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Basic Structures
• Stock/Equity Purchase: buy all stock or equity of a Target Co. (T)
STRUCTURE
B

Purchase Price

RESULT
T Shareholders

T Shareholders

B

T stock

T

T

• T’s assets
• T’s liabilities

• T’s assets
• T’s liabilities

• Asset Purchase: buy select assets; assume select liabilities of Target Co. (T)
STRUCTURE

RESULT
T Shareholders

B

Purchase Price
Select assets and
liabilities
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T

• T’s assets
• T’s liabilities

T Shareholders

B

• Purchased assets of T
• Assumed liabilities of T

T

• T’s assets not purchased
• T’s liabilities not assumed
• Purchase Price

Transaction Structures: Stock Purchase

• All target shareholders are “signed up” to
the deal and directly obligated
• Target generally not affected by deal;
remains “as is”
• Typically, significantly reduces the need for
third party consents, waivers, notices
(including government–related items)

CONS

PROS

Stock Purchase – Typical Characteristics
• Target (i.e., buyer’s new subsidiary) retains all
of its liabilities (a “pro” for sellers)
• Tax benefit for buyer may not be available
• Must reach agreement with every
shareholder

• Employment of employees generally not
affected
• Insurance coverage generally remains in
place (but confirm change of control
language and policy language)
• Generally, single level of taxation

Generally: sellers like; buyers dislike
3

Transaction Structures: Asset Purchase

• Can generally accomplish without
unanimous approval of Target’s
shareholders (check state law and
corporate documents, etc.)

CONS

PROS

Asset Purchase – Typical Characteristics
• If not acquiring all assets, difficult to define and
separate purchased assets (worse if selling a
subsidiary or division)
• Buyer might not obtain a stand-alone business

• More flexibility; Buyer can avoid certain
unwanted assets and liabilities of target

• Integration issues; potential need for TSA

• Lower risk of assuming
undisclosed/unknown liabilities

• Usually more third-party consents due to
“assignments”

• Potential tax benefit to buyer

• Additional ancillary documents required to transfer

• Generally not required to hire all target
employees or assume employee
benefits

• Post-closing considerations (see subsequent slide)

• Potential additional tax to sellers

• Potential successor liability

• Purchase of business division or
distressed business; concerns about
unknown liabilities

Generally: sellers dislike; buyers like
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Asset Purchase: Certain Post-closing considerations
Asset Purchase – Certain Post-closing Considerations
• Target retains some liabilities
• Depends on the particular transaction, but may be all pre-closing liabilities
• Target often has no remaining business to satisfy retained liabilities (unless the sale of a division)
• Dividend/Distribution of closing proceeds
• Consider state law and tax matters
• Consider whether post-closing payments (e.g., Purchase Price adjustment, escrow release,
earnout, seller note) flow through the Target and are subject to Target’s creditor claims
• Maintaining corporate existence of Target company for some period of time (wind down of
Company; liquidation of remaining assets)
• Consider tail insurance
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Asset Purchase: Additional Considerations
Asset Purchase – Additional Considerations
• Buyer assumes ALL contracts or just those listed?
• The answer isn’t always that simple
• Consider adding provision allowing Buyer to later assume undisclosed contracts
• Leaving behind certain contracts
• Will Target be able to perform?
• Seeking consent to assign:
• Generally Target remains on the hook under assumed contracts (although Target has some
arguments), absent a release
• Releases can be difficult to obtain
• Don’t concede that consent is required (“to the extent required”) in case consent isn’t
obtained and the parties desire to close over the consent
• Representation and Warranty Insurance, especially related to excluded liabilities
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Asset Purchase: Stop and Think before Agreeing
Asset Purchase – Stop and Think
• Deals move fast at the LOI stage and often lawyers come in late
• Consider key issues before agreeing to asset sale structure
• Consult a tax professional
• Confirm no double tax
• Consider requesting a tax gross-up payment (including tax on tax)
• Before agreeing to a gross up, Buyer should understand magnitude or consider
a cap
• Generally how many contracts would require consent to assign?
• Legal diligence may not have occurred, but try to make a general assessment
• Any key permits/governmental approvals that would require a long application process?
• Tax for re-titling assets (e.g., vehicles)
• Others…
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Strafford: Stock Acquisitions

