements appointing the representative.
We would suggest considering a provision such as the following;:

The Representative is hereby appointed the agent and attor-
ney in fact of the stockholders to take the actions set forth
herein. All such actions shall be deemed to be facts ascertain-
able outside the merger agreement and shall be binding on the
stockholders.

We suggest keeping the language regarding agency because it
might still have some effect but adding the underlined section

to ensure the agreement falls within the reasoning of Aveta. Of
course, other changes to the merger agreement might be advisable
to ensure that it conforms with the concept of “facts ascertain-
able” as contemplated by the Delaware statute.

Ensuring that the concept of “facts ascertainable” is clear in the
merger agreement is especially important where there are option
holders who will have the options cashed out in connection with
the merger with a portion of the proceeds being subject to an
escrow or future earn-outs. They generally do not sign a letter of
transmittal, so an agency analysis is even tougher with respect to
their deemed appointment of the representative.” In such circum-
stances, the statutorily recognized principle of “facts ascertain-
able” may be critical to ensuring their portion of the escrow or
earn-out is subject to the merger agreement terms.

2 Even signing a letter of transmittal may not be enough to create an agency
relationship given the fact that the corporation is obligated to pay the merger
consideration by statute. See Roam-Tel Partners v ATST Mobility Wireless,
2010 WL 5276991, at *6 (Del. Ch. Dec. 17, 2010).
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11. The Scope of Power of the Shareholder Representative

Some shareholders, especially large

corporate shareholders, express The question about
concern over the ability of the where the line should
shareholder representative to change be drawn on the limits

the terms of the merger agreement
after closing.! Because they are large
organizations, they want to under- authority is a good
stand and control the terms of any one.

agreements under which they have
obligations or liabilities. This is cer-
tainly understandable. As extreme examples, some shareholders
have wondered whether the broad powers typically granted to a
representative would give it the ability to enter into a settlement
agreement that would restrict the ability of the selling sharehold-
ers to take some action, such as executing a non-competition
agreement. While that would be tough to enforce, the question
about where the line should be drawn on the limits of the
representative’s authority is a good one.

of the representative’s

This potential desire of these shareholders to define and curtail the
powers of the representative is in conflict with the typical desire of
the buyer for these powers to be as broad as possible. The buyer
wants to know that any action that may need to be taken after
closing can be taken by the buyer and the representative acting
alone. Buyers do not want additional approvals to be needed for
some actions, but not for others.

' We note that it would be very difficult to enforce a settlement between the
representative and the buyer that would require a payment from shareholders
in excess of the escrow or that would require the shareholders to take, or
refrain from taking some action. As a result, most buyers will insist that the
shareholders directly agree to such settlements. Nevertheless, some corporate
stockholders will not be sufficiently comfortable with this and will request
language included in this article.
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As a legal matter, we question whether any amendment that
fundamentally changes the terms of the deal that were approved
by the Board and shareholders would be enforceable. We
understand, however, that it is difficult to define what would con-
stitute such a fundamental change.

This is a hard problem to navigate. If it becomes an issue on
one of your transactions, we suggest adding language such as
the following:

The Securityholders bereby constitute and appoint the Rep-
resentative as attorney-in-fact for the Securitybolders with
[broad powers to take any actions necessary under the merger
agreement following closing]; provided, however, that the Rep-
resentative shall not have the power or authority to execute an
amendment, waiver, document or other instrument that, not-
withstanding any other provision to the contrary, increases in
any material respect the obligations or liabilities, or decreases
the benefits, of any Securityholder without the prior written
consent of that Securityholder.

This leaves some ambiguity regarding materiality. However, it
seems to be a possible compromise between the desires of some
shareholders to know that the deal cannot be materially changed
without consent, and the buyer’s desire that the representative
have the power to take most actions that may arise after closing.
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12. The Representative’s Access to Information After Closing

We see several deals in which the parties
do not address what information the Even if the parties
shareholder representative will be enti- agree that access to
tled to receive afte-tr closing in the event some information is
there is a claim, dispute or similar issue.

This can raise significant issues with no reasonable, they can
clear answer. For example, if the buyer differ on how much
submits an indemnification claim, a is appropriate.
logical reaction from the representative
might be to say that it has a few ques-
tions and would like to see certain related materials such as work
papers, technical documents or correspondence. The representa-
tive might also reasonably request to speak with the employees of
the buyers who worked on the matter to ask some questions.

Buyers may resist providing all or certain of those materials for

a variety of reasons. Often, the issues are sensitive from a confi-
dentiality perspective, and the buyer may want to limit access to
the related materials as much as possible. Of course, the buyer
might want to deny access for purely strategic reasons related to
the dispute, figuring that it is to their advantage for the representa-
tive to know as little as possible. Finally, the buyer might not want
to incur the time or expense of providing access to the applicable
personnel or copies of the documents. Even if the parties agree
that access to some information is reasonable, they can differ on
how much is appropriate.

To help with this problem, the parties should set forth the rules
related to the access of information in the merger agreement. Our
suggested language to address this is:
Following the delivery of [the Closing Statement]/[each Earn-
out Report]/[a Notice of Claim], the [Shareholder Representa-
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tive| and its representatives and agents shall be given all such
access (including electronic access, to the extent available) as
they may reasonably require to the books and records of the
[Surviving Corporation] and reasonable access to such person-
nel or representatives of the [Surviving Corporation]| and [Buy-
er], including but not limited to the individuals responsible

for [preparing the [Closing Statement|/Earn-out Report]]/[the
matters that are subject of the [Notice of Claim]|, as they may
reasonably require for the purposes of resolving any disputes
or responding to any matters or inquiries raised in the [Closing
Statement|/[Earn-out Report]/[Notice of Claim].

A related issue is whether the representative should be given a
copy of the documents placed in the data room that was prepared
in connection with the deal’s due diligence process at the time of
closing. The target company may want to provide the shareholder
representative with an electronic archive of the data room prior

to closing so that it is not reliant on what the buyer may choose
to later disclose. Buyers may, however, resist allowing the target
to provide the electronic archive to the representative, claiming it
has confidential information that it will own after closing, there

is no outstanding claim at the time, and providing access to all
information is potentially overkill. One solution may be to require
the data room archive to be placed in escrow and released to the
representative at such time the buyer makes a claim.
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13. Information Sharing between the Shareholder
Representative and Shareholders

A standard provision in merger agree-

ments says that the parties to the The representative
agreement shall not communicate any should either be able
of the terms therein or any matters re- to communicate with

lated thereto to any thlrd party, su.b]ect the shareholders or
to some standard exceptions. While
this sounds reasonable enough, it should be able to
fails to take into account that a share- communicate with
holder representative will often need at least a subset of
to communicate certain information to shareholders who are
the former shareholders, who are not .

. also bound by confi-
parties to the merger agreement. For
instance, if a claim arises, the represen- dentiality obligations.
tative will often need or want to tell all
or certain of the former shareholders
about the claim and get their feedback on how they think the rep-
resentative should proceed. Additionally, the representative will
often need to communicate something to the former shareholders
related to the claim once it is resolved if there was a related pay-
out to let them know why their escrow interest has been reduced.

On the other hand, since many claims relate to sensitive subjects,
the buyer will likely want protection that information will not be
broadly distributed, especially when there are hundreds of former
shareholders.

To resolve this, we suggest the representative should either be
able to communicate with the shareholders or should be able

to communicate with at least a subset of shareholders who are
also bound by confidentiality obligations. Language such as this
can be added to the end of the confidentiality section of merger
agreements:
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The Shareholder Representative may disclose information as
required by law or to employees, advisors or consultants of the
Sharebolder Representative and the Shareholders, in each case
who have a need to know such information, provided that
such persons either (A) agree to observe the terms of this Sec-
tion ___ or (B) are bound by obligations of confidentiality to
the Shareholder Representative of at least as high a standard
as those imposed on the Shareholder Representative under this
Section __.

With respect to communications among shareholders or between
shareholders and the shareholder representative, the parties should
ensure that such communications remain privileged, especially
when the buyer has made an indemnification claim or the share-
holders believe that buyer has breached one of its obligations
under the merger agreement. When the shareholders elect to have
conferences and/or phone calls to discuss matters either in arbitra-
tion or litigation or likely to result in a dispute, they are advised to
have the shareholder representative and counsel for the indemnify-
ing stockholders included in all such calls and conferences. Includ-
ing counsel should maintain privilege as to discussions for which
privilege is available. Including the shareholder representative
works to protect the shareholders from unnecessary fiduciary risk.
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14. Representations and Warranties from the Shareholder
Representative

Occasionally we will see merger agree-

ments in which one of the parties asks Having the represen-
the shareholder representative to make tative give representa-
certain representations and warranties. tions and warranties

These typically include provisions such
as representing that the representative
is authorized to enter into the trans- best practice.
action, that doing so will not create
any conflicts with laws or third-party
contracts, and that the transaction is enforceable in accordance
with its terms.

is unusual and not

Having the representative give such representations and war-
ranties is unusual, and in our view, not best practice. First, the
shareholder representative is an agent to help the principals to a
transaction consummate the deal. It does not seem proper that
they would have to subject themselves to a risk of a claim in con-
nection with providing that service. Second, there is not a power-
ful reason for needing these. The shareholder representative is
not integral to the transaction, and its signature agreeing to be
bound by the terms of the merger agreement should be sufficient
to protect the interests of the parties. We note that we rarely see
transactions in which similar representations are requested from
the escrow bank or paying agent.

Finally, and perhaps most importantly, it is not clear that the
shareholder representative can give each of these representations.
While they seem simple enough, there is some inherent ambiguity
regarding the enforceability of the terms of the merger agreement
against any shareholder representative. The representative is
acting as the agent of a group of principals who do not sign

the agreement. While recent case law all indicates that the
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appointment of the representative most likely is enforceable
against all of the shareholders,! there remains some degree of
uncertainty that makes this difficult for the representative to
effectively ensure that the agreement is wholly enforceable. For
instance, we note that Delaware courts have determined that
certain actions taken by a representative are enforceable based
on agency principles against shareholders who are a party to the
agreement while other actions might be enforceable based on
contract law principles of facts “ascertainable” outside of such
agreement. The analysis is complicated and might depend on the
specific facts of a transactions. As a result, it is not appropriate
to ask the representative to ensure enforceability.

U See Aveta Inc. v. Cavallieri, 23 A.3d 157 (Del. Ch. 2010);
Coughlan v. NXP B.V., C.A. No 5110-CC (Del. Ch. 2010).
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15. Resignation or Removal of the Shareholder Representative

Merger agreements should make clear
that the shareholder representative can Merger agreements
resign or be removed by the selling should make clear that
shareholders at any time. The repre- the shareholder rep-
sentative is the agent of a shareholder

group, and that group should be able fesentative can resign
to designate a substitute whenever or be removed by the
they wish. While this may seem obvi- selling shareholders
ous, we have seen situations in which at any time.

a buyer will argue that a representa-
tive is not allowed to resign because
the buyer relied upon that person serving as the representative in
agreeing to enter into the transaction. There is an easy fix to avoid
having this problem.

Specifically, avoid language such as this:

If any Shareholder Representative dies or becomes legally
incapacitated, or is otherwise similarly unable to carry out bis
duties hereunder, then the other Company Shareholders shall
designate a single individual to replace any deceased or legally
incapacitated or otherwise similarly unable Sharebolder Repre-
sentative as a successor Shareholder Representative hereunder.

This sort of language could inadvertently imply that a representa-
tive is entitled to resign or be replaced only if he or she dies or
becomes incapacitated. Instead, consider language such as the
following;:

If any Shareholder Representative dies or becomes legally

incapacitated, or is otherwise similarly unable to carry out bis
duties hereunder, or resigns or is otherwise removed by the
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Company Sharebolders, then the other Company Shareholders
shall designate a replacement Shareholder Representative as a
successor Sharebolder Representative hereunder.

In addition, it may be advisable to add a sentence that the repre-
sentative can resign any time, and to provide for a replacement
representative if the shareholders do not otherwise designate a
replacement. For instance, language such as the following may

be advisable:

If a Sharebolder Representative resigns or is otherwise
removed for any reason, the Company Shareholders shall
designate a replacement Shareholder Representative within

[ ] days. If no such replacement Shareholder Representative
is so designated, the Company Sharebolder with the then-
largest percentage interest in the Escrow Fund, or in any
outstanding claim if the Escrow Fund has been fully depleted,
shall be deemed to be the Sharebolder Representative, and
shall bave all rights and obligations of a Shareholder
Representative hereunder.

