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Big Picture - Commonly Used Terms

* Merger: a transaction in which two or more corporations
combine under state corporation law resulting in all but one
of the participating corps losing their identities

 Acquisition: a broader term that can mean any general
purchase of all or part of a business- can be stock or asset
purchases

 Consolidation: two or more organizations are combined into
one new legal entity

* Liquidation: disposition of assets of a business to raise cash;
covers a spectrum of business transactions; can include a
Chapter 7 bankruptcy

o Restructuring: generally, any transaction in which a
company’s ownership, assets, or operations are rearranged to
increase profitability; can include Chapter 11 bankruptcy
reorganization
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Big Picture - Strategic Buyers vs. Financial Buyers

e Strategic Buyers

— Typically in a similar line of business
— Objective is to “buy low and hold”

— Generally, the strategic buyer is a large company that has the
capital and managerial know-how to take the target to the
next level of corporate development; this synergy is what
makes the deal attractive

e Financial Buyers

— Often what people think of when they hear “M&A” objective is
to “buy low and sell high”

— Perform the function of putting target’s assets to their most
profitable use

— Targets are attractive not because of synergies with acquirer’s
business, but because of the target’s financial characteristics
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Big Picture - 10 Exits (John Huston)
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Big Picture - 10 Exits from John Huston
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Big Picture - 10 Exits from John Huston

8. Funeral Expenses

Not only did | lose all my original investment, but | had to also
cover the costs of winding down the venture, plus pay
accountants to provide the final accounting needed so | could
take my tax deduction

9. The Worst Gets Worst
“The loss that keeps on losing” due to ongoing litigation
expenses even after the company has no value

10. Angel Hell

In addition to losing all my investment and a considerable
amount of my time, media coverage tarnished my reputation,
plus damaged my relationship with co-investors
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Big Picture - 10 Exits from John Huston

e The Perfect Loss:

| merely lose 100% of my investment; take the tax deduction;
suffer no on-going tail of litigation; no wind-down
expenses, no media coverage, no damage to my reputation
or my relationships with co-investors... and it was a
“productive failure” because the entrepreneur, the
management team and the investors all learned lessons
which will increase their likelihood of success in their next
venture
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Sample M&A Data
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ExitRound 2014 Report
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ExitRound 2014 Report: Exit Curve

e The Exit Curve shows the best exits from a return-on-
capital perspective form a pattern

The Exit Curve
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Small exits/ |
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Source: Exit Round (2014 Report) _S |
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ExitRound 2014 Report: Exit Curve

It was found that the best average exits tend to be around
companies with total capital raises of between $2 million to
$3 million and between $5 million to $10 million
— Exit prices tend to drop after companies raise more than $3 million and $10

million

Exit Curve: Exit Price Compared to Total Capital Raised

Source: Exit Round (2014 Report) — Sin g | eton
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American Analytical Chemical Laboratories, Inc
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American Analytical Chemical Laboratories, Inc
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iCyt Mission Technology, Inc.
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Isotech Laboratories, Inc.
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Isotech Laboratories, Inc.

e Acquisition

— Isotech reached the point where going forward on its own would
be too risky as its technology was becoming widely used and
competitors were emerging

— 2011: acquired by Weatherford Laboratories, subsidiary of
Switzerland-based Weatherford Laboratories

— SEC filing by the buyer implies a sale price of $28 million

— Weatherford employs more than 50,000 employees worldwide,
and operates in more than 100 countries

— Weatherford entered the isotope analysis market through this
acquisition
e Remains local

— Isotech remains in Champaign and operates under same
management

e Source
— News Gazette, SEC

=Singleton

I = .. ¢
www singletonlavfirm.com

Carle Foundation Hospital

e Carle Foundation Hospital acquired Carle Clinic
Association and its subsidiary Health Alliance
— $ 250 million sale
— Carle Foundation is a not-for-profit organization
— Carle Clinic Association a for-profit, physician owned

multi-specialty group practice

e Strategic acquisition - creation of an integrated
system for health care
— The deal positions Carle to remain under local control

— Hospital had been seeking to acquire the Clinic off and
on for the past thirty years - parties’ familiarity with
each other
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Carle Foundation Hospital

* Most of the actual purchase price was allocated to
the Clinic’s subsidiary Health Alliance Medical Plans

» 80% of key employees (physicians) signed
employment contracts to continue employment
after the transaction

e Purchase price paid through borrowing

e Required regulatory approvals included
— Heath Facilities Planning Board
— Federal Trade Commission
— Department of Justice
e Source
— News Gazette, December 11, 2009
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Players: Sell-side