Auctions vs. Negotiated
Purchases
Neal A. Jacobs
Jacobs Law Group, PC

Basic Rules guiding the Board
The Revlon board's authorization permitting
management to negotiate a merger or buyout with
a third party was a recognition that
the company was for sale. The duty of the board
had thus changed from the preservation of
Revlon as a corporate entity to the
maximization of the company's value at a sale
for the stockholders' benefit.
Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc.,
506 A.2d 173, 182 (Del. 1986)
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Basic Rules guiding the Board
In such situations, “in negotiating a share price that
shareholders will receive in a cash-out merger,
directors act as fiduciaries on behalf of the
shareholders ... [and] the common law imposes
... duties to maximize shareholder value and
make full disclosure of all material facts
concerning the merger to the
shareholders.” Shenker, 411 Md. at 339,
Finke v. Vanderkelen, No. 345621, 2020 WL
2601196, at *3 (Mich. Ct. App. May 21, 2020)
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What is an Auction?
• There are several common types of auctions: the
“English Style” Outcry Auction and Private Bid
Auctions, for example.
• The English Style Outcry Auction is the one most
people are familiar with. This auction type involves
gathering bidders in an auction room, who shout out
their bids at the urging of an auctioneer. Typically,
these auctions are for specific assets, such as a
painting or a car.
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What is an Auction?
• The English Style Outcry Auction is not typically used
in the sale of the company context, however.
• Instead, the sale of a company typically involves a
public or private auction through which sealed bids for
the company are submitted, typically to an investment
banker representing the company selling itself.
•It is possible to conduct the auction without an
investment banker, but the investment banker is often
useful in putting some distance between the company
for sale and the bidders. The investment banker also
often has the experience needed to run the auction
16
smoothly.

Public or Private Auction?
•Public or private auction.
•In a public auction, the investment banker will
advertise the auction widely, including online, as
well as issue a press release to encourage a wide
range of bidders.
•In a private auction, typically the investment
banker contacts targeted strategic or financial
bidders.
•For a private auction, it may be particularly
important that the banker has experience in the
industry of the company as identifying worthwhile
bidders may be difficult otherwise.
17

Auction Procedures
www.investmentbank.com

Auction Procedures
• Prepare a Confidential Information Memorandum
This is a detailed prospectus that typically describes
the business, management, competition and the
financial condition of the company. It will contain
much of the same type of general business
information as might appear in an IPO prospectus.
This is also the time to enter into confidentiality
agreements with potential bidders.
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Auction Procedures
The Confidential Information Memorandum (CIM) is
a prospectus on the company that contains 90% of
the information buyers need to submit offers. Offers
can be in the form of an Indication of Interest (IOI)
or Letter of Intent (LOI) depending on whether the
auction will have one or two bid rounds.
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Auction Procedures
• Pre-Qualification of Bidders
A company may want to do this in order to
preliminarily weed out non-serious bidders. For
example, one could require a refundable deposit be
made if a bidder reviews the information
memorandum and indicates an interest in bidding.
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Auction Procedures
• Due Diligence and Data Rooms
This is also the time to arrange for due diligence
with pre-qualified bidders. A virtual data room is
often the best way to approach this issue. The due
diligence process in an auction is similar to that in a
negotiated stock acquisition. However, one major
difference is that the auction due diligence scenario
may be far more time consuming as management
will be fielding questions and requests from more
than one potential buyer.
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Auction Procedures
• Submission of Sealed Bids/Signed Sales Contracts
Once initial due diligence is completed, the prequalified bidders will be required to submit sealed
bids, typically in the form of a signed sales contract.
Unlike in a negotiated acquisition, the sales contract
is usually non-negotiable or subject to very limited
negotiation. This can be a negative aspect of an
auction from a buyer’s viewpoint.
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Auction Procedures:
Winnowing the Field
•Indications of Interest.
•Winnowing the field of interested parties.
•https://www.exitstrategiesgroup.com/how-auctionprocess-works
Many auctions involve a two-step process. The purpose of
round one is to narrow the field of buyers to a manageable
number for more detailed discovery. Only the top bidders are
invited in for a site visit and meeting with company owners
and top management. After these meetings, the data room is
updated with more detailed information and the CIM may be
supplemented to the buyers still in the process. Equally
informing all bidders is critical to a successful auction.
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Advantages and Disadvantages to
Seller
•Seller sets the terms of sale in the auction. This
can be problematic, however, since bidders may not
be thrilled with being bound to a particular
transaction structure, e.g., a stock rather than asset
acquisition.
•Auctions may be more costly to the Seller as the
Seller may need to hire not only an attorney but an
investment banker or other agent to prepare
auction materials, including an information
memorandum. Dealing with multiple potential
buyers also may increase cost, particularly the time
that management must spend on the deal.
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Time Frame: 6 months or more
How long does an M&A auction process take?
Typically 3 to 5 months from market launch to a
signed LOI, depending on whether the auction is
broad or limited, formal or informal, one or two
rounds. Expect another 2 to 3 months to close the
transaction depending on the buyer, scope of due
diligence, financing needs, third party consents and
other factors.
https://www.exitstrategiesgroup.com/how-auctionprocess-works
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Buyer’s Perspective
• Buyers often do not favor auctions as they view
them as tending to drive up the purchase price for a
company.
•Auctions can also be time consuming for buyers,
particularly if there is a pre-qualification “round” as
previously described. The buyer runs the risk of
spending money and time on a process for which it
is not guaranteed to be the winner.
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Seller’s Perspective
• An auction keeps potential buyers “honest”-the
bidders will bid the maximum price they think that
the business is worth. In contrast, negotiated
acquisitions can initially bring a “low ball” offer
before the negotiations become serious.
•The time deadlines and general time pressure of an
auction are positives for sellers because they tend
to identify who are serious bidders quickly. This
contrasts with a negotiated acquisition which is
open-ended in time frame.
28