42 - Tales from the M&A Trenches



16. Waiving Conflict of Seller’s Counsel

In most mergers, the buyer and seller

are each represented by legal counsel. Some buyers maintain
It would be logical for the sharehold- that the law firm that
ers of the selling company to assume did the deal on behalf

the law firm that “sat on their side of

, - o of the target company
the table” in the negotiation phase of
the transaction would continue to be cannot represent the
available to represent their interests selling shareholders
after closing. After all, the selling or their shareholder
shareholders were the owners of the
selling company, and thus were the
ones whose economic interests the
selling company’s lawyers were seek-
ing to protect in negotiating the deal.

representative post-
closing.

Unfortunately, whether that law firm can continue to represent the
selling shareholders or the shareholder representative post-closing
is not always clear. The law firm’s client is usually the selling
company, not its shareholders. At closing, the company that was
acquired is now a part of the buyer. Therefore, the legal privilege
and attorney-client relationship arguably flow to the buyer with
respect to certain matters.! This means that the selling company’s
counsel may be conflicted out of taking a position that is contrary
to the interests of the combined company, since this combined
company includes its current or former client.

Many stockholders do not see that coming. While there is limited
applicable case law on this issue, and some ambiguity about its

L See Tekni-Plex, Inc. v. Meyner & Landis, 89 N.Y.2d 123 (1996). This analysis
is especially tricky in the context of an asset sale. See, for example, Postorivo
v. AG Paintball Holdings, Inc., 2008 WL 343856 (Del. Ch. Feb 7, 2008);
Coffin v. Bowater, Inc., 2005 WL 5885367 (D. Maine May 13, 2005) and
Soverain Software LLC v. Gap, Inc., 340 F. Supp2d 760 (E.D. Tex. 2004).

Pre-Closing Practices to Mitigate Post-Closing Risks - 43



proper analysis, some buyers take the position that the conflict ex-
ists and that the firm that did the deal on behalf of the target com-
pany cannot represent the selling shareholders or their shareholder
representative post-closing. In our experience, most law firms will
back away if the buyer makes this assertion rather than fighting
the issue in court or taking any actions that could risk claims of
ethical violations.

Additionally, if the buyer becomes the
The general assump- “client” after closing, it may suddenly
tion that you can have own rights to some or all of the pre-
candid communica- closing communications with the tar-
. . get’s law firm. That is not something
tions with your lawyer the average shareholder or manager
and the opposing side thinks about when speaking with the
will never hear any- attorney. The general assumption is
thing about it may be that you can have candid communica-
tions with your lawyer and the op-
posing side will never hear anything
about it. In the merger context, that
assumption may be on shaky ground.
The limited case law on this contains a somewhat convoluted
analysis that tries to make a distinction between whether pre-clos-
ing communications relate to the merger transaction itself or to
the general operations of the business, with buyers owning general
communications but not communications that are specific to the
deal. The problem is that those issues are heavily intertwined,
which makes it pretty hard to accurately predict whether a court
would put certain communications in the “general ops” bucket or
the “deal” bucket. Also remember that the buyer generally takes
all the target’s assets in the merger, including the files and serv-
ers on which company emails likely exist. Therefore, even if the
buyer cannot get what it is looking for from the target’s law firm,
the correspondence may be readily available to it anyway.

on shaky ground.
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To address the conflicts issue, we suggest that the selling company
consider adding language to the merger agreement that specifically
says that the selling company and the buyer waive this possible
conflict of interest, and agree that the seller’s law firm can repre-
sent the selling shareholders and their representative after closing
with respect to issues related to the merger agreement.

Possible language for this could be the following;:

Each of the parties hereto acknowledges and agrees, on its
own behalf and on behalf of its directors, members, partners,
officers, employees, and Affiliates that the Company is the
client of [Law Firm] (“Firm”), and not any of its individual
Equitybolders. After the Closing, it is possible that Firm will
represent the Equityholders, the Sharebolder Representative
and their respective Affiliates (individually and collectively, the
“Seller Group™) in connection with the transactions contem-
plated herein or in the Escrow Agreement, the Escrow Fund
and any claims made thereunder pursuant to this Agreement
or the Escrow Agreement. Parent and the Company hereby
agree that Firm (or any successor) may represent the Seller
Group in the future in connection with issues that may arise
under this Agreement or the Escrow Agreement, the adminis-
tration of the Escrow Fund and any claims that may be made
thereunder pursuant to this Agreement or the Escrow Agree-
ment. Firm (or any successor) may serve as counsel to all or

a portion of the Seller Group or any director, member, part-
ner, officer, employee, representative, or Affiliate of the Seller
Group, in connection with any litigation, claim or obligation
arising out of or relating to this Agreement, the Escrow Agree-
ment, or the transactions contemplated by this Agreement or
the Escrow Agreement. Each of the parties hereto consents
thereto, and waives any conflict of interest arising therefrom,
and each such party shall cause any Affiliate thereof to consent
to waive any conflict of interest arising from such represen-
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tation. Each of the parties hereto acknowledges that such con-
sent and waiver is voluntary, that it has been carefully consid-
ered, and that the parties have consulted with counsel or have
been advised they should do so in this connection.

We note that while the selling stock-
There are clear holders would like to have the flex-
problems inherent ibility to retain the law firm that
in concluding that represented .the target company on

) ) the transaction should they choose to
the sell-side law firm do so, there might be times when they
effectively switches would elect to use someone else. This
loyalties at closing. can occur either when another law
firm has greater expertise related to
the issue at hand or when the dispute
involves the interpretation of certain provisions of the merger
contract. Some clients will consider whether they believe they will
get more objective advice from a different law firm rather than the
firm that agreed to the merger agreement terms. For instance, if a
mistake was made in drafting or a provision could have been done
better, will the firm that negotiated the agreement be able to give
the client the same level of candid advice that an independent firm
could provide? This concern applies to the buyer as well.

In addition to the concerns regarding privilege, the selling com-
pany may want to discuss communications policies related to
what should be in writing, including attorney’s notes. Seller’s
counsel may want to add headers to written communications with
the client that say “Attorney Client Privileged for the Purposes of
Potential Merger Agreement” to try to make clear that these are
not communications related to general operations. Regardless, the
selling company’s agents and its attorneys will want to be careful
about written communications generally.

Finally, out of an abundance of caution, we suggest that counsel
should discuss these issues with their client early in the process
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of a working through a merger transaction and establish a com-
munications policy regarding how they will communicate with
each other. Given the uncertainty and risks around these matters,
it seems prudent that the client would be made aware of the issues
and that the parties would agree on whether, for instance, certain
communications should be in writing.

For a related discussion on hiring investor counsel, see “Selling
Your Company May Require Multiple Law Firms.”
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17. Satisfying Basket Thresholds

Most merger agreements have a
The threshold should concept of a “basket” in the indem-
be met only after the nification section. The idea is that
buyer has suffered the buyer should not be permitted to
i bring indemnification claims, with
actual damages in some exceptions, until the damages
excess of the basket rise to some level of materiality in the
amount. context of the overall deal.

In our view, this threshold should be
met only after the buyer has suffered actual damages in excess of
the basket amount, rather than once the buyer has merely asserted
damages in excess of the threshold amount. Otherwise, the buyer
could circumvent the purpose of the basket and seek recovery for
all claims by simply submitting tenuous claims that have only a
remote possibility of actual damages.

The type of language we believe is flawed in connection with this
issue might be similar to this:

Buyer shall not be entitled to indemnification unless and until
the aggregate amount of claims submitted by Buyer exceeds $X.

or more vaguely:

Buyer shall not be entitled to indemnification unless and
until the aggregate amount of losses for which it seeks to be
indemnified exceeds $X.

To avoid this uncertainty and potential ability to circumvent the
intent of the basket, we suggest language that is more like this:

Buyer shall not be entitled to indemnification hereunder unless
and until the aggregate amount of actual losses for which it is
entitled to indemnification hereunder exceeds $X.
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18. Preparing and Filing Tax Returns

Virtually all merger agreements in-
clude a tax matters section in which Though it may seem

obligations related to the post-closing simple, it is impracti-
preparation, review and filing of pre-

closing and straddle period tax returns
are clearly specified. These sections of
the merger agreement may also clarify prepare the tax return.
which party is responsible for any tax-
es required to be paid post-closing as a
result of pre-closing activity, and which party may get the benefits
of certain tax issues such as NOL carryback refunds, collection of
pre-closing tax year refunds, or overpayment of estimated taxes.

cal for the shareholder
representative to

It is often appropriate for the shareholder representative to have a
role in reviewing and approving any tax return related to pre-clos-
ing activity, especially if the return would result in either a payment
by the shareholders for taxes due or receipt of a tax refund due the
shareholders. Merger agreements, however, sometimes suggest that
the shareholder representative will be responsible for the post-clos-
ing preparation and filing of pre-closing tax returns. Buyers may
request this for their own convenience, since any taxes owed on the
return are likely indemnified against by the selling shareholders.

Though it may seem simple, it is usually impractical for the share-
holder representative to prepare the tax return. First, this is the
company’s tax return and, unless the transaction was structured

as an asset sale, the filing entity has been merged into the buyer.
Therefore, it is the surviving entity’s legal obligation to file any tax
return post-closing. Second, the shareholder representative cannot
sign it. Tax returns of a corporation must be signed by an officer

or director of the corporation. Neither the shareholder representa-
tive nor the former shareholders are the taxpayer or an agent of the
taxpayer.
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As a practical matter, even if the repre-
Sellers should try to sentative could somehow prepare and
provide their repre- file the return, the books and records
necessary to prepare it now belong to
the buyer. More important, the con-
fidential relationship with the com-

sentative with the
last three years of tax

reporting as well as pany’s prior tax preparers is also now
audited annual and owned by the buyer. Finally, most tax
non-audited interim preparers (especially the major ac-

counting firms) require a relationship
with the taxpayer, which, at this point,
is the surviving entity.

financial statements.

Who pays for tax preparation, and who is responsible for paying
pre-closing taxes or has ownership of any tax benefits, can be sub-
jects of negotiation. If shareholders have tax obligations or rights,
all applicable tax returns required to be filed post-closing should
be approved by the shareholder representative and subject to the
dispute resolution mechanism specified in the merger agreement.

To facilitate the shareholder representative’s review of the pre-clos-
ing tax returns, the parties should define the information rights of
the representative post-closing, including what constitutes reason-
able access to the books and records of the surviving corporation
and reasonable consultation rights with the finance/tax staff of the
buyer and the company’s outside tax preparer. The sellers should
also provide their representative with the last three years of tax
reporting as well as audited annual and non-audited interim finan-
cial statements. These statements can contain important informa-
tion regarding the target companies past accounting practices and
prior determinations made by management. Sellers should consider
requesting that the pre-closing tax return be prepared by the same
firm that prepared the last tax return filed by the taxpayer prior to
closing and that any subsequent returns be prepared in a manner
consistent with that return. Finally, because closing date tax returns
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may include transactions that only occur as a result of the merger,
the parties should define which taxable income, expenses or net
operating losses are to be included or excluded from calculations
for purposes of any purchase price adjustments or possible indem-
nification claims.

We note that in circumstances where the target company was a
partnership or an LLC taxed as a partnership, the selling parties
properly want control of the preparation of the tax return be-
cause taxes are required to be reported and paid on each partner
or member’s individual tax returns. In these cases, the parties
should negotiate a broad cooperation agreement with respect to
the preparation and filing of the target’s tax return and ensure that
any engagement agreement between the target and its tax preparer
include the shareholder representative as a party or third party
beneficiary entitled to give direction.
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19. In What Capacity Should the Shareholder Representative
Sign the Merger Agreement?

