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n late August, a California appellate
decision provided a useful primer
on drafting non-competition
covenants in California merger and
acquisition transactions. In Fillpoint
LLC v. Maas, the California Court of

Appeals affirmed a judgment of the
Orange County Superior Court holding
unenforceable a non-compete in an
employment agreement entered into as
part of a business sale. The decision
provides useful guidance for buyers in
drafting non-competes to properly protect the goodwill of the acquired business in a
manner that will withstand court scrutiny.

Non-competes in California
California has a strong public policy protecting each person’s right to pursue his or her

chosen lawful occupation. This public policy is codified in California Business and
Professions Code Section 16600 and provides that generally “every contract by which
anyone is restrained from engaging in a lawful profession, trade, or business of any kind is
to that extent void.”

The California Legislature has provided an exception to permit non-competes entered
into in connection with business sales. Business and Professions Code Section 16601
allows that any person who sells the goodwill of a business may agree with the buyer to
refrain from carrying on a similar business within a specified geographical area in which the
business has been carried on for so long as the buyer carries on a like business. This
exception is available in transactions structured as a sale of substantially all of the
operating assets of a company or its division or subsidiary, or the sale by a shareholder of
his or her stock in a company. As part of an enforceable non-compete, courts will also
enforce non-solicitation covenants barring the seller from soliciting the sold business’s
employees and customers.

In allowing this exception, California has recognized the important commercial purpose in
protecting the value of an acquired business, recognizing that, when a seller is paid for the
goodwill of a business, it is unfair for the seller to engage in competition which diminishes
the value of the sold business.

However, courts have emphasized that this exception is limited and have declared that,
in order to uphold a non-compete pursuant to Section 16601, the contract may not
circumvent California’s deeply rooted public policy favoring open competition and must
clearly fall within this limited exception.

The Issues Presented in Fillpoint
In 2005, Handleman Co. acquired Michael Maas’s stock in Crave Entertainment Group.

In the Stock Purchase Agreement, Maas agreed not to compete with the sold business for
a period of 36 months following the closing. As part of the acquisition, Maas entered into an
Employment Agreement containing a non-compete covenant for one year following the
termination of his employment with Crave. Maas resigned from Crave about three years
after its sale and after the expiration of the non-compete in the Stock Purchase Agreement;
however, approximately six months later, he began working for a competitor of Crave
during the period that the non-compete in the Employment Agreement remained operative.
Fillpoint, which had acquired Crave from Handleman, then sued Maas for breaching his
Employment Agreement and also sued his new employer and its principal for interference
with contract.

In its decision, the Court was willing to read the Purchase Agreement and the
Employment Agreement together as an integrated agreement as the agreements were
signed by the parties around the same time and referenced each other. This was helpful to
the buyer since a non-compete in an employment agreement, standing alone without
integration with a purchase agreement, would be unenforceable. This is also consistent
with other California court decisions which have generally held that the location of a non-
compete in a document separate from the purchase agreement, such as an employment or
non-competition agreement, is not fatal, in and of itself, to its enforcement provided that the
covenant otherwise meets the statutory requirements.

However, the Court declared that the fact that the two Agreements should be read
together does not mean that the non-compete in the Employment Agreement is enforceable
automatically. In striking down the non-compete in the Employment Agreement, the Court
distinguished that covenant from the non-compete in the Purchase Agreement Maas had
complied with, which the Court considered appropriate to protect the goodwill of the
acquired business for a specified period and to serve the purposes of the statutory
exception. The Court viewed the non-compete in the Employment Agreement differently,
finding that that covenant was much broader and prevented Maas for one year after
employment termination from making sales contacts or making actual sales to anyone who
was a Crave customer or potential customer, working for or owning any interest in a
business which would compete with Crave, or employing or soliciting for employment any
of Crave’s employees or consultants.

The Court concluded that the non-compete in the Employment Agreement was directed
towards affecting Maas’ rights to be employed in the future – in this case, for a year after
the end of the three-year non-compete period in the Purchase Agreement. In doing so, the
Court cited a “concession” in the buyer’s appellate brief that the two covenants were
intended to deal with different damages the employee might do wearing his separate hats
of majority shareholder and key employee. Accordingly, the Court held that the Purchase
Agreement covenant was properly focused on protecting the acquired goodwill for a limited
period of time, but the Employment Agreement’s covenant improperly targeted Maas’
fundamental right to pursue his profession.