Seller’s Perspective
• The seller wants to attract as many bidders as
possible as this tends to increase the offered price.
• In an auction, the seller obtains the advantage of
having bidders with different “perceived values” of
the seller. For example, an auction may attract
both strategic and financial/private equity bidders
while a negotiated acquisition does not have this
variety.
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Seller’s Perspective
• In contrast to a negotiated acquisition, an auction
may help a seller’s management to fulfill fiduciary
duties to obtain the highest possible price for the
company.
• One problem with an auction, particularly a public
one, is that it eliminates the ability to keep the
potential sale confidential from employees, clients
and competitors.
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Judicial Sale Auction Process
“. . . I conclude that the evidence presented at trial warrants the appointment of a
custodian to sell the Company to resolve the deadlocks between Shawe and Elting. I have
reached this conclusion solely based on the evidence presented at trial and not as a form
of sanction against Shawe.
In re Shawe & Elting LLC, No. CV 10449-CB, 2015 WL 4874733, at *25 (Del. Ch. Aug. 13,
2015), aff'd sub nom. Shawe v. Elting, 157 A.3d 152 (Del. 2017)
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Judicial sale.
In re TransPerfect Glob., Inc., No. CV 10449-CB, 2018 WL
904160, at *1 (Del. Ch. Feb. 15, 2018), aff'd sub nom. Elting v.
Shawe, 185 A.3d 694 (Del. 2018)
•On February 8, 2016, the Custodian submitted a proposed plan of sale for the
Company (“Sale Report”) … he identified five alternatives that he had evaluated:
•1. Division of Business. A division of the Company into distinct business units,
with those units to be divided between the two stockholders in an appropriate
manner.
•2. Initial Public Offering. An initial public offering of TPG's stock to provide a
liquid market for the sale of shares by current stockholders at the time of the IPO
and over time.
•3. Sale to Existing Stockholder. The purchase by one stockholder of the other
stockholder's shares in one of the formats detailed in [Houlihan Lokey's report].
•4. Broad Auction. A customary broad auction process involving potential
bidders comprised of strategic bidders, as well as financial bidders, such as
private equity funds.
•5. Modified Broad Auction Led by Existing Stockholders. A modified auction
where each stockholder could solicit third-party investors as partners in an
acquisition of TPG, and where the Custodian could work with outside bidders who
are interested in purchasing TPG, but not necessarily interested in partnering
with an existing stockholder in connection with any acquisition.
•In re TransPerfect Glob., Inc., No. CV 10449-CB, 2018 WL 904160, at *4 (Del. Ch. Feb. 15, 2018), aff'd sub
nom. Elting v. Shawe, 185 A.3d 694 (Del. 2018)
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Judicial sale.
In re TransPerfect Glob., Inc., No. CV 10449-CB, 2018 WL
904160, at *1 (Del. Ch. Feb. 15, 2018), aff'd sub nom. Elting v.
Shawe, 185 A.3d 694 (Del. 2018)
•On June 20, 2016, the court issued a decision in which it
accepted the Custodian's recommendation to proceed with the
Modified Auction with certain modifications… in order to
maximize stockholder value, one of the objectives of the dual
mandate.
•The other mandate being to keep the business as a continuing
enterprise, thereby maintaining the jobs of all employees.
•In re TransPerfect Glob., Inc., No. CV 10449-CB, 2018 WL
904160, at *5 (Del. Ch. Feb. 15, 2018), aff'd sub nom. Elting
v. Shawe, 185 A.3d 694 (Del. 2018)
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Judicial sale.
In re TransPerfect Glob., Inc., No. CV 10449-CB, 2018 WL
904160, at *1 (Del. Ch. Feb. 15, 2018), aff'd sub nom. Elting v.
Shawe, 185 A.3d 694 (Del. 2018)