At least three groups of people will be involved in the
acquisition process—either because they are owners or
because of their management role

e Exiting owners

— Often the founders; view the acquisition as a successful outcome
for their entrepreneurship

— May also include angel investors and venture capital firms who
made their investment with the goal of an exit
e Continuing owners
— Includes key equity-owning executives and other personnel,
including possibly the founders, whose continued management is
desired by the buyer
e Non-owner management

— Includes managers whom the 1) buyer wishes to continue to
employ after acquisition and 2) those who will be replaced
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Acquisition Criteria

An acquirer will generally formulate criteria regarding the type of
business it is looking to purchase before beginning its search, for
instance:

e Industry/Type of business

Size of business

Profitability

Management/Board of Directors style
Target’s market characteristics
Product lines

Tech/R&D activities

Purchase price payment options

How acquisition can benefit the acquirer’s bottom line

Knowing these acquisition criteria can help a target identify legal and

Business steps to make the company more attractive to a potential
uyer
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Acquisition Criteria: Industry/Type of Business

e The most easily understood of the acquisition
criteria

e The usual acquirers of early-stage tech
companies are much larger conglomerates
— It could also be the end result of a successful joint

development agreement or joint venture

e Nevertheless, there are legal issues to be
mindful of: will the acquisition give rise to any
antitrust or anticompetitive concerns?
— Unusual in the context of early-stage tech companies
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Acquisition Criteria: Size and Profitability

e Size

— Metric: annual sales or annual revenue
— Companies will look for targets within a specific range,
neither too small nor too large
e Profitability
— Return on equity
— Price-earnings ratio
— Return on sales
— Sales growth trends

— Early stage tech company may not yet be profitable but
may still be an attractive target for a strategic buyer
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Acquisition Criteria: Management Style

» Management/Board of Directors style

— Has the target been well-managed so far, and is that
likely to continue?

= Are there middle-rank management who are ready to
succeed following the departure of owners and high-level
executives?

= What system is in place to continue to recruit and train
qualified management candidates?

- Does management match the acquirer’s desired attributes,
such as for business aggressiveness or conservative
management?

= Will management be replaced upon closing of the
acquisition?
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Acquisition Criteria: Market Characteristics

e Are there any peculiarities to the target’s
market characteristics that need to be
considered?

— Does a single customer account for a large proportion of
the target’s sales?
= This may not be especially problematic if the customer is a

government agency

— Has the target developed a business niche that sets it
apart from it competitors?

— Similarly, has the target developed a geographic niche
that makes it attractive to the potential acquirer?
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Acquisition Criteria: Product Lines and R&D

e Product Lines

— Some acquirers may not consider single product line
companies for acquisition; strategic buyer may roll the
product line into its existing company and be very comfortable
with one product line

* Research and Development
— What are the prospects for the tech it has developed?
— What legal protections for its IP are in place?

= Will there be any difficulties in transferring the IP to a new
owner?

— Who drives innovation at the target? If it is a small number of
employees, what would happen if they left the company?

— What has the target’s R&D track record been like?

— What are the projections for R&D expenditures in the short-
term and the long-term?

— See IP audit checklist
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How Acquirers Identify Targets
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Some areas of the NDA that may be

unique to M&A

- Confirms language clarifying that discussions between
parties about the transaction are confidential, for instance:
identity of the parties
terms of any bid if the recuoient is the acquiring company (if recipient is
the acquiring company and needs financing for the transaction, obtain a
carve out allowing information to be disclosed to financiers)
 Limits use of the confidential information to evaluation of the
specific transaction and for no other purpose
« Non-solicitation/Employment of Disclosing Party’s Employees
(important to provider/seller)
- Sets the terms of the NDA (limited or perpetual) (consider
unlimited term for trade secrets)
« Privilege - confirms disclosure is not deemed to have waived
or diminished attorney-client privilege, attorney work-
product protection, etc
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The Buyer Visit

e Typically occurs very early in the acquisition process

e Discretion is important
— No need to tip off customers, vendors, employees, competitors,
and others that an acquisition is being contemplated
e Preparation is important
— Buyer is looking for hidden risks and unexploited opportunities

— First question buyer will ask is “Why are you selling the
business?” — Make sure you have a good answer
= The best answer typically focuses on what the buyer brings to
the table that the seller doesn’t have (greater capital, larger
sales and distribution networks)
= Positions the company as ready to take-off once those
advantages are brought to bear

=Singleton

I, =07
www singletonlawfirm.com

17



The Buyer Visit

e Know your company inside and out
— Know your costs, your margins, and your ratios

— Be able to explain the market your company operates in and
provide a forecast for your operations

e How to handle the company’s weaknesses

— Part of knowing your company is knowing its strengths and
weaknesses

— Naturally seeming forthright will build more confidence in the
buyer than appearing cagey

— Position the company’s weaknesses as capable of easy
correction — a weakness then appears to be an untapped
opportunity
= Example: A company has an 8-week backlog on orders, which

causes lost sales.