In addition, the Court also found that the non-solicitation provisions were too broad. It

I
Goodwill Hunting: 

Enforcing Non-Competes in California M&A Transactions
by Jim Scheinkman and Christy Joseph, Partners, Snell & Wilmer LLP

noted that the provision barred solicitation
of even potential customers. It also cited
its prior decision in Strategix Ltd. v.
Infocrossing West Inc. which considered
non-solicitation provisions prohibiting the
solicitation of all employee and customers
of the buyer as being impermissibly
broader in scope than non-solicitation
provisions which barred solicitations of
customers and employees of the sold
business only.

Key Considerations for Buyers
A review of this decision and other cases leads to a conclusion that had the non-

competition covenant in the purchase documentation been drafted differently, the buyer
may have achieved its aims by keeping the employee from competing during the one year
after his employment ended. For example, the Fillpoint decision distinguished an earlier
decision in Alliant Ins. Services v. Gaddy which upheld identical covenants in a purchase
agreement and an employment agreement which applied for the later of five years following
the purchase or two years after termination of the employee’s employment with the new
company.

When drafting non-competes, buyers and their counsel should consider the following:
Integrate, Integrate, Integrate. It is critically important that the various transactional

documents appropriately reference each other, particularly if non-compete covenants are
contained in documents outside of the Purchase Agreement. The covenants in different
deal documents should also be consistent with each other. One of the factors which may
have influenced the decision in Fillpoint was the fact that Maas had already satisfied his
non-compete in his purchase agreement. Accordingly, the buyer had to justify separate and
different non-compete provisions in the employment agreement. Had the provisions been
consistent with each other, it would not have faced this battle.

Make Your Case for Enforcement in the Deal Documents. The non-compete
provisions should be drafted with an eye towards subsequent legal challenge and should
make the case themselves as to their absolute necessity to protect the acquired business’s
goodwill. This can be done through a number of means including, recitals confirming that
the purpose of the non-compete is to protect the goodwill and the reasonableness of the
provisions in doing so, closing conditions and other provisions which make clear the buyer
would not have closed on the purchase without these essential protections, and allocating
part of the deal consideration to goodwill.

Don’t be Greedy. Buyers should not overreach by barring sellers from activities beyond
the scope of the statutory exception. The courts will take umbrage at covenants which not
only bar solicitation of the customers and employees of the acquired business but which
cast a broader net to all of the buyer’s employees and customers. Practitioners sometimes
take illusive comfort that courts will “blue pencil” non-competes with overbroad or omitted
restrictions and make them enforceable by providing reasonable limitations. However,
California courts will not go so far as striking a new bargain for the purposes of saving an
illegal contract. As stated by the Court in Strategix, “had the parties intended to reach such
limited – and enforceable – covenants, they could have negotiated for them. We will not do
so for the parties now.”

Conclusion
The law governing non-competes in California mergers and acquisitions serves as

another  example that careful thought and analysis is requisite to accomplish the parties’
objectives and to implement their bargained agreements. Parties who proceed without
understanding what courts will permit and who overreach do so at their peril.

Jim Scheinkman

Jim Scheinkman is a partner and practice group leader of the
firm’s Business and Finance Group in Snell & Wilmer’s Orange
County office. His practice focuses on assisting mid-market
companies and their owners in mergers and acquisitions,
financings, joint ventures, corporate governance and shareholder
dispute resolution, securities offerings, technology development and
transfers, executive compensation and other corporate and
commercial matters. Jim also serves as general outside counsel for
a variety of mid-market businesses. Jim can be reached at
714.427.7037 or jscheinkman@swlaw.com.

Christy Joseph

Christy Joseph is a partner and practice group leader for the
labor and employment law group in Snell & Wilmerʼs Orange
County office. Her employment-related litigation experience
includes representation of employers in federal and superior
courts, as well as before administrative agencies in matters
involving wrongful termination, discrimination claims, sexual
harassment, ADA and medical condition claims, wage and hour
claims including class actions, tortious interference, unfair
competition, breach of fiduciary duty and trade secrets. Christy’s
practice further includes counseling employers not involved in
litigation regarding contractual, statutory and legal rights, and employment obligation
matters. She can be reached at 714.427.7028 or cjoseph@swlaw.com.
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ith so much at stake in a merger or acquisition, it
is critical for all involved to keep a weather eye
on potential fiduciary liabilities.