We have seen many contracts in which

Signing in an indi- the shareholder representative signs
vidual capacity opens the merger agreement in his or her
the signer to the individual capacity. This is surprising,

tential of bei because these are people who have
potential of being been well trained not to sign other

sued personally. agreements as individuals, but instead
in their capacity as an officer or agent
of some entity. They seem to forget this basic prudence when they
sign on to serve as a shareholder representative. Signing in an
individual capacity opens the signer to the potential of being sued
personally. Even though the representative typically is granted
broad indemnification in the merger agreements, getting sued
personally can cause significant short-term disruptions. As an ex-
ample, a good friend of ours was sued as a representative at a time
he was applying for a mortgage, and the bank had no choice but
to freeze his loan application until the suit was cleared up.

A particularly ironic reason we’ve heard for having an individual
as the representative instead of the participating venture fund
(which is typically the shareholder in the acquired company) is
that the fund cannot subject itself to that kind of risk. It seems
very strange that the fund and the fund managers are comfortable
subjecting their principals to whatever the risk turns out to be.

If an individual has to be the shareholder representative to get a
deal closed, our view is that the agreement should make clear in
the introductory paragraph and the signature block that such per-
son is signing “solely in his/her capacity as the [Shareholder Rep-
resentative] as agent for and on behalf of the Shareholders.” The
representative may still get sued, but hopefully it would be in his
or her capacity as an agent for the principals in the deal (meaning
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that it is really the principals who are being sued) and not as an
individual. While this language may not be bulletproof, it should
mitigate the personal risk.
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“Over the past couple of years, a number of
selling shareholders have begun focusing on
how escrows and earn-outs should impact the
distribution of deal consideration. In years past
where multiples were so much higher and a
return of invested capital was taken for granted,
very little attention was given to this issue”

Alexander Temel
Partner, Latham & Watkins LLP
Venture Capital Review, Issue 25 (Spring 2010)

Notes
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Escrow Agreement Issues

Introduction

Most sales of private companies include some form of holdback of
a portion of the merger consideration. These funds are available

if the buyer believes that it is entitled to be reimbursed for certain
damages it may suffer in connection with the acquisition, gener-
ally as a result of any inaccurate representations or warranties of
the seller about its business. These holdbacks are typically held in
a third party escrow fund with an independent bank.

Some of the issues we typically see in escrow agreements are
discussed in this section.
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1. Where’s my Payment? Issues when the Paying Agent
is Different from the Escrow Bank

Generally, the buyer is the payor of
Issues can arise when merger consideration and also the
the parties decide to withholding agent if any tax with-
holding is required. The buyer is

also responsible for any related tax
reporting. In many deals, buyers hire
the paying agent. paying agents to facilitate this process.
Paying agents will act as an exchange
agent, verifying ownership, collecting
shareholder payment instructions, and receiving W-9 and W-8 tax
forms to determine if any tax withholding is required on the part
of the buyer.

use an escrow agent
that is different from

Issues can arise when the parties decide to use an escrow agent
that is different from the paying agent or establish accounts with
different divisions of the same bank. The escrow banking relation-
ship is a separate legal relationship from the paying agent relation-
ship even when the same bank is performing both roles. The pay-
ing agent agreement is typically only between the buyer and the
bank. The escrow relationship is a three-way relationship between
the buyer, the shareholder representative and the bank. Unless
otherwise instructed, banks do not share information between
accounts, particularly when the account holders are not identical.
Because of this, escrow agents often need to re-collect payment
instructions from each shareholder and also independently collect
and review W-9 and W-8 tax forms. Further, because the escrow
agent did not serve as the exchange agent, it is likely unaware of
whether all shareholders have submitted their share certificates,
executed the letters of transmittal and fully completed the exchange
process. Having to re-verify and re-collect this information can de-
lay payments at the end of escrow periods. There are some simple
fixes, however, that the parties can do at closing to avoid this.
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Best practice is for the paying agent to be engaged by the buyer for
all payments, both at closing and afterwards, including the distri-
bution of excess working capital, tax refunds, earn-out consider-
ation, escrow release payments and excess expense fund distribu-
tions. The paying agent will then know which shareholders have
fully completed the exchange process and, if payments were suc-
cessfully made at closing, it will have all the information to release
deferred and contingent funds in the most timely way. With this
structure, when any funds need to be distributed to shareholders,
they are delivered to the paying agent. This applies even in those
circumstances where the parties elect to use a separate escrow
agreement. In those cases, the escrow agent is simply instructed to
deliver released funds to the paying agent for further distribution
to the buyer, selling shareholders or any applicable third parties.

Sometimes the parties elect to have an escrow agent act as a
separate paying agent solely with respect to escrow release pay-
ments. While less efficient than having a single paying agent, the
parties should ensure that all information provided to the paying
agent at closing can be shared with the shareholder representa-
tive and escrow bank. This should be documented in the paying
agent agreement with the buyer providing explicit instruction that
information under that agreement, including copies of payment
instructions, status of exchanges, lists of unpresented shareholders
and completed tax forms shall be shared.
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2. Accounting for Unclaimed Transaction Proceeds

Unclaimed merger consideration is

Eventually unclaimed generally a liability of the buyer to
merger consideration non-redeeming selling shareholders.
will be deemed aban- This is why merger agreements usually

rovide that unclaimed closing con-
doned and escheat to Eideration will be held by or rgturned
the state after a period to the buyer after a specified period of
of time provided by time, typically one year following the
statute. closing date. Eventually, however, this
unclaimed property will be deemed
abandoned and escheat to the state
after a period of time provided by statute. Under these laws, the
buyer is generally considered the holder of these funds, even when
the funds are held by a paying agent or escrow agent. Thus, the
buyer is ultimately responsible for determining which state’s laws
apply, reporting any abandoned property to the applicable state
treasurer and transferring that property. Failure to comply with
these rules can result in penalties or fines.

Although this concept is often addressed with respect to closing
consideration, surprisingly, it is rarely addressed with respect to
post-closing escrow payments or otherwise mentioned in escrow
agreements. Future escrow payments that remain undistributed
due to non-redeeming selling shareholders should presumably be
handled in the same manner. When escrow agreements are silent
on this issue, it can leave the parties to that agreement uncertain
as to how long an escrow account should remain open or how the
remaining escrow funds should eventually be distributed.

This presents one of several reasons why a shareholder representa-
tive should resist the notion of accepting released escrow funds for
further distribution to shareholders. Accepting such funds could

deem the representative the holder of any unclaimed property and
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subject it to the reporting, recordkeeping and property transfer
requirements of multiple and varying state escheat laws.

Sometimes SRS is asked, “but why can’t you just re-allocate the
unclaimed consideration to the other shareholders pro rata?”
Intuitively, this has some appeal. The selling shareholders might
argue that the buyer should have to pay the full purchase price for
the business, and that amount should be split among whichever
shareholders can be located. Unfortunately, that is not the way the
law works. Merger consideration payable to a shareholder is gen-
erally considered property of that shareholder under abandoned
property laws, and these laws provide no authority that we are
aware of for re-allocation. Rather, they preserve the right of the
lost shareholder to claim those funds from either the buyer or the
state. Therefore, the buyer is effectively paying the full purchase
price with some shareholders simply failing to claim their portion.
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3. How and When to Use Rep and Warranty Insurance

Representation and warranty insur-
The parties on many ance (RWI) has been in the market-
deals decline to pur- place for some time but is not used in
many merger transactions. At a high

chase rep and warran- AR
) level, the product provides insurance
ty insurance because . . .
_ against certain indemnifiable losses
they perceive the cost that may be incurred if there has been

to be too great for a breach of a representation or war-
the risk that is being ranty. The insurer takes a fee in ex-
mitigated change for assuming the risk of such

loss. Often, the insurance will only
provide excess coverage in the event
losses are greater than the escrow
amount or will only insure against certain types of claims (such as
environmental or intellectual property matters).

In our experience, the parties on many deals decline to purchase
this product because they perceive the cost to be too great for

the risk that is being mitigated.! Since it is rare for escrows to be
wiped out completely, having insurance that provides coverage
above the escrow is not typically seen as something that has a high
probability of coming into play. Similarly, if there is a known risk
related to a certain issue, the insurance provider understandably is
going to charge a high premium to have exposure to that risk.

There are, however, situations in which the product makes sense
and is used. First, some pooled investment vehicles like venture
and private equity funds will need a high level of certainty that
under no circumstances will they be required to contribute money
back in connection with a transaction. For instance, some end-of-

! We note, however, that the use of RWI seems to be on the rise.
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life funds will be looking to wrap up operations and dissolve the
fund. In order to do so, they will want to know that all remain-
ing liabilities and contingent liabilities have been satisfied. Other
funds simply will want to distribute closing proceeds to their in-
vestors as quickly as possible without holding more than is neces-
sary as reserves. In either case, they might use RWI to get comfort
that even in the unlikely event that a claim exceeds the escrow
amount, the former stockholders should not need to pay back any
portion of the closing proceeds. Note, however, that RWT usu-
ally only lowers this risk rather than wholly eliminating it. In the
extreme example of a claim that would require repayment of the
entire purchase price or any amount in excess of the RWI cover-
age, the stockholders would still be on the hook. Even if the buyer
in the merger agrees that most claims are limited to the escrow
plus insurance, there could still be exposure to claims of fraud.

Second, on some transactions a specific operational issue related
to the target company presents a hurdle to getting the deal closed.
Either it is unusually risky, or the nature of the issue presents big-
ger issues for the buyer, or there is some other similar problem.
For instance, the buyer could say that it acknowledges that the
risk of a claim that the target improperly paid a foreign official
seems to be low but that the buyer cannot have any exposure

to it whatsoever. In that sort of case, the parties might want

to specifically insure against such issue if it can be done at a
reasonable price.

The challenge with RWTI policies is that they are complicated and
can contain numerous exceptions. Sellers need to understand the
risks implicit in the representations and warranties given by the
target company to the buyer and ensure that the policy covers
such risks. Particular attention should be paid to the circum-
stances under which payments will and will not be made under the
policy. As noted above, many will not pay anything prior to the
escrow first being extinguished. Other restrictions include caps on
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total payouts, and limits on the time in which the claim must be
submitted. Additionally, the administrator of such a policy (usu-
ally the shareholder representative) needs to be fully aware of the
required claim policies and procedures. Similar to the timelines
required under merger agreements for responding to claims, RWI
policies often have strict guidelines for reporting claims that might
be payable by the insurance provider. Failure to comply with such
terms could limit the insured’s ability to recover under the policy.
Further, RWI policies may limit the representative from selection
of counsel or may only partially cover the cost of such counsel.
Given all these restrictions, the shareholders need to make sure the
policy really provides the protection they think they are getting.

When purchasing RWI, sellers are advised to consult with special-
ized insurance counsel for negotiating such coverage. There are
also specialized consultants that can assist in risk analysis and
negotiation of coverage that are unaffiliated with the insurance
companies and insurance brokers. Finally, sellers should ensure
the shareholder representative is familiar with such policies, has
negotiated their role in such coverage and has the necessary ex-
perience to ensure compliance with the administrative and claim
obligations required under such policies.

RWI may be a valuable adjunct to the management of investor

risk with respect to M&A post-closing claims, but buying the
product and managing claims requires specialized expertise.
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4. Who Should Indemnify the Escrow Bank?

The escrow agreement in many M&A

deals contains a section that says the It should be the prin-
buyer and the shareholder representa- cipals to the deal, i.e.
tive jointly and severally will indem- those benefiting from

nify the escrow agent against all acts the transaction, who
performed by it, absent gross negli- ]

gence or willful misconduct. Many provide any necessary
representatives assume they have no indemnification.
choice but to accept this.

Our view is that the representative should start with the position
that indemnification can come solely from the buyer. The typical
buyer is a major corporation with significant assets. The typical
representative is an individual or a comparatively small entity.
Adding the representative to the indemnification clause gives the
escrow agent little additional protection.

Moreover, the representative is just an agent in the transaction,
not one of the principal parties. Generally, it is not appropriate to
ask a person who is acting only as an agent for some of the parties
to the transaction to take the risk of providing indemnification to
an escrow bank.

If it is necessary for the representative to provide this indemni-
fication, it should make clear that it is acting in that capacity as
the agent of the shareholders and, in that capacity, is committing
the shareholders to the indemnification terms. The representa-
tive should not give the indemnification personally. As mentioned
above, it should be the principals to the deal, i.e. those benefiting
from the transaction, who provide any necessary indemnification.