•From March to November 2017, the Custodian…,
conducted an extensive sale process. Approximately
97 financial and strategic firms were solicited to
participate, 65 of which entered into confidentiality
agreements.
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Judicial sale.
In re TransPerfect Glob., Inc., No. CV 10449-CB, 2018 WL
904160, at *1 (Del. Ch. Feb. 15, 2018), aff'd sub nom. Elting v.
Shawe, 185 A.3d 694 (Del. 2018)
•Three formal rounds of bidding
•informal fourth round to elicit “final” bids,
•two leading bidders emerged: Shawe and H.I.G. Middle
Market, LLC, the owner of TransPerfect's leading competitor.
Between the two, the Custodian believed that Shawe
ultimately would offer greater consideration than H.I.G. with
fewer closing conditions and better terms (e.g., indemnification
and releases), while retaining virtually all of the Company's
employees—a particularly important consideration given the
Custodian's dual mandate. Thus, despite Shawe's vigorous
opposition to the sale process, the Custodian reached out to
negotiate with him in an effort to finalize a transaction.
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Judicial sale.

No sale process is perfect, and this one certainly
presented challenges. Nonetheless, in my judgment,
the Custodian deftly and firmly handled a
challenging assignment to create a competitive
dynamic that maximized the value of Elting's shares
while simultaneously preserving the Company as a
going concern to the fullest extent possible,
consistent with his dual mandate.
In re TransPerfect Glob., Inc., No. CV 10449-CB,
2018 WL 904160, at *3 (Del. Ch. Feb. 15,
2018), aff'd sub nom. Elting v. Shawe, 185 A.3d
694 (Del. 2018)
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Judicial Sale
ELTING v. SHAWE: THE AFTERMATH


Results:




Shawe is 100% owner of TPG after buying out Elting for $385M

Pros:



Ends the corporate deadlock
Press




“We are the most known translating company in the world after this fight. I don’t care
what you say about me; just spell my name right” Phil Shawe

Cons:







Shawe took on substantial debt to fund the buy-out of Elting
Top competitors of TPG get an intimate view of TPG’s operations, business plan,
and finances from modified auction process (i.e. access to trade secrets)
Low employee moral during litigations
Press
Litigation continues post-sale
Custodian who oversaw the sale gets sued.
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Judicial sale. Second example. Acela Investments

In July 2019, the Liquidating Trustee retained Locust Walk
Partners LLC and Locust Walk Securities (together, “Locust
Walk”), a life sciences investment banking firm, to advise him
and to assist in conducting a sale process.
ACELA INVESTMENTS LLC, ACELA FIRST INVESTMENTS LLC,
ACELA NEW INVESTMENTS LLC, & DR. STEFAN AIGNER,
Plaintiffs, v. RAYMOND DIFALCO & MANISH SHAH, Defendants,
& INSPIRION DELIVERY SCIENCES, LLC & INSPIRION
DELIVERY TECHNOLOGIES, LLC, Nominal Defendants.
RAYMOND DIFALCO, Counterclaim & Third-Party Plaintiff,, No.
CV 2018-0558-AGB, 2020 WL 1987093, at *2 (Del. Ch. Apr.
27, 2020)
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Judicial sale. Second example. Acela Investments

The Liquidating Trustee subsequently filed a motion describing
the steps of a proposed sale process that would target “firms
active in the abuse-deterrent opioid space, firms active in the
broader pain space, and global specialty pharmaceutical firms
that have indicated an interest in expanding into the United
States pharmaceutical market.” The proposed sale process
contemplated receiving “best and final offers” by December 1,
2019, and entering into any “binding and definitive
agreements by December 31, 2019.” The court entered an
order approving the proposed sale process, which was
unopposed.
ACELA INVESTMENTS LLC, ACELA FIRST INVESTMENTS LLC,
ACELA NEW INVESTMENTS LLC, & DR. STEFAN AIGNER,
Plaintiffs, v. RAYMOND DIFALCO & MANISH SHAH, Defendants,
No. CV 2018-0558-AGB, 2020 WL 1987093, at *2 (Del. Ch.
39
Apr. 27, 2020)