Officers and directors (and sometimes majority
shareholders) are in positions to control a
company. Power has been delegated to them, in

trust, and they are obligated under the law to act with loyalty
and care. They must act with independence, good faith and
reasonable diligence in informing themselves of the facts
before making a decision or taking an action. Officers and
directors are fiduciaries of the company, and can be held
liable for the harm that flows from any breach in their fiduciary
duties.

As fiduciaries, officers and directors must put the company’s interests over that of their
own. However, in many merger and acquisition scenarios, the interests of the minority
owners are pitted against the interests of the majority, and the interests of the
management of the company is at war with the interests of the actual owners of the
company. The issues usually revolve around how much value is going to be paid by the
buyer for the company versus how much value the buyer is going to pay for the continued
participation of management in the company after the sale.

A person who knowingly assists a fiduciary in committing a breach of trust may also
become liable for all of the harm caused. Under California law, an individual who knows
that another person’s conduct constitutes a breach of duty and gives substantial

W
Avoiding Fiduciary Liability in Mergers and Acquisitions

by Mark S. Adams and William F. Capps, Partners, Jeffer Mangels Butler & Mitchell LLP

assistance or encouragement to that person, can be held
liable. (The law in Delaware is similar). The rationale for
imposing this vicarious liability is to further deter wrongful
conduct that could result in harm.

The “knowledge” element of the claim essentially includes
two components. The first component is the knowledge that
the officer or director has a fiduciary duty. Most business
people could not credibly deny that they know officers and
directors are fiduciaries of their companies. The second
component is the knowledge that the officer’s or director’s
conduct constitutes a breach of fiduciary duty.

In the context of the purchase and sale of a company, the
purchaser must be cautious in providing any extra benefits or perks to individuals on the
target company’s board or its executive officers to consummate the transaction. The
purchaser could find itself liable for aiding and abetting the breach of a fiduciary duty.

The suspect benefits from the purchaser to one or more of the officers or directors of
the target company usually appear as side deals, such as lucrative employment
agreements, non-compete payments or stock options. Side agreements are not
uncommon and do not necessarily create liability. But when a side agreement represents
a large percentage of the total transaction value, or where a quid pro quo for the special
treatment is acknowledged, an aiding and abetting claim is sure to follow.

Experienced lawyers frequently use “fairness opinions” from investment bankers and
other techniques that offer some protection against these claims.

Mark S. Adams

Mark Adams is a litigation partner at Jeffer Mangels Butler &
Mitchell LLP. He has tried numerous cases in state courts, federal
courts, and in domestic and international arbitrations involving
fiduciary liability. Contact Mark at MarkAdams@jmbm.com or
949.623.7230.

William F. Capps

William Capps is partner and chairman of the Corporate
Department at Jeffer Mangels Butler & Mitchell LLP. He
represents business entities and individuals in a wide range of
business matters, including mergers and acquisitions and
corporate finance. Contact Bill at WCapps@jmbm.com
949.623.7245.
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n a number of transactions in which I have been involved, too little attention
has been focused on pre-tax planning before a sale transaction commences.
Set forth below are certain strategies that should be considered prior to
commencing any sale process.

When contemplating the sale of a company, an owner can maximize the
value of the sale through careful planning.  Such planning will generally involve
transfers of ownership interests in the company to children and grandchildren or to
charities, either directly or through trusts. With one exception (a nontaxable
transaction with a public company), these strategies must be implemented before
an owner has entered into a commitment to sell. Ideally, these transfers would be
undertaken prior to entering into any contract with an investment banker, to avoid
any discounted valuations for transfer purposes conflicting with any pricing reflected
in the investment banking contract for purposes of computing any fee.

Transfers to Children and Grandchildren
Because a gift tax is based on the gift’s fair market value on the date of the gift,

maximum advantage of valuation discounts is available only if ownership interests
in the company are transferred to children or grandchildren well before the company
is put on the market. Once selling activity commences, the size of the discounts
begins to shrink.