In response to this position, we’ve heard arguments that the rep-
resentative receives indemnification from the selling shareholders,
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so it is not really taking any risk by indemnifying the escrow bank.
The problem with this is that even if the representative in turn has
indemnification from the shareholders for any losses incurred, it
should not have to take the risk of having a payment obligation it
then hopes to be able to recoup.

Below are four alternatives to the typical form language that we
believe do a better job of recognizing that the representative is act-
ing as an agent only, and should not be subject to this indemnifica-
tion risk. They are in descending order from language we believe
to be the most favorable to the selling shareholders and their rep-
resentative to the least favorable (but still preferable to language
that simply says that the buyer and the representative jointly and
severally indemnify the escrow agent).

Alternative 1: Buyer agrees to indemnify the Escrow Agent
for, and hold it harmless against, any loss, liability or expense
incurred without gross negligence or willful misconduct on the
part of Escrow Agent, arising out of or in connection with its
carrying out of its duties hereunder. [Buyer shall be entitled to
be reimbursed out of the Escrow Fund for fifty percent (50%)
of any amount that Buyer is required to pay to the Escrow
Agent pursuant to this Section.]

Alternative 2: Buyer and the Sharebholder Representative (sole-
ly through the Escrow Fund and not directly) agree to indem-
nify the Escrow Agent for, and hold it harmless against, any
loss, liability or expense incurred without gross negligence or
willful misconduct on the part of Escrow Agent, arising out of
or in connection with its carrying out of its duties hereunder.
Buyer, on the one hand, and the Escrow Fund, on the other
hand, shall each be liable for one-half of such amounts. In the
event the Escrow Fund is insufficient to cover the one-half of
such amounts for which it is responsible, such shortfall shall
be paid by Buyer.

64 - Tales from the M&A Trenches



Alternative 3: Buyer and the Shareholders agree to indemnify
the Escrow Agent for, and hold it harmless against, any loss,
liability or expense incurred without gross negligence or will-
ful misconduct on the part of Escrow Agent, arising out of or
in connection with its carrying out of its duties hereunder.

Alternative 4: Buyer and the Shareholder Representative
(solely as agent for and on behalf of the Shareholders and not
individually) agree to indemnify the Escrow Agent for, and
hold it harmless against, any loss, liability or expense incurred
without gross negligence or willful misconduct on the part of
Escrow Agent, arising out of or in connection with its carrying
out of its duties hereunder.
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5. Automatic Release at Expiration of the Escrow Period?

Many escrow agreements state that
The proper way to the balance, less any pending claims,
conceptualize the will be released upon the escrow
agent’s receipt of joint written instruc-
tions from the buyer and the represen-
tative or a court order. Attorneys for
money. the selling company should consider
whether joint instructions should be
required for a release upon the expira-
tion of the escrow period. If no claims have been brought during
the claims period (or the claims are less than the escrow amount),
the balance of the money should not be held up while the parties
wait for joint written instructions. Delays can happen for many
reasons, from simple administrative lags to possible gamesman-
ship on the part of the buyer. Selling shareholders who want their
money do not want to be at the mercy of buyers agreeing to ex-
ecute a release. A buyer could potentially use the necessary release
as negotiating leverage, knowing that the only other way sellers
can get their money is to sue for breach of contract.

escrow is that it is re-
ally the shareholders’

Buyers may resist automatic releases, saying that any money that
goes out under any circumstances should be approved by both
sides, and that they are subject to the same disadvantages any time
escrow funds are owed to them. In other words, an escrow pay-
ment to the buyer requires the signature of the representative, who
must give it in good faith, so why should releases to the sharehold-
ers be any different?

Either way, the parties should consider and specifically define what

is necessary to release the balance of escrow funds at the end of
the escrow period.
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6. Cross-border Transactions; Watch Out for FBAR

Parties involved in a transaction in which escrows are held in ac-
counts domiciled outside the US may need to comply with Report
of Foreign Bank and Financial Accounts (FBAR) regulations. Most
people have never heard of FBAR and don’t know much about
these rules, but failure to comply can result in significant penal-
ties. Since many investors do not track or carefully consider where
the escrows related to their deals are held, they may need to audit
whether any of them are held abroad.

FBAR, established under the Bank Secrecy Act, is part of the US
Government’s fight against clandestine funding of international
terrorism. It requires reporting if the taxpayer has is a financial
interest greater than $10,000 in, or signature authority over, any
account(s) in a foreign country at any time during the calendar
year.

Whether an escrow is in a foreign account may not be immediate-
ly apparent to shareholders. For example, JPMorgan Chase Bank
is a US bank, but if an escrow goes into its Hong Kong branch,
that account is a foreign financial account. Since many buyers and
investors have pro rata interests in escrows in excess of $10,000,
they will need to look at this issue carefully. They also will need to
look closely at any escrow for which they are serving as the share-
holder representative, because that representative almost always
has signature authority over the account.

The penalties for non-compliance can be quite severe, consisting
of the possibility of forfeiture of up to the greater of 50% of the
account value at the time of violation or $100,000. Criminal pen-
alties may also apply in certain defined circumstances.

The FBAR filing is due by June 30th of the year following the
year that the account holder meets the $10,000 threshold. There
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Given the complexity,
fickle nature, and dra-
conian penalties of the
FBAR regulation, we
advise all shareholders
to look at all of their
escrows to determine
whether any are held
in foreign accounts.

is also a FBAR box that may need

to be checked on taxpayers’ indi-
vidual income tax returns (Form 1040
Schedule B, lines 7a and 7b), and on
other business entity filings on their
due dates. Making the issue even more
complex, it should be noted that the
reporting requirements extend to cer-
tain beneficial owners of the underly-
ing economic interest, not just to the
holder of record.

Given the complexity, fickle nature,
and draconian penalties of the FBAR

regulation, we advise all shareholders to look at each of their es-
crows to determine whether any are held in foreign accounts, and
consult their tax and legal advisors as to whether FBAR applies
for both individual 1040 filers and for business entities. Going
forward, this issue should be considered any time a foreign escrow

account is contemplated.
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7. Rounding Merger Consideration and Other Allocations

All distributions to shareholders,

whether initial merger consideration, When creating spread-
post-closing adjustments, earn-out sheet allocation
payments or escrow releases, need formulas, use the

to be allocated among the recipients.
While some merger agreements specify
the required decimal significance of
pro-rata percent ownership, they
rarely take into account the issue that paying agents cannot pay
fractions of cents or shares.

ROUND function.

Drafters of spreadsheets often forget that most spreadsheet pro-
grams display rounding. When we review spreadsheets at SRS, we
typically find that the sum of the allocations when rounded to the
nearest cent or share does not add up to the total to be distributed.

We suggest an easy fix. When creating the spreadsheet allocation
formulas, be sure to use the built-in ROUND function. If allocat-
ing currency, set the ROUND decimal significance to 2; for share
distributions, set the ROUND decimal significance to 0. Typically,
the sum of the rounded allocations will be slightly higher or lower
than the total to be distributed. SRS recommends allocating the
difference to the largest shareholder by lot. Our experience is that
the largest shareholder will not be concerned about a few cents’
difference, but the smallest shareholder will calculate their pro-
ceeds to the penny.
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8. Perfected Security Interest in Escrow Funds

We have seen a couple of escrow agreements in which one of the
parties wants to have a perfected, first priority security interest
in the escrow funds. This presents an inherent conflict with the
purpose of an escrow.

First, if the definition of merger

We do not believe it consideration is properly drafted,

is best practice for a arguably the escrow funds should not
be subject to any party’s bankruptcy
proceedings should that happen dur-
ing the escrow period. Second, the
escrow. escrow money is supposed to be in a
neutral fund that no single party to
the merger can control. This is in-
consistent with granting a perfected security interest in cash, since
that generally requires one of the parties to be granted a control
account agreement or to have possession of the cash. We are not
sure how to reconcile those conflicting objectives. If it is the buyer
that feels strongly about this, the parties should consider simply
doing a holdback rather than an escrow account.

buyer to be granted a
security interest in the

As a general rule we do not believe it is best practice for a party
to be granted a security interest in the escrow. In our view, this is
unusual, cumbersome and probably unnecessary.
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9. Tax Reporting and Payments to Employees

In most transactions, employee share-

holders (and vested options holders), Shareholder represen-
share in the proceeds of the merger tatives and company
and escrow. Paying those employee buyers need to be

shareholders in a merger can get a

little confusing. When distributions aware of the proper

are made at closing (or later on due tax treatment for each
to escrow releases or earn-outs), some shareholder participat-
employees receive their payments ing in escrows.

through the escrow/paying agent
while others receive payments from
the buyer, and still others receive payments from both. To add to
the confusion, some employees get 1099-Bs while others receive
W-2 tax forms, even after they leave the selling or buying company.

Why?

It all depends on how the employee received his or her shares.

If an employee is a shareholder who either purchased shares or
received shares and executed a Section 83b election, then any
merger-related payout generally is considered an “investment.”
Those employees usually receive payments through the paying/es-
crow agent, and the proceeds are reported on 1099-B tax forms.

In contrast, if an employee received restricted stock and did not
make an 83b election, or exercised vested options (or net-exercised)
at closing, then any receipt of funds is usually considered “compen-
sation”. As is true of other employee compensation, it generally
is paid via payroll and reported on the W-2 tax form, even if the
individual is no longer an employee when the payment is made.

Because of this distinction, shareholder representatives and com-
pany buyers need to be aware of the proper tax treatment for each
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shareholder participating in escrows (and other deferred payments
of merger consideration), and ensure that the routing of funds in
the merger and escrow agreements is correct and reported on the
appropriate tax forms. Typically that means that proceeds need-
ing to be treated as employee compensation will be routed back to
the surviving corporation for payment, while all other payments
can be made by the escrow or paying agent.

The parties also need to consider the
It can be more expen- economic implications of the classifi-
sive for a buyer to pay cation of the payment to the merged
the purchase price if company. As. a general rule, compen-

) . sation is subject to employer payroll
a portion of it is to be : . .

taxes, while capital gains or losses

treated as compensa- are not." The parties to the merger
tion. should be cognizant of the appropri-
ate tax treatment because it could be
more expensive for a buyer to pay
the purchase price if a portion of it is to be treated as wages. If a
portion of the purchase price is deemed to be compensation, the
parties should ensure that this is properly contemplated in the
agreements. We have seen transactions in which the buyer submit-
ted an indemnification claim for its employer payroll tax obliga-
tions, alleging that it constituted an undisclosed liability. Some
claims for employer payroll taxes will be submitted even when no
such obligation exists because it was assumed that such payment
must be treated as compensation. To avoid these problems, the
parties should carefully consider who is being paid in the merger,
determine how to classify those payments prior to closing, and
negotiate the economic deal regarding any related tax payment
obligations prior to closing.

! We note, however, that compensation related to a disqualifying disposition
of options might not be considered wages for the purposes of federal tax
withholding and employer payroll taxes.
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Finally, as address in the “Disbursement of Funds — Who Touches
the Money?” article above, the parties need to consider the me-
chanics of how any payments deemed to be compensation will be
made. Generally these need to be run through the Buyer’s payroll,
even if other payments are made directly from a paying agent.
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10. Taxation of Interest Earned on the Escrow
Actual vs. Imputed

During the life of the post-closing
The actual interest period, most escrows are invested in
earned in the escrow short-term, highly liquid instruments
is irrelevant for such as bank money market accounts
. or money market funds. Any invest-
determining taxable ment earnings generally are deemed
interest. taxable to the buyer. At the end of
the escrow period, assuming no claims
are made, the balance of the escrow
account is distributed to the selling shareholders, plus any invest-
ment earnings. As a result, it is not unusual for shareholders to
ask how much of the escrow distribution is related to interest. In
other words, how much of the distribution should be treated as
capital gain and how much is recognized as ordinary income?

In the current interest rate environment, it would be easy to say
“not much” is interest. Most escrows today are invested in ac-
counts paying 0.10% or less, and many pay no interest at all.
When it comes to the tax rules, it is not necessarily that easy
because of the rules regarding imputed interest and OID - original
interest discounts.