Judicial sale. Second example. Acela Investments

In October 2019, Locust Walk sent a “teaser” to
“approximately eighty-one entities that might be potential
acquirers” of IDS, which included both financial and
strategic prospective buyers.29 The teaser described the
Company and its business and stated that “multiple structures”
for a transaction were being explored: “IDS is currently
seeking a strategic partnership / acquisition (exploring multiple
structures) for the ongoing commercialization of MorphaBond
... and RoxyBond
ACELA INVESTMENTS LLC, ACELA FIRST INVESTMENTS LLC,
ACELA NEW INVESTMENTS LLC, & DR. STEFAN AIGNER,
Plaintiffs, v. RAYMOND DIFALCO & MANISH SHAH, Defendants,
No. CV 2018-0558-AGB, 2020 WL 1987093, at *3 (Del. Ch.
Apr. 27, 2020)
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Judicial sale. Second example. Acela Investments

Although the sale process overseen by Locust Walk generated five
indications of interest, the Liquidating Trustee was unable to reach
definitive terms for a transaction with anyone before the contemplated
December 31, 2019 deadline.
ACELA INVESTMENTS LLC, ACELA FIRST INVESTMENTS LLC, ACELA NEW
INVESTMENTS LLC, & DR. STEFAN AIGNER, Plaintiffs, v. RAYMOND DIFALCO &
MANISH SHAH, Defendants, No. CV 2018-0558-AGB, 2020 WL 1987093, at *3
(Del. Ch. Apr. 27, 2020)
Company sold to one of the interested parties post auction time line.
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Bankruptcy Auction of Company

Sale is either by Plan of Reorganization or under § 363 of the Bankruptcy
Code.
Generally a sale of the assets, not of stock.
Primary mandate is to get the maximum price, benefits to the creditors.
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Due Diligence: Stock Purchase
Stock Purchase – Some Additional Diligence Considerations
• Generally significantly more due diligence than in an asset purchase
• Sellers’ title to the Target’s stock or equity; confirm ownership of Target; required approvals;
subsidiaries; much more corporate due diligence
• Incentive equity/stock options, change of control agreements (e.g., sale bonuses)
• Change of control provisions in contracts
• Intercompany agreements and commingled or shared assets and services if buying a part of a
company group
• Preemptive rights; ROFR/ROFO; Tag-Along/Drag-Along rights
• Greater diligence of all aspects of business (financials; employees; insurance; real property; key
customers/suppliers, etc.)
• Material agreements (although see discussion in asset purchase section)

Generally: diligence typically greater in stock purchase since
purchaser may be assuming more risk
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Due Diligence: Stock Purchase
Stock Purchase – Some Additional Diligence Considerations (cont.)
• Identification of all liabilities of Target, not just those assumed (some key examples below)
• Employee Benefits (e.g., multi-employer plans)
• Employment (e.g., Fair Labor Standards Act; immigration; bonuses)
• Debt (broadly defined, including capital leases, hedging arrangements, etc.)
• Intellectual property (similar for asset deal)
• Environmental (including formerly owned real property)
• Litigation/claims/product liability
• Tax matters
• Industry specific (e.g., food safety)
• International brings in many other aspects (e.g., import/export, FCPA)

Generally: diligence typically greater in stock purchase since
purchaser may be assuming more risk
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Due Diligence: Asset Purchase
Asset Purchase – Some Additional Diligence Considerations
• Assets to acquire – if acquiring division or business line, determine all assets required to continue
to run that division or business line
• Target’s title to, and condition of, the acquired assets (e.g., liens, equipment leases, etc.)
• Although consider whether any different for a stock purchase
• Requirements to retitle assets (e.g., Intellectual Property or registered vehicles)
• Transferability of the acquired assets and any required permits to operate such assets
• Commingled or shared assets, for example:
• IT Systems and IT licenses
• Shared contracts or intellectual property
• Liabilities associated with acquired assets
• Required third-party consents/notices for transfer of acquired assets
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Due Diligence: Asset Purchase
Asset Purchase – Some Additional Diligence Considerations (cont.)
• Insurance coverage
• Both parties consider a tail policy
• Analyze whether claims made or occurrence based (often, insurance experts review this)
• Material Contracts
• Very fact specific whether less or the same due diligence is required (as compared to a
stock purchase)
• Fulsome due diligence may be required in order to understand the universe of contracts
and take advantage of the ability to leave some behind
• Successor liability (beyond the scope of this presentation) examples:
• Certain Employee Benefits, Employment, Environmental, and Tax matters
• Consider Product Liability matters
• General legal concepts and other areas…
• Still, generally no greater liability than in a Stock Purchase transaction (just be aware)
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Keith Radtke would like to thank the following
colleagues for assisting him in preparing his
portion of this presentation:
Andrea Scheder, Associate (Corporate),
Faegre Drinker Biddle & Reath LLP
Lisa Pugh, Partner (Tax), Faegre Drinker
Biddle & Reath LLP
Kate Sherburne, Partner (Corporate), Faegre
Drinker Biddle & Reath LLP
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Strafford: Stock Acquisitions