For example, the value of stock representing a minority interest in a company will
be discounted for gift tax purposes because it is not marketable and does not confer
control. Once the process of selling the company begins, however, the basis for
these discounts starts to disappear, decreasing to zero at the close of the sale,
because the minority shareholders will receive at that time their full undiscounted
shares of the sale proceeds. Therefore, in order for an owner to be able to claim the
largest possible discounts on minority interests in stock given to an owner’s children
or grandchildren, an owner must make such gifts well before putting the company
on the market. Upon the later sale of the company, not only will an amount of the
sale proceeds equal to the discounts have been transferred to the owner’s children
or grandchildren free of gift tax, but, if the value of the stock has appreciated
between the dates of the gift and the sale, gift tax on such appreciation will also
have been avoided.

If an owner’s children and grandchildren are minors or are otherwise not ready to
handle large sums of money, an owner can make the gifts through trusts. For
example, an owner can utilize a generation-skipping trust to transfer the stock to his
or her children and grandchildren without gift or estate taxes; or, if the owner wishes
to give away only appreciation in the stock, he or she can utilize a Grantor Retained
Annuity Trust (“GRAT”) or sale to an intentionally defective grantor trust through
which the owner can transfer such appreciation while retaining the principal value in
the form of an annuity or purchase money note.

Transfers to a Charity or a Charitable Remainder Trust
If the company is to be sold in a taxable sale and if its value has substantially

appreciated, the owner can also reduce his or her income tax exposure as well as
potential future estate taxes if, prior to the sale, he or she contributes a portion of
his or her stock to a public charity or to a tax exempt Charitable Remainder Unitrust
(“CRUT”) under which the remainder is payable to a public charity.

In contrast to gifts to an owner’s children or grandchildren where larger valuation
discounts are desirable, smaller discounts resulting in higher values are desirable
when the gift is to charity or a CRUT. Therefore, an owner should wait as long as
possible before contributing any of his or her stock to a charity or a CRUT; but
timing is again critical. If the transfer of the stock to the charity or CRUT is made on
the eve of the closing of the sale, it will be too late. Although the Internal Revenue
Service will not disallow the charitable tax deduction, it will treat the owner as if he
or she had sold the stock and contributed the proceeds of sale to the charity or the
CRUT, taxing the owner on the appreciation in the value of the stock. In order to
avoid this result, an owner must transfer the stock before he or she has entered into
a commitment to sell, whether or not the buyer is bound.

If the company is to be disposed of in a nontaxable transaction, for example, to a
public company in exchange for its stock, an owner can afford to wait until after the
transaction closes to make the charitable contribution using the public company
stock. This may provide a larger charitable tax deduction because the public
company stock might be worth more than an owner’s company stock was worth
prior to the exchange.

Gift Early, Donate Late
The foregoing can be recapitulated in the context of various pre-sale events.

I
Pre-Sale Tax Planning

by George Wall, Senior Partner, Rutan & Tucker LLP

1. Before engaging an investment banker or receiving an unsolicited offer to
purchase, an owner should make gifts of minority interests to your children and/or
grandchildren, directly or in trust, taking advantage of maximum discounts for lack
of marketability and lack of control.

2. After engaging an investment banker or receiving an unsolicited offer to purchase,
but before signing a non-binding letter of intent, an owner should:

a. Make gifts of minority interests to his or her children and/or grandchildren
as in paragraph 1 above, but subject to smaller valuation discounts due to
the prospect of a sale now being of record; or

b. Transfer stock to a GRAT, or sell stock to an intentionally defective grantor
trust, again subject to smaller valuation discounts. These techniques are
attractive because if the sale of the business closes, the value of the trust
will have appreciated within a short period of time by no less than the
amount of the valuation discounts, and such appreciated value should be
greater than the sum of the annuity payments or the amount of the
purchase money note to be received back by the owner; and if the
business does not sell, there is no proportional disadvantage.

3. After signing a non-binding letter of intent, but before signing a definitive
agreement, an owner should:

a. Make gifts of minority interests to his or her children and/or grandchildren
as in paragraph 1 above, but subject to even smaller valuation discounts
due to the prospect of imminent sale.

b. Donate stock to charity or transfer stock to a CRUT. This pre-sale
charitable donation technique is made later in the process, when there is
less uncertainty about whether the sale will close and the fair market value
is closer to the expected sale price.