When a merger agreement includes a distribution of an escrow in
a future tax year, that transaction is often structured as an install-
ment sale. Further, unless the merger agreement calls for a speci-
fied rate of interest to be paid during the escrow period (which
most do not), the actual interest earned through the investment
choice is irrelevant for determining taxable interest. Instead, the
IRS requires the recipient to “impute” interest based on the IRS’s
own determination of applicable federal rates (so-called AFRs).
Therefore, while the escrow itself may have earned no interest, as
of January 2012, the IRS determined that the short-term AFR (less
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than three years) was actually 0.19%. This often results in more
of an escrow distribution being taxed as ordinary income than if
the investment earnings were based on actual interest earned.

Merger parties should also consider when investment earnings be-
come taxable. In most escrows, investment earnings are credited
to the account on a monthly basis, and most bank systems assume
that a taxable event has occurred at that time. The merger par-
ties may, however, want to discuss with their tax advisors whether
they can take the position that no taxable event has occurred at
such time because the funds remain “locked up” under the terms
of the escrow agreement. Therefore, the parties may assert that
there has been no constructive receipt of funds by either party (or
taxable event) until the escrow is distributed. If the parties wish
to avoid this possible ambiguity on proper income recognition
treatment, they should make it explicitly clear in the escrow agree-
ment that tax reporting and withholding, if necessary, should only
be done upon distribution and not when investment earnings are
credited to the account.

All of this is just another example of why it is important to under-

stand the transaction structure of your particular merger and to
seek expert tax advice.
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11. Distribution of Escrow Release Payments

At closing, most shareholders are
Have the distribution given an option when submitting their
payments default to letter of transmittal as to how they
want their merger consideration dis-
tributed — by check or by wire. We’ve
recently noticed that this choice does
not necessarily apply to payments
under the escrow agreement. In fact,
many escrow agreements specifically require payment by check for
distribution to shareholders.

what the shareholder
requests at closing.

Escrow banks seem to prefer issuing checks if left to their own
decision for several reasons that are good for them. Checks must
be deposited, which provides a signature verification mechanism
for the bank. In addition, banks are concerned about their liabil-
ity if an electronic payment goes awry. Probably most important,
checks generate additional float income for the bank. The parties
should ensure that the bank never issues cashier’s checks, especial-
ly for escrow releases and other payments subsequent to closing.
Cashier’s checks are “near cash” and there are special laws and
regulations regarding their negotiation. Among the problems with
this, they can be very difficult to cancel or stop payment if it is
later discovered that a mistake was made or a check was mailed to
a prior address. Therefore, they should be avoided for this pur-
pose.

Shareholders, in contrast, often prefer the convenience and imme-
diacy of electronic payments, especially those who have requested
a wire transfer at closing. This is especially true for shareholders
located outside the country of the escrow bank or those receiv-
ing a large amount. The combination of snail mail time and the
difficulty of negotiating checks in a non-local currency can signifi-
cantly delay receipt of good funds by foreign shareholders.
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To address these concerns, when negotiating escrow agreements,
SRS recommends having escrow release payments made by the
original paying agent and having the payment method default to
which ever method the shareholder requested at closing. It will
streamline the process and ensure that shareholder expectations
are met.
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“I was a shareholder representative in a merger
that ended up having issues surrounding the
working capital balances and inventory/
warranty reserves. I’'m not an accountant, but
felt like one after spending nearly ten hours a
week for several months trying to decipher what
happened and conducting interviews with all
former executives and investors.”

Anonymous Shareholder

Notes
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Working Capital Issues

Introduction

Working capital adjustments are common in merger agreements.
They are basically purchase price adjustments based on a specified
formula in the agreement. A high percentage of these adjustments
result in post-closing disputes for reasons including imprecise for-
mulas and vagaries of GAAP rules. Because of the large number
of issues related to working capital definitions and mechanisms,
we thought that they warranted their own section in this manual.

More specifically, many agreements adjust the closing date merger
consideration upward or downward based on a good faith esti-
mate by the target company as to its closing date working capital.
Other agreements use a threshold amount for that determination.
When these estimates or thresholds are made, there is typically

a timeframe after closing for the buyer to close the books of the
target company and determine the actual net working capital as
of the closing date. Once determined, the merger agreement may
provide for a true-up process with an opportunity for the share-
holder representative to review, approve, or dispute the buyer’s fi-
nal closing date balance sheet and net working capital calculation.

Working capital adjustments are meant to be true-ups of accounts
between what was known at closing and what becomes known
during the days subsequent to closing as the buyer performs a
formal close of the target company’s books and records. For ex-
ample, at closing the target company may not know its sales in the
few days before the closing date, employees may submit expense
reports late, or vendors may submit final bills for pre-closing ex-
penses subsequent to the closing date. The buyer then has time to
review these items and make closing date adjustments, subject to
the rules and procedures specified in the merger agreement.
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In order to minimize the potential for disputes related to working
capital adjustments, we offer the following comments to use in
merger agreements.
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1. Indemnification Claim OR Working Capital Adjustment?
0SlI Systems v. Instrumentarium

There are several potential claims
for losses under a merger agreement Working capital claims
that the buyer could bring as either a typically are not sub-

working capital adjustment or a claim ject to indemnification

for indemnification. For instance, if
. . . baskets or caps, but
the selling company failed to disclose

the existence of a short-term contrac- claims of breaches
tual liability, the buyer could likely of representations or
claim either that this should reduce warranties are.

the calculation of the closing working
capital balance, or that it is a breach
of a representation or warranty entitling the buyer to compensa-
tion for damages. The question arises as to whether the buyer
should in all circumstances have full discretion over its choice

of remedies, or whether there are limitations as to which type of
claim may be brought under various circumstances. The practical
difference is that working capital claims typically are not subject
to the indemnification baskets or caps, but claims of breaches of
most representations or warranties are.

This issue was addressed by the Delaware Chancery Court in OSI
Systems, Inc. v. Instrumentarium Corporation." In OSI, the buyer
tried to bring a working capital claim that would have resulted

in a 54% adjustment to the purchase price. Much of the adjust-
ment it sought was based on the buyer’s allegations that the selling
company used improper accounting principles in preparing its esti-
mated closing balance sheet. The court found that working capital
adjustments should be limited to changes in the amounts of work-
ing capital applying consistent accounting principles, and that any

L OSI Systems, Inc. v. Instrumentarium Corporation, 892 A.2d 1086 (Del. Ch.
Ct. 2006).
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claims alleging that such principles were improper or inconsistent
with GAAP must be brought as indemnification claims.

This ruling is important for merger parties and their advisors

to consider in drafting merger agreements and in the event of

a dispute related to working capital. If a dispute arises, the
attorneys representing the shareholder representative or the selling
shareholders may want to argue that the scope of issues that an
independent accounting firm is permitted to consider is limited,
and that it must apply the accounting principles used by the
selling company at closing.

Additionally, we suggest that the parties should strongly consider
making clear what adjustments they desire to permit as working
capital adjustments in their merger agreement. That is, specify in
the merger agreement whether working capital adjustments are
permitted only to the extent of any changes that occur if consistent
principles are applied and whether any claims that such principles
are improper can be brought only as indemnification claims.

82 - Tales from the M&A Trenches



2. Working Capital Adjustment AND Indemnification Claim?
No “Second Bite at the Apple”

What happens if working capital adjustments are determined
through the dispute process to be invalid adjustments, and the
dispute resolver (e.g., independent accounting firm, mediator or
arbitrator) rules in favor of the selling shareholders? Should the
buyer be able to revisit the issue as a breach of a representation or
warranty?

A buyer may argue that a “second
bite at the apple” is allowable because Counsel especially fa-
there could be claims knocked out of miliar with accounting
the working capital calculation that issues should help de-
still constitute a breach of a represen- fi .

. . ine the circumstances
tation or warranty. For instance, an ) ) )
independent accountant may have de- in which a claim may
termined that a liability should not be be denied under the
included in working capital because working capital provi-
itisa long—t.ern? .hablhty rather than a sions, but might be
short-term liability. It could, however,
still be a breach of a representation if
it is a liability that was not properly
disclosed. In this case, the accoun-
tant’s determination should not preclude the buyer from bringing
an indemnification claim.

properly indemnifiable.

On the other hand, their determination made in connection with
the working capital dispute process may be that the buyer’s posi-
tion is factually invalid. The buyer, nevertheless, might bring, or
threaten to bring, the same issue as an indemnification claim. This
is basically a way to get a free appeal on the accountant’s ruling.
Note that it is very difficult for the shareholders to do the same
thing when they lose on a working capital issue, because there
typically is no second venue to have the issue reviewed again
under the merger agreement.
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In order to address this issue in merger agreements with working
capital adjustments, consider adding language such as this:

In the event that Buyer believes there are any facts or circum-
stances that are the basis for any adjustments to the [Prelimi-
nary Working Capital Statement]| delivered by the Company
at Closing, Buyer shall be permitted to pursue a remedy based
on such facts or circumstances either as an adjustment to the
Preliminary Working Capital Statement (“Adjustment”) or as
an indemnification claim, but not both, other than as set forth
below. Nothing in the preceding sentence shall prevent Buyer
from bringing an indemnification claim based on the same
facts and circumstances as a proposed Adjustment if a final,
independent determination is made that (i) the proposed Ad-
justment is not proper based solely on the long-term or short-
term nature of the applicable asset or liability, (ii) the proposed
Adjustment is not being considered in connection with Work-
ing Capital because it is determined to be a legal issue rather
than an accounting issue or (iii) | /.

Alternatively, a seller may negotiate for language that provides for
an election of remedies by the buyer, so that if a working capital
adjustment is sought, there is no indemnification available for the
facts underlying the notice of purchase price adjustment.

Counsel especially familiar with accounting issues should help
define the circumstances in which a claim may be denied under the
working capital provisions, but might be properly indemnifiable.
While many auditors are not familiar with these issues, account-
ing firms often have specialized technical groups to handle such
problems. When drafting a provision along these lines, we suggest
that you seek this specialized level of expertise, which is normally
beyond a discussion with the individual who handles the
company’s audits.
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3. Definition of Working Capital

Working capital can be both more and

less than meets the eye. Intuitively it We believe that net
seems sufficient to calculate net work- working capital is
ing capital as the difference between based on the com-

current assets and current liabilities as

determined according to GAAP and pany’s final closing

the historical practices of the target balance sheet, and
company. The reality, however, is that not the buyer’s open-
GAAP provides no single answer on ing balance sheet.

many accounting issues. Moreover,
the company whose financials are
being dissected may have changed its
accounting policies over its life. Many controversies come down to
differences between the company’s accounting policies and those
of the buyer when a buyer comes to believe post-closing that the
target company’s accounting policies were incorrect or improper.
Conceptually, we believe that net working capital should be
thought of as the company’s final closing balance sheet, and not
the buyer’s opening balance sheet.

In order to provide clarity to both the buyer and the shareholder
representative, consider the following suggestions for preparing
the final closing balance sheet and the net working capital
calculations:

1) Attach as an exhibit to the merger agreement a particu-
lar set of financial statements, and note that the final closing
balance sheet should be determined with the same accounting
policies and procedures used in the preparation of the exhibit.

2) Do not define assets and liabilities merely by customary

account names. Include as an attachment the company’s chart
of accounts, with account numbers, and define inclusions and
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exclusions to working capital by specific account name
and number.

3) Include as an exhibit specific accounting procedures and
policies used to determine any estimates or cut-offs, such as
inventory reserves, allowances for bad debts, or accrued li-
abilities. Often these policies may already be documented in
the notes to the company’s audited financial statements.

In summary, be precise to avoid future disputes. The parties’ at-
torneys and accountants need to work intensely and cooperatively
to try to ensure that the merger agreement specifically defines
how to treat issues that may have accounting rule ambiguity, or in
which management made judgment calls prior to closing.
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4. Beware of Non-Cash ltems, Especially Deferred Tax
Assets and Liabilities

Net working capital is supposed to represent those assets and li-
abilities that are expected to have a short-term impact on cash and
equity. Current assets are generally those that are expected to gen-
erate cash within twelve months. Current liabilities are generally
those that are expected to use cash within the same time frame.