= The acquirer has the resources to handle order fulfillment more
efficiently and recapture the lost sales
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The Buyer Visit

e Remember that the buyer visit is a two-way
exchange of information
— Seller should also question buyer

— Seller should use buyer’s responses to identify what
matters to the buyer — and weave this information into
making the case for acquisition and drive up your
perceived value to buyer

— Seller should get a sense whether the buyer understands
your business and the industry and market it operates in
= Many acquisitions involve earn-outs

= Need to be confident that buyer has the capability of
meeting the earn-out benchmarks
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Letter of Intent (“LOI”) / Term Sheet

e Sets forth key business terms before definitive
legal documents are prepared

e Legally binding vs. non binding vs. binding only
as to particular terms (confidentiality, no shop)
— Best to avoid “no shop” provision, which would prohibit

any discussion with another possible buyer
—If “no shop,” cannot be removed, negotiate a better
purchase price, break fee, or limit it to a “window shop”

- cannot solicit buyers but can talk to them if they come
to you
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Conducting Due Diligence

e Due Diligence: What is it?

— Fundamentally, it is the investigation of a business in
connection with a possible transaction

— Usually performed by someone who is considering
whether to purchase or make a significant investment in a
business (buy-side due diligence)

— Sellers can and should engage in (sell-side) due diligence

to uncover any problems that may be presented by a sale
to a suitor

— Although both parties should engage in due diligence,
because of the seller’s information advantage, buy-side
due diligence tends to be much more intensive
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Conducting Due Diligence

e Due Diligence: What does it cover?

— Legal issues
= This is only a small portion of due diligence
— Valuation issues
= Financial data
= Market and industry forecasts
— Due diligence is not designed only to uncover risks

(although it is meant to do at least that), it can also help
uncover untapped opportunities
= Due diligence can drive a buyer away when unacceptable

problems are found or it may encourage a buyer when it
appears that the problems are solvable
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Conducting Due Diligence

e Due Diligence: How is it conducted?
— Traditionally, lawyers for the buyer would prepare a list of
documents required from the seller
« Usually, this list would encompass all the subject areas of due
diligence, not just the legal due diligence
= Depending on the bargaining position of the parties, due
diligence demands may (or may not) be negotiated
— Seller would then be given a generally short amount of time to
assemble the requested documentation and present it for
buyer’s examination in an on-site (seller) “data room”
= The data room is a famous feature of the M&A process, but the
online data room is replacing the physical data room
— Buyer’s M&A team would then review the requested material at
the data room over the course of a few days or longer and
make a report to the buyer concerning their assessment
=Singleton
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Conducting Due Diligence

e Due Diligence: What are its objectives?

— As mentioned, one objective of due diligence from the
buyer’s perspective is to uncover latent risks in the
acquisition

e But it is also meant to provide insight on other
questions as well, such as ...

— Can seller effectively integrate the newly acquired
business?

— Have the representations that have been made been
accurate?

— What is the true value of the business, both stand-alone
and as a unit of the potential acquirer?
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Conducting Due Diligence

Due Diligence: The seller’s team

o Clearly, a due diligence can be disruptive to seller’s
business

— The additional administrative burden of meeting due diligence
requirements

— The risks of disclosures
e Minimizing this disruption begins with the formation of
a due diligence team
— Team leader from the company
— Operations personnel
— Accounting personnel (internal and/or external)
— Legal personnel (internal and/or external)

— Other experts from within the company or external consultants
(valgagon experts, environmental consultants, risk managers), as
neede
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Conducting Due Diligence

e Due Diligence: The seller’s objectives

— Uses its initial information advantage to obtain better
terms and less burdensome representations and
warranties

— Minimizes the adverse effect of due diligence mandated
disclosures

— Controls the marketplace’s knowledge of the pending
deal and perform effective damage control if the deal
falls through
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Conducting Due Diligence

e Due Diligence: How seller achieves its objectives
— Impose certain conditions on the due diligence process
= Only responds to written due diligence requests

« Uses staggered due diligence to prevent premature disclosure;
more sensitive disclosure occurs later in the process

