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2001 SILICON FOREST FORUM – SESSION TWO

TECHNOLOGY ACQUISITIONS…THE TRENDS, THE STRUCTURE, THE GAME….

Mark Cameron White – November 10, 2001

1. THE NUMBERS AND TRENDS IN 2001:

* deal volume is down; deal valuation is down
· volume dropped from high of 407 tech mergers in May 2000

to 234 tech mergers in December 2000 – venture backed deals saw increase from 47 in Q4 to 62 in Q1, 76 in Q2 and 70 in Q3 


      -
volume activity reflects jettison of weak venture portfolio companies;

distressed companies gone or going away…volume in Q4 should be constant

· the value of deals dropped from $218m in Q1 to $74m in Q3 – reflects

decrease in stock values, mirrors private equity market values, carrying



cost of target post-close…also increase in use of cash in smaller deals

· the $6.97b of M&A deal value in Q1 2001 was 7 times greater

than the $930m of IPO proceeds generated in the same period

· effect…acquisition is not really a liquidity exit for distressed companies;

must hope for combination with a private acquiror for survival

* most activity in 1st 6 months of 2001 in communications, software and net   

· net deals 56% infrastructure and 30% destination…shutdown rate

in September lowest in 12 months – better companies being acquired?

-
Q4 deals mostly defensive/survival in nature…effect on trans-border deals?….continued consolidation


*  new valuation metrics post-bubble
· multiples on sales/revenues; net present value doesn’t work

as too speculative….but old habits still around

      -
new metrics include…price paid/engineer, price/click, make/buy,



private market comparables


      -
factor in capital needed by target post-close
· use of valuation in last private round…eliminates disparity between

financing and acquisition valuations – what about strategic value?

      -
contingencies, earn-outs and direct employee incentives 

more common


      -
with stock deals consider when valued

*  creeping acquisitions may start to gallop 

–   minimize risk for acquiror, 

cheaper and advantages as “skunk works” projects – reserve right to

buy later…. 

· acquisition might be cheaper than exclusive license
  control supply and downstream costs

· more private company deals than before, as public acquirors more

cautious; private deals only means of survival for many 

· will continue to be more on-line and off-line mergers; off-line businesses 

have maintained valuations…buying net technologies and resources?  


*  investor acceptance of acquisitions as viable liquidity path?
-
instant liquidity w/o 180 day holdbacks and market restrictions


      - 
avoid need to time IPO

      - 
eliminates market risk for emerging growth companies


      - 
going with the numbers - few companies will go IPO

      - 
frees funds for other investments; big issue is babysitting sick companies


      - 
yet, 1st-tier funds still looking for the grand slam


*  more investment banks/brokers jumping into the game

      -
Broadview, Alliant Partners, H&Q, Gerard Mattison, Needham


      -
general trend of IBers working with earlier stage companies: H&Q, 

Broadview – venture investments  


      -
both buy and sell side: small technology targets are welcome…



(formerly only smaller business brokers would have an interest)


      -
good talent has broken away from larger IBs to set up shop


      -
distinct approaches to “shopping the company”, i.e., Corum’s “shot-gun”



approach vs. more reasoned/focused approach

· standard IB engagement for private placement includes right to do

company acquisition as well


*  acquisitions still driven by trends in strategic partnering:


     -
“time to market” issues for larger distribution partners; migration of 



 product/service offerings to more attractive markets


      -
larger competitors need to lock out competitors: offensive and 



defensive competitive moves

      -
“Internet time” has stream-lined organizational decision-making

      -
“not invented here” philosophy is dead


      -
 proliferation of corporate investment funds; business development 



  officers


*  startups now planning for acquisition “flips”?
· new trend to put together teams from cratered companies; build

targeted products for targeted buyers…set up buyer first?


      -
faster turn-around, so entrepreneurs can score on multiple ventures

      -
or build company and sell to avoid VC liquidity preference

      -
who wants to run a public company anyway…




* suddenly management reports to the world = heightened scrutiny



      
* more structure, systems and bureaucracy



      
* success driven more by marketing and proliferation than by 




   technology; most entrepreneurs are technologists 


      -
BUT (a) hard to finance flips, (b) new competitors close off liquidity 

    path?, and (c) typically no backup plan for growing a company = high 

    risk…

2.
PRINCIPAL ISSUES IN PUBLIC-PRIVATE COMPANY DEALS…

*  cultural fit…and resources, bandwith and timing on the deal
· post-close operational fit, expectations, employee issues 

· deal expectations on the process
-
keeping target alive until close…post-close needs


*  conflicting agendas for VCs, management, shareholders, employees
· VCs want to cover preference, get liquidity, avoid fiduciary breach

· management wants equity acceleration, narrow non-competes, short

term employment…fiduciary obligations?