Looking at the name alone, most
people think that deferred tax assets We have seen large
and liabilities refer to expected tax adjustments made to
refunds or taxes due. Deferred tax as-
sets and liabilities, however, are not the
actual taxes, but simply an accounting

the purchase price for
reasons that will never

concept. They refer to “timing differ- affect the combined
ences,” an accounting term used to company’s actual
describe a situation in which certain cash position or value.

revenue and expenses are recognized
differently for tax purposes and book
purposes, and are non-cash in nature. Even though they may be
classified as short-term on the balance sheet, the calculation is de-
rived from the classification of the underlying asset or liability that
has the timing difference for tax purposes. It does not necessarily
follow that the deferred tax asset or liability will have any impact
on cash within twelve months, or ever.

SRS recommends that the parties to a merger go line by line
through the target company’s chart of accounts to determine
which items impact the value of the business, and therefore should
be included in working capital calculations, and which do not.
Non-cash items, such as deferred tax assets and liabilities, often
should be specifically excluded from the definition of working
capital in merger agreements. If they are not excluded in your
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transaction, pay special attention to their anticipated impact on
determining the estimated balance sheet or any target level of net
working capital. Otherwise, one of the parties might find the eco-
nomic deal changed for reasons that do not make sense. We have
seen large adjustments made to the purchase price for reasons that
will never affect the combined company’s actual cash position or
value. This result can be hard for selling shareholders or the buyer
to countenance, especially if they realize the impact after it is too
late to change.
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5. Buyer’s Obligation to Provide Access to Books and Records

Working capital adjustments can be

very complicated. The buyer has Buyer will use reason-
information and resource advantages able efforts to provide
because it controls the books and access to the books

records, typically has. large internal and records of the
and external accounting teams, and

typically has 60 to 90 days follow- Company electronically.
ing closing to prepare its report. In
contrast, the shareholder representa-
tive usually has 20 to 30 days to answer, does not have control of
the applicable files and typically has limited accounting resources
available. Therefore, it’s important that the agreements set forth
terms that will work for both sides in a way that does not prolong
the process unnecessarily but provides for sufficient time to com-
plete the applicable tasks. Since the shareholder representative
generally has fewer resources and limited access to materials, it is
important that the process also contemplates a level of coopera-
tion between the parties.

Two critical additions are included in the language below to try to
address this:

The Representative shall be granted access during business
hours to the books, records and accounting work papers of
the Company to conduct its review, and the Buyer shall use
commercially reasonable efforts to respond promptly, in good
faith and as fully and accurately as is reasonably possible to
inquiries from the Representative related to such review. Buyer
will use reasonable efforts to provide access to the books and
records of the Company electronically, and shall transmit
financial statements, general journals and trial balances of the
Company and its subsidiaries in formats such as Excel spread-
sheets, or searchable Word or pdf documents.

Pre-Closing Practices to Mitigate Post-Closing Risks - 89



If the underlined portions are omitted, a shareholder represen-
tative could find itself unnecessarily burdened in attempting to
prepare a response. A buyer could respond to a representative’s
request for additional information by simply saying, “You can
have access to the files if you’d like, but we’re not going to have
our people spend any time on this. Oh, and by the way, the files
are in 17 different countries. Please let us know what you’d like
to see.” While that may sound outrageous, it is an answer that
we have received. This tends to lead to disputes that should have
been avoided.

It is also helpful if the buyer has an obligation to make its people
and former employees available to answer questions. For in-
stance, if the files are hundreds of pages of paper, the representa-
tive will want to be able to ask the buyer to point to certain calcu-
lations or data rather than searching for a needle in a haystack.
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6. Consequences of Buyer Not Delivering Adjustment

Statements

A typical working capital section contains language along the lines

of the following:

a. At closing, Seller shall deliver its working capital statement.

b. As soon as possible following closing, but within 60 days
thereof, Buyer shall deliver notice of any adjustments to that

statement.

c. The Shareholder Representative shall then have 20 days
to dispute any of the adjustments. If the Shareholder Repre-
sentative fails to respond within such time period, it shall be
deemed to have accepted Buyer’s calculations.

d. Once there is a final agreed-upon figure, appropriate pur-
chase price or escrow adjustments will be made.

One related detail that is often left un-
clear is what happens if the buyer fails
to deliver the notice of adjustments
within the required time frame? Has it
forfeited its right to do so? If so, does
that mean that the working capital
statement delivered by the seller at
closing is the final statement, and that
the buyer has no right to object to it?

If the buyer fails to
deliver the notice of
adjustments within the
required time frame...
has it forfeited its right
to do so?

Most buyers will object to that conclusion. Their position will be
that if they deliver their calculations late, the selling shareholders
are only entitled to any damages resulting from the late delivery.
This rarely would result in any identifiable damages. This es-
sentially could give buyers the right to deliver their calculations

within any reasonable timeframe.
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The parties should consider whether that is the outcome they
desire. There is an argument that both parties should be obligated
to meet the agreed upon timeframe rather than there being con-
sequences if one side misses their deadline but no consequences if
the other side does so.

To avoid this issue, consider adding a sentence to the merger
agreement that specifically says something like this:

If Buyer fails to deliver notice of any adjustments within such
day period, the Shareholder Representative shall have the
right, at its election, to either (i) determine that the Working
Capital Statement delivered by the Seller at Closing shall be
deemed for all purposes hereunder to be the final statement
for purposes of calculating the [Closing Working Capital Bal-
ance|, and such determination shall be binding on the Buyer
with the Buyer having no further rights to object or require
adjustments thereto or (ii) require the Buyer to deliver such
Working Capital Statement within ten (10) days of the
Shareholder Representative’s demand therefor.

Note that which of these options the shareholder representative
elects to choose will likely depend on whether the price adjust-
ment is one-way or two-way (meaning is it an adjustment that can
only decrease the purchase price or is it an adjustment that can
increase or decrease the purchase price). If it is a two-way adjust-
ment mechanism, the shareholder representative may demand that
the Buyer deliver the statement if it thinks a positive price adjust-
ment will result.
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7. Additional Response Time if Adjustments are Substantial

Buyers typically have 60 to 90 days following the closing date to
finalize a proposed closing date balance sheet, working capital ad-
justments and net working capital calculation. In contrast, under
most merger agreements, the shareholder representative may have
only 20 or 30 days to review, research and approve or object to
that submission.

It typically takes longer for a shareholder representative to review
working capital calculations when material adjustments might

be made, because both the number of issues and the complexity
of such issues tend to increase as the amount of the adjustment
gets bigger. To address this, consider adding additional time for
the shareholder representative’s review of the buyer’s calculations
when the adjustment being sought is in excess of a certain thresh-
old. We would suggest language along these lines:

In the event that Buyer shall deliver an Adjusted Working
Capital Statement to the Shareholder Representative, then the
Sharebolder Representative may dispute any item or amount
set forth in the Adjusted Working Capital Statement at any
time within thirty (30) calendar days following receipt of the
Adjusted Working Capital Statement; provided, however, that
such response period shall be increased to sixty (60) calendar
days in the event that the Adjusted Working Capital Statement
delivered by Buyer would, if accepted, result in a Shortfall
Amount of more than [§ ].
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“Trends [related to venture-backed exits]
emerge and evolve over time based on many
economic and industry-specific factors. The
venture industry has embraced the need for an
experienced, stable shareholder representative
that will remain dedicated for years into

the future”

Mark Heesen

President, National Venture Capital Association

Notes
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Miscellaneous

Introduction

In this section are flags and best practices that don’t fall squarely
within one of the other sections. Although each may appear

to stand alone, all are issues that we see come up repeatedly in
merger transactions.
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1. Selling Your Company May Require Multiple Law Firms

Typically, M&A deals have been negotiated by two law firms—one
for the buyer and one for the selling company. Recently, however,
we’ve seen a trend toward having a separate firm that represents
the interests of a stockholder or group of stockholders.

The stockholders will do this for a couple reasons. The first is to
ensure that their interests are fully protected with respect to issues
such as how merger proceeds are distributed, whether third par-
ties are receiving payments that could reduce the amount paid to
stockholders, and what liabilities are being assumed by the stock-
holders or their representatives in connection with the transaction.

The second reason for separate stock-
We've seen a trend holder counsel is to ensure that at
toward having a sepa- least one of the attorneys who repre-
rate firm that repre- sented the sell-side in connection with
. the deal will continue to be available
sents the interests of to the shareholders after the closing
a stockholder or group of the transaction.! The selling com-
of stockholders. pany’s attorneys may be conflicted out
from assisting the selling stockholders
after closing. The company (rather
than the stockholders) was that firm’s client, and that client was
merged into the buyer, which means the buyer may own that
attorney-client relationship after closing. In contrast, a lawyer
who represented the stockholders in the deal will not have any
such conflict.

Similarly, the question has been raised as to whether the party
agreeing to serve as the shareholder representative following

I Refer to the article, “Waiving Conflict of Seller’s Counsel,”

for more information on this topic.
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closing should be separately represented. Whoever assumes that
job is taking on significant responsibility and potential liability
and should make sure they fully understand and agree to the
terms applicable to them in the agreement. While seller’s counsel
may consider it part of their job to negotiate for favorable terms
applicable to the shareholder representative in some cases, the rep-
resentative typically is not their client. In fact, the interests of the
representative are to some degree in conflict with the interests of
their client (or the beneficial owners of their client) on issues such
as the level of indemnification the representative receives from the
selling shareholders and the duties the representative owes to such
shareholders. We have seen several agreements in which the final
document contained terms that, in our view, representatives never
should have agreed to and likely would not have had they been
separately represented in the negotiating process.

Our suggestion is that anyone considering serving as the represen-
tative on a volunteer basis should tell the company that their will-
ingness to possibly take the job is dependent on them first being
represented by separate counsel in connection with the negotia-
tions, and that they will expect the company to be responsible for
payment of the related legal expenses regardless of whether they
eventually agree to accept the position. Even with separate repre-
sentation, the person may elect not to accept the position, but the
separate representation should be a condition to be met before
other factors will even be considered. This should be acceptable to
the company because having a strong representative is in the best
interests of all of its shareholders, and this should be a necessary
step in making that happen.
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2. Shareholder Releases and Letters of Transmittal

Any time a board or the majority
Even with good exits, shareholders approve the sale of a
a shareholder can al- company, they run some risk that an

bjecting shareholder may sue them
ways tr rgue th objecting y
ays try to argue that for an alleged breach of fiduciary

the company could duties in taking that action. While
have done better. a number of steps can be taken to
significantly reduce this risk, it typi-
cally cannot be eliminated entirely.
Even with good exits, a shareholder can always try to argue that
the company could have done better. Recent cases, such as In re
Trados,! are concrete examples of the litigation risks inherent in
approving mergers.

To address these risks, some practitioners put release language in
the letters of transmittal that shareholders must execute in order to
receive their merger consideration. Proposed language would say
generally that the signing shareholder releases the board, the other
shareholders, the selling company, the buyer, and everyone else
related to the deal, from any and all claims related to the merger,
and waives any right to bring a suit related to the transaction.

While that language has obvious appeal for the parties tasked with
considering whether to approve the transaction, there are some
potential challenges. First, it works only if a shareholder sends

in his or her letter of transmittal. If a shareholder is not getting
consideration in the transaction, or feels that the consideration is
insufficient, he or she likely will not agree to a release. Second, it
is questionable whether a company can withhold merger consider-
ation that a shareholder is entitled to receive if that shareholder

U In Re: Trados Incorporated Shareholder Litigation, No. 1512-CC (July 24,
2009).
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does not agree to sign a release that there is arguably no obligation
to sign. This will put the parties in a difficult spot if the sharehold-
er demands the money but will not agree to any release of claims.