Key Agreement
Provisions and Issues
Neal A. Jacobs
Jacobs Law Group, PC

Contractarian


Consistent with Delaware’s pro-contractarian policy, “a
party may not come to court to enforce a contractual
right that it did not obtain for itself at the negotiating
table.” Delaware law presumes parties are bound by
the language of the agreement they negotiated,
especially when the parties are sophisticated entities
that have engaged in arms-length negotiations.
MidCap Funding X Tr. v. Graebel Companies, Inc., No.
CV 2018-0312-MTZ, 2020 WL 2095899, at *10 (Del.
Ch. Apr. 30, 2020)
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Purchase Price.
Filling the Gap Between Buyer and Seller


Earn Outs Generally fill gaps in perceived values
 Seller
 Higher

perceived value
 May have to accept more risk to achieve desired value
 Buyer
 Lower

perceived value
 Less risk tolerant
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Context


Reality:


Seller




Buyer




Motivated to obtain highest Purchase Price and Earn Out possible

Motivated to Keep Purchase Price and Earn Out Low or zero

Earn-outs are often the subject of disputes as it is in the buyer’s
interest to keep the eventual total purchase price as low as
possible, whereas the seller has the goal to maximize the price to
be paid. This results in conflicts and these conflicts range from
how to interpret the financial or other targets to whether the
buyer has altered the acquired business to lessen the likelihood
that the business will meet the earn-out targets.
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Earn Out
 An

“earn-out” is a term used most often in the mergers
and acquisitions area and refers to contingent postclosing purchase price payments that are made if
various targets are met by the acquired business.
 A conditional future payment
 Conditioned on meeting or exceeding milestones,
metrics
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Earn Out
• The metrics
– Gross Sales
– Net sales
– Products introduced
– Offices opened
– Patents granted
– Software approved
– Profits made
– Milestones achieved

• The metrics
(Cont’d)
• Market share
• EBITDA
• Working Capital

Formulas
Generally accounting and
business intensive
GAAP
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Size of Earn-Outs





Generally Average 20% of Purchase Price
The higher the percentage the more closely the
purchaser’s conduct will be examined.
Obligation to use reasonable efforts to achieve earnout where earn-out comprised 50% of the purchase
price. Sonoran Scanners, Inc. v. PerkinElmer, Inc., 585
F.3d 535 (1st Cir. 2009).
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Earn Out-- Mirror Image -- Claw
Back




Earn Out = additional consideration paid to seller
based on achievement of milestones
Claw Back = repayment of consideration back to
buyer from that already paid to seller due to failure
to achieve milestones

Confidence of seller versus pessimism of buyer
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Earn Out Formula
Can Skew Performance








Sacrifice long term sustainable profits for short term
gain
Can be manipulated by parties in control
By changes in accounting policies or applications
Or even corrections of prior accounting errors
Determining write offs
Capitalizing or expensing items
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Disputes -- Today versus
Tomorrow
The Delaware Chancery Court has noted in a
relatively recent case that “since value is
frequently debatable and the causes of
underperformance equally so, an earn-out often
converts today’s disagreement over price into
tomorrow’s litigation over the outcome.”
Airborne Health, Inc. v. Squid Soap, LP, 984 A.2d 126,
132 (Del. Ch. 2009).
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Standard of Care Imposed On
Buyer






Interplay of standard of care set forth in
agreement, best efforts, reasonable commercial
efforts, etc
The countervailing business judgment rule, rule of
reason, etc.
Courts will generally not impose unbounded
obligations on a party, obligations are usually
measured by the rule of reason.
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Manipulation of Earn Out




By Buyer to limit or prevent achievement of earn
out
By Seller to achieve earn out milestones (where
Seller has stayed on and is in some degree of
control over the business)
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Post Closing Structure






Business operated independently?
As a division?
Representations as to post closing management and
operations?
Reliance on representations outside of the contracts.

INTEGRATION CLAUSES WILL BAR PAROL EVIDENCE
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Did they specify how the business
was to be operated?