= Imposes distribution restrictions — agree that material
designated as “Attorneys’ Eyes Only” will only go to buyer’s
lawyers and not their operations personnel

— Addresses adverse facts

« Remedies defects before closing

= Notifies buyer; carries the risk that indemnification will be
sought

- Ignores them and sees if buyer discovers; as with any
negotiation, seller should be candid but does not need to fall
on its sword

= Sells off problem assets
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The Data Room

e The Data Room Defined

— Before, due to the amount and sensitivity of the
documentation requested, seller’s responses to buyer’s
due diligence requirements were kept on site at seller’s
premises in a location known as the “data room”
= A customary component of the M&A process even as

technology alleviates some of the cost and confidentiality
concerns

— The data room is part of the “beauty pageant” - if the
data room is lacking or looks too hastily and
unintelligently put together, the buyer’s confidence in
the seller may take a serious hit
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The Data Room

e Creating a Data Room

While the data room is important for maintaining buyer’s confidence, it can
be time-consuming and expensive to create

e Here are some typical facts about putting a Data Room together:

— Many of the documents will be located throughout the company’s
premises and offices; the personnel charged with locating them
may have to ask persistently to ferret out the needed documents

— Due to time constraints, it may not be possible to review all
documents before they are included in the data room

— Some sellers don’t index anything and let buyer figure it out;
others provide comprehensive indexes. Because you don’t
necessarily want to provide a map to embarrassing disclosures,
the best result is probably to identify what top-level portion of
the due diligence list a given document is responsive to

— Be prepared for follow-up requests and to determine how much
access to your employees you will grant to buyer
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The Data Room

e Running the Physical Data Room

— Whether you have one potential buyer or several, there
are some common rules to running a Data Room that
help ensure confidentiality and responsiveness are
maintained:

» Have a sign-in procedure for visitors to the data room
« Develop a check-in/check-out procedures for documents

= Determine whether copies will be allowed, and if so, how
copying will be performed and what restrictions will be
imposed on use of the copies

e Similar protections should be in place for an
electronic data room
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Deal Structure - Stock Sale

 Stock sale - buyer buys the stock of the target

— Target corporation realizes no gain and so there is no
corporate tax paid by target

— Target shareholders pay only the capital gains tax rate
on the sale of their stock

— All assets and liabilities are still the assets and
liabilities of the target

— Buyer may leave target as a separate entity or
integrate it into buyer over time in by taking
additional measures
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Deal Structure - Stock Sale
e Advantages

— Target structure is not altered by the deal and remains
generally intact

— Need for third-party consent (as to assignments of
contracts, leases, etc.) is reduced

— Buyer can still get stepped up basis if the target is an S
corporation and 338(h)(10) election made

» Disadvantages
— Agreement of every selling shareholder needed

— Buyer does not get stepped up basis in assets unless
338(h)(10) election made (limited to S corporations)

— Target still has all of its liabilities
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Deal Structure - Asset Sale

e Asset sale —-buyer purchases substantially all of the

target’s assets

— Buyers prefer this route because:
= it has favorable tax implications (buyer gets a step up in basis in the
underlying assets)
= cuts off liability for existing target debts
= facilitates buyer hiring less than all of target’s employees and buyer
need not take on employee benefit plans
— NOT favored by sellers structured as a C corporation (most VC
funded firms) because the target/selling corporation will realize a
gain, pay tax on that, and the shareholders will pay tax again
when the proceeds are distributed
« This adverse tax treatment mitigated for S corporations

— Both C corp. and S corp. still may prefer to avoid having to
deal with leftover liabilities and so may prefer asset sales

for this reason =Singleton
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Deal Structure - Asset Sale
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Deal Structure - Merger Types
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Deal Structure - Merger Types
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Deal Structure - Merger Types
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Deal Structure - Merger Types
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Deal Structure - Merger Types

Reverse triangular merger diagram

Merger consideration* Target
Acquiring "1 Shareholders
Merges into Target
Sub Target

(Sub ceases to exist following merger)

* Consideration is acquiring stock and possibly cash or other property (boot)
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Deal Structure - Hybrid Acquisition

e The hybrid acquisition involves the larger company taking a
large, but not complete, stake in the smaller company,
together with the right to purchase the company at a later date
according to agreed-upon valuation metrics
— Sometimes used in the tech industry

o Why acquirer’s sometimes like this approach:

— Allows diversification; instead of acquiring one company for $30 million,
the hybrid buyer can take less-than-total stakes over several companies