· employees want job security, acceleration

-
Shareholders want price coverage over the preference, liquidity

*  post-close liquidity…and lockups
· S-4 and S-3 registrations, fairness hearings

· use of stock price floors by target…cap by acquiror 

· may still be subject to “lockups” on resales
· VCs might get liquidity first as pure financial investors, stock

distribution to LPs avoids sale of stock in a single block…

· best to have process for timing and amount of resales..trading windows

*  employee issues 

· acceleration…and effect on deal price 

· renegotiate preference payout or management bonus in advance…

· note that directors can approve low-priced deal and not

violate fiduciary duty (see below…)

· scope of non-competes
· address early in deal…but what about confidentiality?

*  exclusivity and lockups 

· fiduciary concerns for directors/officers…but may have no choice 

· reserve flexibility to fund the company; check rights of others?

· acquirors rarely accept “fiduciary outs”…but law still applies

*  indemnity by target shareholders 

· limit to size of deal or less, pro-rata to each shareholder

· term of 1 year…use of baskets and escrows
· value of shares in escrow?

  *  if getting contingent stock in an earn-out…

· get all the stock at closing, and vest on time or performance

*  allows all stock to be include in tax-free reorganization

· agree and control business unit budget/resources

· be comfortable with performance goals…get pro-rated payout and not

all or nothing…

· possibly ask for Board seat through contingency period…

   *  other current issues…


      -  
be creative; use current investors to underwrite private combinations
· timing of sale…before you run out of cash but after you’ve built the business

· acquiror liability now big issue…be selective on what liabilities to pass on

*  structure as C Reorg to get tax benefits..and dissolve in 



    Chapter 7 bankruptcy 


      - 
target diligence on the acquiror is key…




*  ability to pay cash at closing




*  get “breakup fee” and transaction fees

3.
REGULATORY CHANGES…AND EFFECT

*  “pooling of interest” is dead; “purchase” accounting now under GAAP
· FASB tentative ruling on May 9, 2001; final rules and effective end of Q2
· “goodwill” not automatically amortized – now test for “impairment”

*  amortize actual value of asset if impaired

*  perpetual assets such as trademarks, other IP, is not amortized




*  also adjust value for change in business climate, lawsuits,




    competition and loss of key personnel


      -
effect …

*  change was expected, so value drop not due to this…

*  focus on “fair value” of assets = deeper diligence

*  examination of post-close “business unit” – as losses in 

one unit can’t offset profits of another




*  acceleration of vesting on acquisitions more acceptable to VCs?





- still have the issue of incenting management to stay on…
*  Hart Scott Rodino filings now have easier exemptions…
-
no filing required if deal size is $50m or less (was $15m)

· must file on deal size greater than $200m w/o regard to “size of person” 

test 

· size of person test exempts deals between $50m-$200m if one side of 

transaction doesn’t have sale or assets of $100m and the other side 

of $10m

-
new tiered fee structure based on deal size…

4.
FIDUCIARY DUTY IN DEAL LOCKUPS….

Problem and General Rule
· if overly restrictive, breaches fiduciary duty and can be challenged
· have “duty of care” and “duty of loyalty” to company

· “process” is key…must act carefully, be well-informed and 

use independent analysis

· protection under “Business Judgment Rule” if meet fiduciary duty

and act in good faith

Duty of Care

· act in “informed and deliberate” manner

· avoid haste, have multiple meetings, create record of deliberation
· independent thinking, debate issues, can rely on outside experts

Duty of Loyalty

· act in best interests of company and not personal interest

· if majority of Board is disinterested then can act; if not … use

“special committee” of disinterested directors

· committee must have real power

Revlon Duty

· when “sale of control” or breakup is inevitable, then duty is to 

maximize value…to get a control premium

· sale of control exists when (i) shareholders are cashed out, or (ii) target

shareholders control the continuing company

· no sale of control if unaffiliated shareholders control post close

Process

· have a strategic plan…i.e., company’s position, growth, competition to

support the deal

· Board should be involved early and often

· have solid advisory team, use them…consider all alternatives

Lock-Ups

· OK if promote a “legitimate corporate purpose” (Unocal, Del 85)

· legitimate if shareholders are receiving long term value
· can’t be so broad as to deter bids of substantially greater value

No-Shops

· OK if “bargained for”…must conclude (a) deal won’t happen w/o it,

(b) deal will enhance shareholder value


      - 
must show bargaining of terms…no pressure acceptance
· should have a “fiduciary out”…where restriction doesn’t apply if 

causes breach of duty of care

· avoid restrictions on “considering proposals”…as required by duty of care

· avoid restrictions on “discussing or responding”…this restriction is OK

if released for “superior proposals”

Same basic analysis for breakup fees, irrevocable proxies and voting agreements…

5.
THE ACQUISITON PROCESS

Step One: Preliminary Discussions…Floating the Trial Balloon


- go it alone or hook up with an investment bank


- you know acquirors better than anyone…burden on you 



- IB Agreement (fee on your contacts? term and obligation?)