The third reason is related to the

second. If a shareholder is entitled to Put a term in the
receive merger consideration regard- agreement that says a
less of whether he or she signs a portion of the merger

release, the shareholder could argue
that the release is not enforceable even
if signed, because of lack of consid-

consideration is being
paid in exchange for

eration. In other words, it can be the acquired shares,
argued that the shareholder agreed to and a portion is being
the burdens of a release but got noth- paid in exchange for

ing in return that he or she was not al-
ready entitled to receive. One possible )
fix to provide greater comfort on these parties.
issues would be to specifically state
in the merger agreement that each
shareholder’s right to receive its portion of the merger agreement
is subject to its execution of a letter of transmittal that contains
the desired release language. A shareholder could potentially chal-
lenge this requirement, but most will not. A more aggressive ap-
proach would be to add a term in the merger agreement that says
a portion of the merger consideration is being paid in exchange
for the acquired shares, and a portion is being paid in exchange
for the release of all parties as sought by the buyer. This is similar
to transaction structures in which the buyer requires a portion of
the purchase price to be considered as payment in exchange for
noncompetition agreements from the shareholders to ensure their
enforceability.

the release of all

If you are considering adding a release to a letter of transmittal,
the implications should be reviewed by tax and corporate counsel.
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3. Contribution and Joinder Agreements

Recently, we have seen more transactions in which the acquiring
company requires the selling shareholders to enter into side agree-
ments to ensure that certain terms of the merger agreement are en-
forceable against them. Since selling shareholders generally do not
sign merger agreements, there have been questions as to whether
some agreement terms can be fully enforced. To mitigate any risks
associated with this potential ambiguity about enforceability, the
parties will sometimes resort to one of several solutions.

One simple method, although leaving

some lingering question as to enforce-
ability, is simply to require each share-
holder to deliver a letter of transmittal
that contains terms saying that the

Recently, we have seen
more transactions in
which the acquiring

company requires the
selling shareholders to
enter into side agree-
ments to ensure that
certain terms of the
merger agreement are
enforceable against
them.

shareholder agrees to be bound by the
terms of the merger agreement. The
potential issue is whether a share-
holder could later claim that this term
should not be enforced because it was
buried in a document that should

do nothing but serve to deliver their
stock, that it was in 6 point font, etc.

To add a higher level of protection,
the parties can use joinder or contri-

bution agreements. Joinder agreements are generally agreements
in which individual shareholders specifically agree that they will
be subject to all or certain terms of the merger agreement. These
agreements may contain additional obligations that the buyer
requires of major shareholders, such as voting agreements.

Contribution agreements are generally agreements in which the
shareholders agree that if any shareholder pays more than its pro
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rata share of any post-closing liability, the other shareholders will
reimburse the paying shareholder as necessary so that the net
result is everyone being responsible for their pro rata portion.
This tends to be important if the shareholders are jointly and
severally liable for any obligation.

The primary downside to using either of these agreements is that
it adds time and cost to try to get them signed individually by a
number of shareholders prior to closing. This is especially true if
there are any shareholders who push back or want to make com-
ments to the documents. If any shareholders are receiving little
or no consideration in the transaction, they may not be inclined
to be terribly cooperative in reviewing and signing any additional
agreements.

Whether side agreements such as these are necessary or advisable
is a difficult analysis that must be done on a deal-by-deal basis.
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4. Why Your Governing Documents May Not Work

A lot of venture firms have been

Many portfolio compa- disappointed recently to discover that
ny charters don’t work their older portfolio company charters
that well in addressing do not work as well as they would
have hoped in addressing how money
should be split among the shareholders
when the company is sold. Many of
holders when the those documents contain a provision
company is sold. that says that the preferred sharehold-
ers can either take their liquidation
preference or take the portion of pro-
ceeds they would get if they converted their preferred shares into
shares of common stock, but not both. This is the so-called “non-
participating” preferred stock, but a similar issue can arise if the
preferred stock participates up to a cap. This creates a problem if
a sale contains a large amount of contingent consideration because
the preferred shareholders may be stuck with the difficult choice of
either (i) taking their preference from the payment made at closing
but forfeiting the right to fully participate in the upside potential of
possible future payments or (ii) converting to common stock and
not getting all of their money back at closing in hopes that enough
of the subsequent payments are made to make them better off.

how money should be
split among the share-

It can also raise an uncertainty as to whether the preferred share-
holders should have a portion of their merger proceeds subject to
the terms of the escrow, or what their pro rata portion of such risk
should be. Common shareholders may believe that all contribu-
tions to the escrow account should be made pro rata based on
gross merger proceeds receivable by all shareholders while pre-
ferred holders may think that any losses from the escrow should
come solely from the common if they would otherwise result in
the preferred holders getting less than their full preference.!

U See “The Problem with Pro Ratas” article.
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The acquiring entity may have no opinion on this or may prefer
that the preferred holders have a pro rata stake in the escrow to
ensure that the largest shareholders (who likely have representa-
tives on the Board) have “skin in the game” with respect to the
escrow and the quality of the representations and warranties.

The typical forms of company formation documents have been
widely used in the industry for decades. They have now been
improved, but may still exist with some companies. Why have
these potentially problematic formulas been broadly accepted
for so long?

It’s not totally clear, but there are a
few explanations that seem to make Investors and entrepre-
sense. First, the parties may not want neurs should discuss
to navigate these issues when con-
summating a financing of a portfolio
company. They may view these risks

allocation of sale
proceeds at the invest-

as somewhat remote or may want ment stage to avoid
to stick with more material issues to inter-shareholder con-
start the relationship with the entre- troversies when trying

preneur on favorable terms. In other
words, the parties pick their battles
and choose to punt on these issues.
Second, some of these forms were
originally drafted when the pooling of interests accounting rules
were still live. Under those rules, the contingent consideration
component of a deal couldn’t be very large for the transaction to
still qualify for pooling treatment. Therefore, the difficult issues
described above didn’t come up very often. Third, during the dot
com boom, venture firms were not that interested in the exits that
just got them their money back or a small return. The venture
model focused on having a portfolio with a few home runs, and
frankly, nobody focused much on the singles and doubles. Singles
and doubles are much more important in today’s model.

to finalize a merger.
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The major law firms serving the venture community have terms in
their standard forms that can address these issues, but on many
deals they are not used. While the issues may seem insignificant
(and maybe not even contemplated) when term sheets are negoti-
ated, they can be become tricky. Investors and entrepreneurs
should strongly consider having this discussion at the investment
stage to avoid having to deal with inter-shareholder controversies
when trying to finalize a sale or merger of the company.

The company and investors should also review other corporate
documents that might come into play after closing, such as op-
tions plans and confidentiality agreements executed by key em-
ployees, directors and shareholders.

Option Plan Issues

While the provisions of the merger agreement usually address

the treatment of company options and warrants, holders of such
securities typically do not sign the merger agreement, any related
consents or letters of transmittal. In order to address this, the
company might consider including language in their warrants,
option plan and option grants that states that as a condition to the
receipt of the security, the recipient agrees that the instrument will
be subject to the terms of any merger agreement or similar trans-
action the company may enter into, including providing explicit
consent to the appointment of a shareholder representative that
will be authorized to act on the recipient’s behalf with respect to
their interest in any escrows or contingent consideration.

Confidentiality Agreements

Companies typically require their staff to execute employee inven-
tion and confidentiality agreements. In addition, similar confiden-
tiality agreements may be executed between the company and its
directors, consultants and independent contractors. At closing,
the beneficiary of this confidentiality obligation transfers to the
buyer as the new owner of the target company. When a claim
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arises, we have seen buyers assert that former employees, direc-
tors, contractors and shareholders have a duty of confidentiality
and cannot discuss the issues and facts arising from the claim
with the shareholder representative, counsel or even amongst
themselves.

While we believe that employees, directors and shareholders
should be able to defend against claims during the claims dispute
process through their agents and counsel, companies and investors
are advised to review their forms of confidentiality agreements,
and may consider adding language to specifically permit disclosure
of confidential information to shareholder counsel and the
shareholder representative if the company is acquired and a
post-closing dispute arises.
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5.  Your Relationship with Your Shareholder Representative

What should selling shareholders expect from the person or entity
they elect to serve as their shareholder representative following the
closing of a sale of the business? What functions should the repre-
sentative perform on behalf of the group it is representing? His-
torically, the parties assumed the answer was “not much.” The
representative typically assumed there was nothing to do unless
the buyer made a claim, and the shareholders usually expected not
to hear much until the final disbursement of any remaining escrow
balances unless they asked a specific question (and maybe not even
then).

Recently, however, many shareholders have come to expect more.
At a high level, shareholders need to have confidence that the
representative (i) has the experience and expertise to protect their
interest and (ii) is established and stable enough to know they
will continue to be there until the multi-year process is completed.
Anyone agreeing to serve as the representative should view it as a
serious responsibility. The shareholders expect that such person
will diligently look after their interests and keep them informed as
to the status of their remaining financial stake in the transaction.
Specifically, the shareholders should ask the representative to com-
mit to performing the following tasks and should believe that the
representative has the following traits:

1) Commitment and Resources. The representative should

be committed to actively managing the post-closing process.
This includes making sure the person has enough time and the
appropriate resources available to devote to any issue that may
arise rather than giving it minimal attention. This also means
getting comfort that the representative will be responsive to
shareholder questions and requests. Shareholders often need
information following closing for reporting, audit responses or
other similar matters. They need to know their representative
is not going to ignore their emails.
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2) Experience. The representative should have experience
managing similar transactions and the types of issues that may
arise, including substantial experience managing complex in-
demnification claims, earnout disputes and working capital ad-
justments. Ideally, the Representative would have experience
with both legal and accounting issues as these are the types of
matters that tend to arise most frequently.

3) Stability. Representatives are often tasked with maintaining
files related to the transaction. The shareholders need to know
their Representative is well established and organized and is
not likely to change jobs or otherwise quit or go away in the
middle of the post-closing process. If the representative chang-
es jobs (or the point person for an institutional representative
leaves), they are unlikely to remain focused or committed to
the remaining tasks of being a representative.

4) Management of Disputes. This is the most important re-
sponsibility of a representative. The representative should have
experience with investigation, negotiation, and dispute resolu-
tion and should have the resources available to thoroughly
protect shareholders’ interests.

5) Independence. The representative should not work for the
buying company, a law firm, have another job or have team
members with other jobs. If they do, they will have conflicts
and competing demands on their time.

6) Term Tracking. The representative needs to understand
and record the important terms of the transaction for ready
availability should an issue arise or a shareholder have a ques-
tion. The representative also needs to know what rights were
negotiated on behalf of the sellers to ensure no such rights are
inadvertently forfeited or forgotten.
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7) Disbursement of Proceeds. The

When considering who Representative needs to have the abil-
should serve as your ity to track each shareholder’s inter-
shareholder represen- est in escrows or earn-outs to ensure

tative, you should have
a conversation regard-

funds are promptly and correctly
distributed at the appropriate time.
This can be difficult if there are large

ing the expectation of numbers of shareholders or option-
the relationship. holders, so the Representative must
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have the appropriate administrative
capabilities. The task is even more
complicated if withholding is required.

8) Shareholder Reporting and Responsiveness. The sharehold-
ers should expect the Representative to keep them reasonably
informed should any issues arise that could impact the timing or
amount of any applicable payments. Periodic reporting should
be requested as well so the shareholders understand whether
there have been any changes to their economic interests.

9) Taxes. Merger agreements may require the Representa-
tive to perform tax reviews or to prepare and file certain tax
returns. Some agreements also require the Representative

to prepare tax forms such as Form 1099 for mailing to the
shareholders. The shareholders should have comfort that the
Representative has the skills and resources necessary to com-
plete such tasks.

10) Date Tracking. The Representative should have processes
and systems in place to track any important dates related to
the transaction to ensure no such dates are missed. These dates
can occur years into the future, so it is critical that the Repre-
sentative’s systems are sophisticated and will be maintained
for long periods. It is not enough to just enter a few dates
onto a laptop.
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11) Account Reconciliation. The Representative typically
will get monthly bank statements from the escrow bank. The
shareholders need to know that such statements will be care-
fully reviewed to ensure they are accurate and that no unau-
thorized charges have been made.

When considering who should serve as your shareholder repre-
sentative, you should have a conversation regarding the expecta-
tions for the terms of the relationship. Significant dollars are often
involved, and frustration or problems can arise when the Repre-
sentative has a very different vision of the job from that held by
the shareholders.
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6. Sales Taxes: Whose Tax is it Anyway?

One type of indemnification claim that SRS sees repeatedly relates
to sales tax exposure of the target company. These claims tend to
be complicated because they often involve an assessment of the
target company’s interactions with customers in multiple states
and the application of each state’s tax laws.

Additionally, the exposure on these claims can be significant
because tax issues, including sales tax, generally fall outside of the
standard limitations of time or amount provided for in the indem-
nification sections of the merger agreement. That means that the
indemnification obligations of the shareholders may extend well
beyond any escrow period, may not be subject to a basket or caps
generally applicable to other kinds of claims.