— Access to new products and technology is obtained at a smaller cost
— Key personnel are likely to remain in place, but now they also have capital
infusion from the larger hybrid buyer to take company to its next level
» Owners of selling company may like this approach as it lets
them “take some money off the table” now (their entire net
worth may be locked up in the company stock) while still
owning a portion of the company going forward
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Deal Structure - Recapitalization as an Exit Strategy

» Recapitalization: company raises funds through taking on
debt; this money is then used to either buy back stock
from exiting shareholders or by paying a “super dividend”

e Partial exit: usually, recapitalization represents a partial
exit. The shareholding owners retain some equity in the
company and managerial responsibility; these continued
investment and management by the original owners makes
the recapitalization deal attractive to the lender

« Positive cash flows required: because a recapitalization will
create a debt that needs to be serviced, it is a more
appropriate strategy for mature businesses with a positive
cash flow
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Preferred Stock

e Equity that has preferences over common stock

e Preferred stock holders may have the right to
receive dividends before common stock holders

e In case of liquidation, preferred stock holders
are paid before common stock holders
— But after creditors

e Preferred stock may be convertible

— Convertible preferred stock can be exchanged for
common stock

— Conversion is one-way
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Participating Preferred Stock in M&A

e Form of convertible preferred stock
— Often the type of stock provided to VC investors

 Provides investor with extraordinary rights if
company is sold or liquidated
— Investor receives return of its purchase price paid for the stock
— Investor may also receive guaranteed return on investment
— Investor receives pro rata share of remaining proceeds
— Holders may enjoy additional benefits over common stock
holders
= Enhanced voting rights
= Dividend preferences
e The liguidation preference has a greater effect
proportionately in a “modest” exit
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Participating Preferred Stock in M&A
()
I =
preferred

Shares of common stock 8 million 8 million

Shares of preferred stock 2 million 2 million

Preferred stock purchase price  $10 million $10 million

Common stock proceeds $16 million $8 million

Preferred stock proceeds $4 million $12 million (10 + .2x10)
Common stock proceeds $40 million $32 million

Preferred stock proceeds $10 million $18 million (10 + .2x40)

Company sold for $100 million
Common stock proceeds $80 million $72 million
Preferred stock proceeds $20 million $28 million (10 + .2x90)
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Employee Stock Ownership Plan (ESOP)
as an Exit Strategy

e An ESOP is a kind of employee benefit plan, similar in some ways
to a profit-sharing plan

e Company sets up a trust fund, into which it contributes new
shares of its own stock or cash to buy existing shares

o Alternatively, the ESOP can borrow money to buy new or existing
shares, with the company making cash contributions to the plan
to enable it to repay the loan

e Company contributions to the trust are tax-deductible, within
certain limits

e Shares in the trust are allocated to individual employee accounts
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Employee Stock Ownership Plan (ESOP)
as an Exit Strategy

Why ESOPs are used as an exit strategy

e Owners of privately held companies can use an ESOP to create a ready
market for their shares. Under this approach, the company can make tax-
deductible cash contributions to the ESOP to buy out an owner's shares, or it
can have the ESOP borrow money to buy the shares.

e ESOPs are unique among benefit plans in their ability to borrow money. The
ESOP borrows cash, which it uses to buy company shares or shares of
existing owners. The company then makes tax-deductible contributions to
the ESOP to repay the loan, meaning both principal and interest are
deductible.

o Capital gains taxation on owners’ sale of stock to ESOP can be deferred if
sale proceeds are reinvested in qualifying U.S. stocks and bonds

e However, an ESOP requires a corporate form, either an S corporation or a C
corporation
— ESOPs in S corporations can be a little tricky—S corporations have limitations on the

number of shareholders and who is eligible to be a shareholder
— ESOPs in S corporations have greater limitations on tax deferred capital gains than C
corporation ESOPs

=Singleton

I, =07
www singletonlawfirm.com

32



CU Area Companies with ESOP Exits

=Singleton
E_Luwnm_ﬁf.

.

CU Area Companies with ESOP Exits

33



CU Area Companies with ESOP Exits

e SAIC

— Federal contractor that works on military and security projects
— 2005: Went public

— Before that, SAIC was one of the country’s largest employee-
owned companies ... and the IPO in 2005 proved to be very
lucrative for them
= IPO raised over one billion dollars, which was distributed as a

special dividend to employee and retiree shareholders
« Employees retained 80% ownership of company following the
IPO

— Privately held companies have to repurchase the employee-
owned stock when employees leave the company; by going
public, SAIC used the market to supply the buyers and the
funds, rather than company cash
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The M&A Agreement

e The M&A Agreement (Stock Purchase Agreement,
Asset Purchase Agreement, Merger Agreement) is
the primary document that governs the terms
and conditions detailing the merger of two
companies or the acquisition of one company by
another