Notably, the Merger Agreement does not contain
any provision governing the operation of Harmonix
during the earn-out period, nor does it contain any
efforts clause related to the earn-out payments.
Winshall v. Viacom Int'l, Inc., 55 A.3d 629, 632
(Del. Ch. 2011)
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Representations and warranties
• The seller provides many representations (and warranties) in a stock
purchase agreement. The buyer provides relatively few, which is logical as
the buyer needs to confirm many different facts regarding the existing
business whether the parties structure the purchase as an asset sale or stock
sale.
• If a significant portion of the purchase price is being paid by promissory
note, the seller may ask the buyer for more representations and warranties
than is customary in order to determine the financial soundness of the buyer
in its role as a debtor to the seller.
• The concern here may be the solvency of the buyer and
• Potential claims for fraudulent conveyances or preferences

• Representations and warranties typically serve different purposes for the
buyer and seller.
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Limiting Liability for Representations
and Warranties
There are many different ways for a seller to attempt to limit his liability for
various representations and warranties. Below is a brief list of some of these
techniques:
i.
Knowledge Qualifiers – Compare “To the actual knowledge of the
Shareholder” to “To the knowledge of the selling shareholder, after
reasonable inquiry . . . .” or what about constructive knowledge of that
same shareholder
ii.
Materiality Qualifiers – These concern eliminating selling shareholder
liability for representations and warranties that may be breached for
reasons that are immaterial, e.g., a reasonably prudent buyer would not
think that the breach was significant enough to require renegotiation of
the price or other economic terms of the stock purchase.
iii. Quantitative Qualifiers – These set a bright line standard for whether a
selling stockholder has breached a representation or warranty.
iv. Deductibles, Baskets, and Caps under Indemnification Provisions-
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Selling Shareholders’ Representations,
Warranties and Covenants –
The Materiality Scrape



Very pro-Buyer:
A Materiality Scrape provision excludes and disregards all
materiality qualifiers contained in sellers reps and
warranties.





Renders materiality a nullity.
Thus any violation is a breach.

Example: “For purposes of this Article 12 [indemnification
article], any inaccuracy in or breach of any representation
or warranty made by the Seller in this Agreement shall be
determined without regard to any materiality, Material
Adverse Effect or other similar qualification contained in or
otherwise applicable to such representation and warranty.”
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Sandbagging




Commentators often use the term “sandbagging” to refer to the
practice of asserting a claim based on a representation despite
having had reason to [know or] suspect it was inaccurate.
See, e.g., Charles K. Whitehead, Sandbagging: Default Rules and
Acquisition Agreements, 36 Del. J. Corp. L. 1081, 1087, 1092–93
(2011) (surveying jurisdictions and acquisition agreements;
concluding that New York and Delaware are pro-sandbagging and
that very few acquisition agreements have anti-sandbagging clauses
Akorn, Inc. v. Fresenius Kabi AG, No. CV 2018-0300-JTL, 2018 WL
4719347, at *77 (Del. Ch. Oct. 1, 2018), aff'd, 198 A.3d 724 (Del.
2018)
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Sandbagging: Sample
Clause




Sandbagging. The rights of the Purchaser to
indemnification or any other remedy under
this Agreement shall not be impacted or
limited by any knowledge that the Purchaser
may have acquired, or could have acquired,
whether before or after the Closing Date, nor
by any investigation or diligence by the
Purchaser.
www.lawinsider.com
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Material Adverse Changes
Material Adverse Effect
MAC clause allows an acquirer to “costlessly cancel the deal” in
connection with “a significant deterioration in the [target’s]
business between signing and closing [that] threaten[s] the
fundamentals of the deal.” Akorn, Inc. v. Fresenius Kabi AG,
2018 WL 4719347, at *47 (Del. Ch. Oct. 1, 2018).


Despite the attention that contracting parties give to these
provisions, MAE clauses typically do not define what is
“material.” Commentators have argued that parties find it
efficient to leave the term undefined because the resulting
uncertainty generates productive opportunities for
renegotiation.
Akorn, Inc. v. Fresenius Kabi AG, No. CV 2018-0300-JTL, 2018
WL 4719347, at *48 (Del. Ch. Oct. 1, 2018), aff'd, 198 A.3d
724 (Del. 2018)
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Force Majeure
Covid19 - Pandemic


Force Majeure. Notwithstanding anything to the contrary
contained herein, neither party shall be liable for any
delays or failures in performance resulting from acts beyond
its reasonable control including, without limitation, acts of
God, acts of war or terrorism, shortage of supply,
breakdowns or malfunctions, interruptions or malfunction of
computer facilities, or loss of data due to power failures or
mechanical difficulties with information storage or retrieval
systems, labor difficulties or civil unrest. Notwithstanding the
foregoing, in the event of such an occurrence, each party
agrees to make a good faith effort to perform its
obligations hereunder.
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Arbitration Clauses




The Delaware Rapid Arbitration Act (DRAA)
Goal:
To provide to sophisticated parties a method to get prompt
cost-effective and efficient resolutions to business disputes.