Because the analysis is so difficult, buyers often are uncertain what
the exposure might be after closing. After taking over the compa-
ny, they may learn that the target company was selling its products
or services in many states and that sales taxes were not collected.
Often, the buyer may know nothing further and might assert an
indemnification claim for estimated or uncertain damages. In most
cases, the buyer just wants to ensure that it will not suffer penal-
ties or losses should there be noncompliance with any tax laws. If
the representative is able to demonstrate that less is owed in taxes,
the buyer is usually happy to reduce the amount of the indemni-
fication claim. The problem is that many representatives have no
idea where to start in trying to navigate this mess. Below is our
outline of the issues to consider in attempting to reduce this sales
tax exposure should you find yourself in this quandary.

1. Whose tax is it?

The first question to ask is whether any tax that may be due was
or is the responsibility of the target company. Under most state
laws, and as stated in most sales contracts, taxes on the purchase
of goods (and, in some cases, services) are the responsibility of the
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purchaser. Failure to collect sales taxes may result in penalties and
interest assessed against the vendor, but, in the end, the purchaser
generally is responsible for the payment of the applicable taxes.

2. Has the Statute of Limitations Period Expired?

The shareholder representative should get a detailed account on
a state by state basis to determine where the buyer believes it has
potential exposure and for what tax years the buyer believes such
exposure exists. In some cases, the statute of limitations for sales
tax collection may have already expired, and no further action is
required for those tax periods. This can quickly narrow the scope
of the exposure and open issues.

3. Does Nexus Exist?

In other cases, the target company may have had no sales tax
nexus. In states where the vendor has nexus (typically where (i) it
has a physical location; (ii) there are resident employees working
in the state; (iii) the business has real or personal property in the
state, or; (iv) there are employees who regularly solicit business in
the state), the vendor may have the responsibility to collect sales
tax as an agent of the state. Simply selling a product or service in a
state does not itself mean there was a collection obligation.

In states where the vendor does not have nexus and, therefore,
typically has no obligation to collect sales tax, the purchaser might
still have the obligation to pay taxes on its taxable purchases. The
obligation to report those purchases and pay use tax falls on the
purchaser and not the vendor. Nexus is, however, quite complex,
and it is not unusual for emerging companies to inadvertently trip
the nexus requirement and not realize that it had an obligation to
collect taxes on its sales in other states.

4. Who was the Purchaser of the Goods or Services?

Even if it is determined that nexus did exist and the statute of limi-
tations has not expired, there still may be no sales tax exposure.
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Many sales are exempt from sales tax in specific circumstances.
For example, if a customer is a reseller and does not consume the
product, the sale might be exempt from the requirement to col-
lect and remand the tax. Certain other customers, such as schools,
may be exempt from sales tax in some jurisdictions. Lastly, certain
products and services might also be exempt, such as training or
hardware and software maintenance. It is important to perform an
analysis of each purchaser and each invoice. Reseller certificates
from purchasers exempt from sales tax may be in the target com-
pany files or can be obtained from the purchaser as evidence that
no sales tax was due.

5. Did the Purchaser Already Pay the Tax?

Prior to paying sales tax on any particular sale, the parties should
contact the customers to see if they have already paid the appli-
cable use tax. Many corporate purchasers will pay this tax even if
the seller fails to collect the related sales tax. If the purchaser has
done so, no further tax should be owed. If it has not, the target
company should first try to collect the sales tax. The easiest way
to do this is to re-invoice the customer assessing sales tax against
taxable items, but reflecting that the invoice was partially paid.
Included with the invoice should be an affidavit for the customer
to confirm whether they had separately paid use tax on the pur-
chased items. Any sales tax received can be remitted to the taxing
authority taking advantage of amnesty and other provisions to
minimize or abate interest or penalties on late filing and payment.

The bottom line is that the potential tax liability can often be
reduced significantly if the related facts are investigated and the
proper steps are taken to mitigate the exposure. When going
through this process, it is important to note that supporting detail,
including exemption and resale certificates, invoices and other
records must be available to defend the company in the event of a
sales tax audit. Without proper documentation, a vendor can be
held liable for tax not collected from a customer.
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7. In Earn-outs, Focus on Qutcomes Rather than Milestones
Envisioned Today

When companies develop their product or service, there tend to be
many unpredictable turns in the road. Companies start down one
path, figure out that a different strategy makes more sense, and
make appropriate changes. While this seems obvious, it is surpris-
ingly difficult to account for when the parties negotiate and define
the terms of earn-outs. We often see earn-out provisions with
deadlines or specific requirements that appear to be one way, but
not the only way, to reflect the value of the business acquired.

The result is that earn-outs sometimes are technically missed but
for reasons that are caused by changes in business strategy that do
not necessarily mean that the buyer is not getting the value sought
from the company purchased.

This is especially true in life sciences transactions because the
earn-outs in those transactions tend to be long and complex, and
it is much more common for those development and regulatory
plans to change over time than for them to play out as planned.
For instance, the parties might determine at the time of closing
that a milestone payment should be made upon the first patient
dosing in a phase II study in Europe, provided it starts by a certain
date. A typical diligence provision may require the buyer to use
efforts that are commercially reasonable in the industry to achieve
the milestones. Months or years later, the buyer might have deter-
mined for legitimate business reasons that it makes more sense to
do a somewhat different phase II study in India rather than Eu-
rope, and the change has resulted in a delay of several months.
The result is that the parties may know in advance that the mile-
stone defined at closing will not be technically achieved, because
of likely changes in the execution of the business plan, even
though the development of the drug or product is proceeding and
value is being created.
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Earn-outs are some-
times technically
missed for reasons
that are caused by
changes in business
strategy, while the
buyer may still be get-
ting the value sought
from the company
purchased.

The outcome in this scenario tends to
be disputes over significant sums of
money with no clearly right answer.
Moreover, other aspects of the buyer-
seller relationship (such as an escrow
release) are often impacted because
this uncertain potential earn-out dis-
pute can be foreseen by both parties
long before the milestone is actually
missed. To avoid this, we suggest that
the parties acknowledge at closing
that nobody really knows how the
future development will progress and
avoid setting milestones tied to the
plan as it exists at closing, especially

for tests that will be years out into the future. Instead, our sug-
gestion is that they focus on the results of what would constitute
“success” with respect to this acquisition, or clear value inflection
points that cannot be bypassed. If the goal is to take a product to
market, base the milestones on an event or outcome demonstrat-
ing that fact, rather than worrying about how you got there. Also
where development cycles are long and interim milestones are nec-
essary, consider providing for an alternative or second milestone
as an opportunity to receive the milestone payment (perhaps in an
adjusted amount) if plans change and the first designated mile-
stone is bypassed or delayed rather than simply having failed.
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8. Relationship Management with the Buyer in Earn-out
Situations

Earn-outs sometimes seem like great

ways for buyers and sellers to achieve Sellers must suc-
common goals. Buyers mitigate acqui- cessfully navigate the
sition risk, and sellers get all or some internal relationships,

of their capital back (possibly with . .
o . politics, and various
some initial return) and are relieved of i o
future funding responsibilities. A cru- strategic motivations
cial difference between a merger and of their large company
other types of collaborations, such partner to get their
as strategic partnerships, however, is
that the selling shareholders no longer
have a company and may not have a
management team inside the larger
corporation to advocate for the program or control its progress.

product approved
and to market.

In some cases, the management team of the seller may join the
buyer and continue to drive the development with the support that
they need. In other cases, managers might move on to other proj-
ects or new companies. Regardless, selling shareholders seeking
the earn-out payments may not have the level of the information
and influence they were accustomed to receiving with an indepen-
dent company and management team.

Selling shareholders will often seek out the former manage-

ment and employees of the target company to keep an ear on the
buyer’s progress towards meeting any earn-out milestones. When
these resources work for the buyer, shareholders should be mind-
ful of the employee’s confidentiality obligations to their employer.
Buyers may assert that the employee is bound by confidentiality
agreements, and the shareholders may be putting the employee at
legal risk by asking questions related to confidential or proprietary
information. In addition, buyers may assert that the selling share-
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holders are interfering with the management of the company they
purchased. To resolve these issues, we recommend making it clear
in the information rights section of the merger agreement that ac-
cess to employees (whether former or current) is expressly permit-
ted to the stockholders and their representative for the purpose of
evaluating any earn-out and claim provisions of the agreement.

In the end, sellers face many of the same challenges they do with

all types of partnerships — they must successfully navigate the in-

ternal relationships, politics, and various strategic motivations of
their large company partner to get their product approved and to
market. Once their startup is acquired, however, the mechanisms,
tactics, and people necessary to do so change.

Successful relationship management in a merger begins with selec-
tion of the acquirer. Savvy investors may favor an acquirer that
has a genuine interest in retaining key members of seller’s manage-
ment that are likely to have ongoing professional and financial
interests in seeing the acquired programs succeed. In negotiating
the earn-out terms, it is advisable to select M&A counsel with
attorneys who have expertise in negotiating milestone provisions
of mergers or corporate partnering agreements. Finally, investors
should make sure that the shareholder representative they select
has the mission, time, resources and expertise to manage effective-
ly the ongoing relationship with the acquirer.
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About SRS | Shareholder Representative Services

The deal doesn’t end at closing. Private company sales involve working capital true-
ups, analyses of pre-closing tax obligations and rights, indemnification claims for
breaches of representations and warranties, escrow holdbacks and earn-out provisions.
In more than half of all deals, real problems arise that require investigation, negotia-
tion and litigation management experience gained through repeat management of
post-closing disputes. Only a dedicated team of forensic accountants, tax professionals,
M&A and corporate attorneys, bankers, compliance officers and business negotiators
can effectively serve shareholder interests after closing. You need the only specialized
post-closing team that has served on hundreds of transactions. You need SRS.

Broad Team of Experts | When you engage a shareholder representative, consider who
is going to do the work if an issue arises. SRS’ senior-level staff of over 30 corporate

and litigation attorneys, forensic accountants, tax professionals, entrepreneurs and ne-
gotiators, is the most experienced team ever assembled for post-closing management.

Proven Track Record | In over 250 deals, comprising over $25 billion in merger con-
sideration, SRS has investigated, negotiated and, when necessary, litigated hundreds
of indemnification claims and earn-out disputes, purchase price adjustments, tax
reviews, and escrow distributions. No one else comes close.

Post-Closing Expertise | M&A professionals rely on SRS’ experience, data studies,

and training materials to mitigate and prepare for issues that may arise after closing.
Having managed many transactions through final escrow release and earn-out mile-
stone payments, SRS is the only firm with comprehensive post-closing management
expertise.

State-of-the-Art Systems | SRS ComPort™, SRS’ operational, tracking and reporting
system is the most sophisticated tool ever used by a shareholder representative. More
than 30,000 shareholders, including hundreds of sophisticated institutional investors,
rely on our comprehensive portfolio of services for monitoring and protecting all of
their post-closing interests, rights and obligations.

For more information visit www.shareholderrep.com
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About RR Donnelley Financial Services Group

As the world’s largest provider of integrated communications, RR Donnelley success-
fully leverages our global platform, industry leading service organization and enduring
financial stability to help our clients achieve their goals.

With over 147 years of experience, RR Donnelley works collaboratively with thousands
of clients worldwide to provide a range of solutions to address all of their business
communications needs. Our unparalleled print capacity, innovative technologies and
deep industry expertise make RR Donnelley the partner of choice for corporations and
their advisers.

Compliance and EDGAR® filings

Notice and Access

Flexible XBRL solutions

Judgment-dependent outsourcing services
Global financial and commercial printing
Self-service filing solution

Single-source composition services
Translations and multilingual communications
Venue® virtual data room services

Enhanced digital output

RR Donnelley is a reliable single-source solution for all of your business communica-
tion needs. As a Fortune 250 company, we are eager to put our strength, scale and
expertise at your disposal. To learn more, please visit www.financial.rrd.com or
www.venue.rrd.com.

Pre-Closing Practices to Mitigate Post-Closing Risks + 123



Notes

124 - Tales from the M&A Trenches



Notes

Pre-Closing Practices to Mitigate Post-Closing Risks + 125



Notes

126 - Tales from the M&A Trenches