— It implements the LOI in more detail

e There are many legal and business issues
involved

— This presentation addresses just a few of them
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M&A Agreement Key Provisions
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Purchase Price - Determining the Sales Price

=Singleton
=Llaw E![,'.ﬂ.'. P.C

W,

35



Purchase Price —Approaches to Business Valuation

e Income approach

— Present value of expected future cash flows

o Market approach (comparable sales)
— Transaction prices of similar companies

— See industry specific sales summarized at end of these
slides

e Asset approach

— Market value of liabilities deducted from market value of
assets
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Purchase Price - Post-Closing Earnout Provisions

* Prospective parties to a M&A deal typically have
different views as to the value of the subject
cczlgf?jpalny making agreement on the purchase price

ifficult

e Sometimes buyer is unable to afford target
company, but nevertheless remains very interested
in doing so
— One way to bridge the gap in the above situations is to have a

portion of the purchase price based on the future performance
of the target company

— Such provisions, often referred to as “Earnouts”, entitle the
seller to receive additional payments if the business meets
certain contractual targets post-closing
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Earnout Characteristics
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Average Periods of Earnout - SRS Study
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Earnout Dispute Avoidance

e The parties’ rights and obligations with respect
to earnout provisions are contractual

e The resolution of an earnout dispute often
turns to the specific language negotiated by the
parties

— Courts will not rewrite the agreement in the name of
“fairness”, but will instead focus and enforce the “plain
language” of the contract itself

o Careful drafting of the contract is key - clearly
define salient points with the agreement itself
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Earnout Covenant to Run
Business in Accordance with Past Practice

Earnouts - Buyer’s Covenants as to Acquired Business
(SRS/ABA Comparison)

(Subset: deals with earnouts)

SRS ABA
Covenant to Run Business in Covenant to Run Business in
Accordance with Past Practice Accordance with Past Practice
Hot \géﬁ:‘uded 4 p - i |I'\5‘I.I£eﬂ Indetel(gn‘mable Im;g:rd
| 4 \I
4 /ﬂ

R

Mot Included
55%

=Singleton
==Law Firm, P.C.

wwrw singletonlawfirm.com

39



Covenant to Run Business

so as to MaximizEarnout Payment

Earnouts - Buyer’s Covenants as to Acquired Business
(SRS/ABA Comparison)

(Subset: deals with earnouts)

SRS ABA
Covenant to Run Business to Covenant to Run Business to
Maximize Earnout Maximize Earnout
Included Indeterminable: Included
% 16% 10%

|

— 2%
74%

Hot Included
%
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Earnout Dispute Example

Comet Systems, Inc. Shareholders’ Agent v. MIVA, Inc. presents a typical dispute
relating to whether the earnout was met:

¢ MIVA acquired Comet pursuant to a merger agreement

e The agreement included an earnout provision where the earnout payment was
based upon relative to performance goals

e When calculating performance, the agreement allowed for the exclusion of “one-
time, non-recurring expenses” , but did not further define this term

e Comet paid an approximately $800,000 bonus to its employees

e MIVA calculated the bonus payment as an ordinary expense resulting in revenue
targets not being met and therefore a significantly reduced earnout payment

e Comet calculated the bonus as a “one-time, non-recurring expenses” whereby
revenue targets were met and a much higher earnout payment due

e The Court found the bonus to be a “one-time, non-recurring expense”

e Lesson: Parties would be well-served to carefully draft the agreement to
clearly define how the earnout should be calculated (and determine the
earnout consistent with the agreement) in order to reduce the likelihood
of litigation
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Purchase Price - Closing Adjustment Provisions

* Delays, sometimes significant, invariably exist between the
Negotiation of the Purchase Price and the Closing of the Deal

e During that period of time, numerous events can and do occur
affecting the reasonableness of the negotiated Purchase Price

e Closing Adjustment Provisions provide an opportunity to allocate
risk during this time period

o While the determination of the Closing Adjustment appears
straightforward, it is not

o Closing Adjustments can have a significant impact on the
Purchase Price

e Disputes often arise surrounding Closing Adjustments
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Purchase Price - Net Working Capital Adjustment

e Net Working Capital Adjustment

— Targets a closing balance sheet net working capital
amount

— Usually based on an interim net working capital, average
annual net working capital or forecasted net working
capital amounts

— To the extent the actual closing net working capital
value deviates from the target an adjustment to
purchase price may come into effect