-  introduction, NDA, then first meeting 


Step Two: the Letter of Intent



- general (for momentum) vs. detailed (to make sure on same page)



- minimum should include price, structure, and timetable…



- usually non-binding except for good faith negotiation, confidentiality,



   lock-ups and payment of expenses…



- target should get acquiror to pay transaction costs and lock-ups


- sometimes skip LOI and go directly to definitive agreements 

* for public companies/raising funds

* requires diligence review now; question if you really have
     a deal…


Step Three: LOI to Definitive Agreements


- diligence - both ways in stock deal..attorneys and accountants involved



- target should stage disclosure to progress of deal



- documents include: 

(a) Reorganization or Merger Agreement; 

(b) Employment or Consulting Agreements, 

(c) Non-Compete Agreements,



  
(d) Disclosure Schedules, 

(e) Escrow Agreement, and 

(f) supporting documents (consents, government filings, legal   

     opinion…)



- consents required: 

(a) acquiror needs Board approval; target needs Board and



  
      shareholder approval; 

(b) get in “form” - management free to negotiate documents

(c) think of timing (shareholder prospectus; Board approval at LOI




     stage; shareholder approval at closing)


Step Four: from Definitive Agreements to Close


- completion of diligence review

- get all approvals: i.e., (a) Section 3(a)10 Fairness Hearing (if available); - - (b) Hart Scott Rodino application; (c) shareholder and Board consents; 
- (d) assignment of contracts

- line up financing if cash deal (Kansman)



- essentially a lock-up on the target…get payment?!



- simultaneous signing and close if smaller deal…

6.
TAX CONSEQUENCES AND STRUCTURE

Taxable Asset Deals



* Why Use?: avoid liability with stock; buy selected assets (not



   “substantially all”)



*  Target is taxed on gain = ordinary gain on A/P, inventory; capital



   gain on IP and eqpt.; acquiror gets basis on amount paid



*  Target gain is ordinary or capital based on the assets




- must be held for 1 year for long-term treatment




- patentable matter is less than 1 year



* Gain can be delayed with installment note or under earn-out


* Gain is taxed twice, once to the target and again as a dividend at



    ordinary rates to the shareholders  -  can avoid with a sale of stock



* Can get long term gain on sale of patentable assets held less than 1 year


Taxable Stock Deals



*  Why Use?: when don’t qualify for tax-free treatment or when want cash



*  Only selling shareholders are taxed, not the target company



*  Acquiror gets basis in stock equal to purchase price; basis in assets



    remains unchanged



*  Acquiror can get a stepped-up basis in the assets under a “Section 338”
election; both the target company and the target shareholders are taxed on gain 

- effect is must be net operating loss for target company to offset
    gain




- target must assure there is no increase in tax for benefits to 



   acquiror (Internet Tools - S corp tax passed through
 

   to shareholders…)


Tax-Free Deals



*  IRC Section 368; tax-free reorganizations; 

- must be stock for stock; gain on boot




- basis unchanged




- judicial tests: continuity of equity and business interest;




   part of a single plan



*  “A Reorganization” = covers mergers, reverse or forward triangular



    mergers; up to 50% boot



*  “B Reorganization” = statutory merger with no boot



*  “C Reorganization” = sale of substantially all target assets for at least



    80% stock, 20% or less boot; the target then liquidates and distributes



    consideration

7.
WHEN TO FOLD THE TENT…AND NOT WAIT FOR AN ACQUISITION

when the Company is solvent

*
no fiduciary obligation to creditors…only contractual

when the Company is insolvent


*
fiduciary duty to creditors when the Company is “in the vicinity”



of being insolvent


      *
“in vicinity” if (a) inadequate capital, (b) can’t pay debts, 



(c) assets worth less than liabilities

*
can’t rely on unrealistic expectations, can’t take high-risk actions


      *
Business Judgment Rule applies but can’t act imprudently

      *
best to act early…concern about wasting corporate assets


sources of personal liability….


      *
to employees if no likelihood of payment


      *
failure to pay matching withholding tax

      *
failure to disclose problems to new investors

      *
fraudulent transfers…with no statutory time limitations
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