DRAA 10 Del Code § 5802
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Arbitration Clauses



Speed under the DRAA:
Arbitration must be completed within 120 days of the
appointment of the Arbitrator
(b) Subject to subsection (c) of this section, an arbitrator
shall issue a final award within the time fixed by an
agreement or, if not so fixed, within 120 days of the
arbitrator's acceptance of the arbitrator's appointment.
10 Del Code § 5808 Awards.
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Arbitration Clauses





DRAA: Penalties on Arbitrator for delay:
25% fee reduction if late by 1- 30 days.
75% fee reduction if late by 30 - 60 days
100% fee reduction if late by 60+ days
10 Del. Code § 5806 Arbitrator; fees and expenses of
arbitration.
Parties can agree to extend the time frames but only by
unanimous agreement and even then by no more than by
60 days. 10 Del Code § 5808(c).
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Arbitration Clauses







DRAA: Waivers:
Enjoin the arbitration
Personal jurisdiction
Subject matter jurisdiction
Removal rights (to Federal court)
Appellate rights (except as authorized by the DRAA)
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Arbitration Clauses
DRAA: Pre-Hearing Evidence Exchanges
 None
 Depositions: None.
 Subpoenas to Third Parties: None.
 Document Exchanges: None.
Unless specified by the parties in their agreement


§ 5807 Hearing; witnesses; prehearing evidence gathering;
rulings before final award. (DRAA)
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Arbitration Clauses


Terms to consider:
1. Location of arbitration.
2. Number of arbitrators.
3. Administered or independent arbitration.
4. Rules to be applied.
5. Jurisdiction of the arbitrators, reserve equitable and emergency matters for the
courts and leave only damage issues for arbitration panel.
6. Fee shifting provision.
7. Cost shifting provision.
8. Manner of selection of arbitrators.
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Arbitration Clauses


Terms to consider:
9.
10.
11.

12.
13.
14.
15.

Qualification of arbitrators, CPA, CVA, Attorney, other professional,
businessperson, executive, …
Method of arbitration; full trial, mini-trial, rules of evidence, etc
Type of arbitration:
• Money Damages
• Equitable relief
• High-low
• Baseball type arbitration
• other
Discovery, exchanges of documents, depositions, issuance of subpoenas, etc.
Duration of arbitration; number of days to present case.
Which state law will govern? Are the arbitrators required to strictly follow the
law or do they have the same discretion a judge has?
Appellate review; can you eliminate the oversight that a court has in
determining whether to enforce an arbitration award?

75

Arbitration Clauses


Pros and Cons of Arbitration
Just how “arbitrary” can an arbitration award be and still be upheld?



The arbitrator can get the facts wrong and the award will still be upheld.



The arbitrator can get the law wrong and the award will still be upheld.



The arbitrator can get the result wrong and the award will still be upheld.
Educate your business persons about the trade-offs:
• accuracy, completeness, logical legal reasoning and appellate rights,
In exchange for:
• speed of resolution.
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Arbitration Clauses
Federal Arbitration Act (FAA)
 Limited grounds to set aside (vacate) arbitration award:
Fraud or corruption
1.
Failure to decide issues submitted
2.
Arbitrator exceeds power by deciding issues not submitted
3.
4.
Award is not certain, final and mutual.
Hall Street Associates v. Mattel, Inc., 128 S. Ct. 1396 (2008)
Court must confirm the award unless one of the above four grounds is
present.
Error of law is not a ground for vacatur.
Error of fact is not a ground for vacatur.
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Arbitration Clauses




Federal Arbitration Act (FAA)
Manifest disregard of the law:
Judicial addition (in some circuits) to the grounds to vacate under the
FAA
 Fourth Circuit Manifest disregard alive: Dewan v. Walia, 2013
WL 5781207 (4th Cir. Oct. 28, 2013),
 Fifth Circuit: Manifest disregard dead. Citigroup Global Markets
Inc. v. Bacon, 562 F.3d 349 (5th Cir. 2009)
 Sixth Circuit. Manifest disregard doubtful. Grain v. Trinity
Health, 551 F.3d 374 (6th Cir. 2008)
 Conn: Sotheby's Intl Rlty, Inc v. Relocation Group LLC et al,, 2013
U.S. Dist. LEXIS 180040; 2013 WL 6704876 (D. Conn. Dec. 5,
2013)
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