— These adjustments may be structured as one or two way
adjustments to purchase price
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Purchase Price - Closing Adjustment Provisions

e The 2013 Private Target Merger & Acquisitions
Deal Points Study from the American Bar
Association (ABA) found that 85% of deals
analyzed included Adjustment Provisions

— Working capital was the most common adjustment (in
91% of the relevant deals)

— Other metrics used in calculating adjustments include:
earnings, debt, assets, cash or other
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Sample Post-Closing Purchase Price
Adjustment Provision (per ABA)

e The “Adjustment Amount” (which may be a positive or
negative number) will be equal to the amount determined by
subtracting the Closing Working Capital from the Initial
Capital. If the Adjustment Amount is positive, the
Adjustment Amount shall be paid by wire transfer to Seller to
an account specified by Buyer. If the Adjustment Amount is
negative, the difference between the Closing Working Capital
and the Initial Working Capital shall be paid by wire transfer
to Buyer to an account specified by Seller.

o “Working Capital” as of a given date shall mean the amount
calculated by subtracting the current liabilities of Seller ... as
of that date from the current assets of Seller ... as of that
date. The Working Capital of Seller as of the date of the
Balance Sheet (the “Initial Working Capital” was
dollars ($__________ )
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Purchase Price - Escrow

e Escrow of a portion of purchase price can last in
excess of 12 months

» Percentage of purchase price varies but can run
from five to fifteen percent
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Representations and Warranties

» Intended to disclose all material legal, and many material
financial, aspects of the business to the buyer

o Seller also gives assurances that the transaction itself will not
have adverse effects upon the property to be conveyed, such as
any limitations on transfer or assignment of rights

e Lenders providing acquisition financing will require the buyer to
make extensive representations and warranties about the target
as a condition to funding

e Like any other part of the deal, representations and warranties
are negotiable. There are some representations that buyers
typically try to include—but by no means does this mean that
these provisions must be included
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Representations and Warranties

Common representations and warranties include the following:

» Financial statements: closing audit is imperative to verify the
authenticity of all the items, particularly inventory, receivables,
and payables. Then a post-closing adjustment is factored into
the final floating payoff at closing

o Assets: buyer wants to be sure he is gaining full title to the
assets, particularly as it pertains to items such as intellectual
property and patents. Also, the buyer wants assurances that the
machinery and equipment are in good working order

o Taxes: not only is it critical to verify any tax liability if it is a
stock purchase, but in the case of an asset purchase, the owner
wants to be sure there are no liens on assets due to failure to
pay taxes
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Representations and Warranties

e Environmental: can be especially important because
environmental liability can be difficult to limit. Liability follows
the asset, so even that mode of transfer provides minimal
liability protection

* Pending and potential litigation: seller will want to place a time
period or cap on his or her total responsibility. Usually, the
buyer ends up sharing some of the risk for previously made
products

o Authorization: selling the company from stockholders, directors,
or third parties such as the bank the owner will require
authorization. Seller will be expected to ensure to the buyer that
all liabilities are represented; all contracts are disclosed; all
wages, taxes, and insurance are current; and all bonus plans are
disclosed
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Pre-Closing Covenants
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Closing Conditions

e Not included in sign and close deals

e Bring down of representations and warranties
— Qualifiers: materiality or MAE

e Third-party consents

— All required consents or agreed-upon list of material
consents

e Employment agreements with key employees
remain in place

e Real estate - no MAE
e Legal opinion
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Indemnification

e Indemnification is the follow up to representation and
warranties
— it establishes what remedies will be available for breach
— Can be in the form of escrow or insurance policy

e Indemnification provisions related to M&A
transactions (mergers, asset purchases and stock
purchases) are some of the most complex and heavily
negotiated provisions in M&A agreements
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Indemnification

e Indemnification provisions can become a “contract
within a contract” having its own term, payment
provisions, notice provisions, governing law and
dispute resolution

e There are a few reasons for this complexity:

— The indemnitor is always trying to limit indemnification liability
while the indemnitee wants as much indemnification protection
as possible

— Parties attempt to anticipate every conceivable indemnification
event

— Everything is negotiable, so there is no one “right” answer
concerning indemnifications
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Indemnification

Indemnification parameters include:

o Time limitations: Establishing a period in which a claim for
indemnity must be raised

e Subject matter limitations: What counts as “material”? Whose
knowledge can be considered company knowledge? What warranties
will have long post-closing periods and which warranties will end
soon after closing?

e Dollar limitation: What is the maximum seller will pay out? What
minimum must be reached before any claims are paid (the “basket”
or “deductible”)

o |dentities: Who precisely is indemnifying whom? Are they jointly and
severally liable or not?

o Defense of third party claims: If a third party sues, what obligation
do seller and buyer have to assist in the defense of the suit?

¢ Dispute resolution: Will claims go to court? Or to an expedited
arbitration panel?
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Representation & Warranties

e Only apply when closing is not held simultaneous
with signing of the M&A agreement

e Reps and warranties must be true as of date of
closing

e Third-party consents must be obtained or
accounted for

e No material adverse change in the business

 Employment agreements with key employees in
place
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Termination of M&A Agreement

e Sellers typically want to close quickly
 Buyers typically want to take enough time to
make sure they know what they are buying

e If buyer not ready to close on time, buyer can
typically terminate, subject to certain
restrictions

e Financing contingency sometimes included that
allows buyer to walk if it cannot obtain
financing
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Additional Local M&A Events
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Caterva, Inc.
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TetraVitae Bioscience, Inc.
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ByteMobile, Inc.
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ByteMobile, Inc.
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Volition, Inc.
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Volition, Inc.
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Argus Systems Group, Inc.
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Argus Systems Group, Inc.
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Adrenaline Mobility, Inc.
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Adrenaline Mobility, Inc.
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RiverGlass

=Singleton
=Llaw E![,'.ﬂ.'. P.C

W,

95



Traco Labs
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Chromatin, Inc.
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Chromatin, Inc.
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Biodisplay Technologies

=Singleton
=Llaw E![,'.ﬂ.'. P.C

W,

o7



Kuck & Associates (KAI)
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Gill Athletics, Inc.
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SourceGear, Inc.
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A-1 Alarm Service, Inc.
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M&A Activity in Specific Industry
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Rust-Oleum Corporation
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62



Hentzen Coatings, Inc.
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The Sherwin Williams Co. (SHW)

e M&A activity since 2007

— 2007: acquired Nitco Paints

= A Mumbai headquartered, privately owned manufacturer
and distributor of exterior specialty paints and coatings
used in the construction of office buildings, high rise,
apartments, shopping malls, hospitals, and schools.

= Annual sales: approximately $18 million

— 2007: acquired Napko, an industrial-maintenance
coatings company in Monterrey, Mexico

— 2007: acquired S.A. de C.V.

— 2007: acquired Pinturas Industriales S.A., an industrial
paint company headquartered in Montevideo, Uruguay
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The Sherwin Williams Co. (SHW)

e 2007: acquired M.A. Bruder, a Philadelphia based
company with 132 paint stores

¢ 2007: acquired Columbia Paint & Coatings based in
Spokane.

e 2007: acquired VHT Paint Lines, an aerosol coatings
company in Scottsdale, AZ

e 2008: acquired Becker Powder Coatings, Inc., a
producer of powder coatings applied to appliances,
metal furniture, fixtures, and electronic products
headquartered in Columbus, OH
— Annual sales: approximately $14 million
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The Sherwin Williams Co. (SHW)

e 2008: acquired the Liquid Coatings Subsidiaries
of Inchem Holdings which produces coatings
applied to wood and plastic products in Asia
— Annual sales: approximately $30 million

e 2008: acquired Euronavy-Tintas Maritimas e
Industrials S.A. of Portugal

— A leading innovator of marine and protective coatings
applied to ships, off shore platforms storage tanks,
steel, concrete, and flooring

— Annual sales: less than $25 million
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The Sherwin Williams Co. (SHW)

e 2010: acquired the Industrial Wood Coatings
business (Sayerlack) of Arch Chemicals, Inc.

— A technology leader in polyurethane, water, and UV
coatings

— Annual sales: $147 million - 2009

* 2010: acquired Becker Acroma Industrial Wood

Coatings

— A technology leader in water, UV, and other wood
coatings

— Annual sales: approximately $300 million
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Tennant Company (TNC)
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The Valspar Corporation (VAL)
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The Valspar Corporation (VAL)
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Honda Motor Co., Inc.
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Honda Motor Co., Inc.
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Caterpillar Inc.
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Caterpillar Inc.
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PPG Industries, Inc.
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PPG Industries, Inc.
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United Technologies Corporation
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ArcelorMittal
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ArcelorMittal
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Carboline Company
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Top Tech Exits in 2014: MICROS Systems
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Top Tech Exits in 2014: OpenTable
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Top Tech Exits in 2014: Trulia
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Top Tech Exits in 2014: Trulia
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Top Tech Exits in 2014: Shopkick
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Top Tech Exits in 2014: Shopkick
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Top Tech Exits in 2014: Caviar
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