4. After signing a definitive agreement it may be too late to do anything. As stated
above, if a transfer or donation of the stock is made after an owner has entered
into a commitment to sell, there is a risk that it will be treated as if the interest was
sold prior to the transfer or donation, resulting in taxes on the sale being assessed
against the owner. It is not too late, however, if the company is to be acquired by a
public company in a nontaxable transaction pursuant to which an owner will
receive stock of the public company.

To summarize, gifts should be made early in the process when uncertainty about
whether the sale will close, when, and at what price and terms, is still relatively high;
and charitable donations should be made late in the process when such uncertainty is
relatively low.

Internal Revenue Code Section 831(b) Captive Insurance Companies
The Captive Insurance Company Act (CIC) is an insurance and tax planning solution

that provides small to medium-sized businesses and their owners with significant
benefits. An insurance company, including a captive, may elect under 26 U.S.C.
§831(b) to be taxed on its investment income only, so long as the company receives
less than $1.2 million in premiums each year.

Effectively 831(b) allows a small insurance company to receive up to $1.2 million per
year in premiums, without paying any income taxes on those premiums, and creates a
deduction against ordinary income in the operating company for the amount paid to
your captive insurance company.

This election is an incentive provided by Congress to encourage the formation of new
insurance companies. This has the effect of creating an up to $1.2 million deduction in
the operating business, with the premium moneys transferred to the captive, and with
the captive not paying any income taxes on the receipt of those premiums.

Additionally, if structured correctly, a captive owned by an irrevocable trust could also
simultaneously accomplish estate planning goals as the premiums paid to the captive
would be considered outside an owner’s estate.

George Wall

Mr. Wall is a senior partner in the firm’s Corporate Section
whose practice focuses on mergers, acquisitions, recaps, sales
and reorganizations. He has worked on transactions this year
totaling approximately two billion dollars ($2,000,000,000) and
has done in excess of 250 M&A transactions during his career.
Mr. Wall can be reached at 714.662.4673 or gwall@rutan.com.
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roposed Amendments to the
Rules under the Hart Scott
Rodino Act will require
compliance with the Act’s
reporting and waiting period
requirements for certain

acquisitions of exclusive
pharmaceutical patent licenses that
historically have not been reportable because the licensor retained manufacturing rights
under the patent.

On August 13, 2012, the Federal Trade Commission (FTC), in consultation with the U.S.
Department of Justice, proposed Amendments* to the premerger notification Rules
regarding when a transfer of rights to a pharmaceutical patent is reportable under the HSR
Act. The Amendments would extend HSR Rules 801.1 and 801.2 to formalize and broaden
unofficial guidance given by FTC staff regarding when transactions involving the transfer
of exclusive rights to a pharmaceutical patent – generally by license – are potentially
reportable under the HSR Act. Notably, the proposed Amendments would result in a
significant change in the weight given by FTC staff to retained manufacturing rights by
deeming a license to be exclusive even when the licensor retains the right to manufacture
pharmaceuticals for the licensee. The Commission is seeking comments on the proposed
Amendments until October 25, 2012.

The HSR Act covers acquisitions, so existing patent licenses are unlikely to be affected
by the proposed Amendments. While the Amendments are now only proposals, companies
considering granting exclusive rights to a pharmaceutical patent should at this time
analyze the HSR Act reportability of the transfer under the proposed Amendments and, if
necessary, provide for additional time to comply with the HSR Act’s notification and waiting
period requirements. The initial waiting period under the HSR Act is 30 calendar days (or
15 calendar days in certain limited situations).

Pharmaceutical Patent Rights Transfers Under the HSR Act
Under the HSR Act, parties involved in acquisitions of voting securities and assets that

meet certain party and transaction size thresholds must file a notification with the federal
antitrust agencies and observe a waiting period prior to closing their transaction so that the
agencies have time to review the transaction before assets become commingled.

P
HSR Act Review on the Horizon 

for More Pharmaceutical Patent Transfers
by Andrew G. Berg and Mary K. Marks, Greenberg Traurig LLP

At the present time, entering into a
patent license is not reportable as an
asset acquisition unless it includes the
exclusive rights to “make, use and sell”
under the patent. However, when the
licensor retains some rights in the
patent, either outright or over time,
legal analysis and consultation with

FTC staff are often necessary to determine whether the exclusivity of the license has been
compromised for HSR Act reportability purposes. In the pharmaceutical industry it is not
uncommon for licensors to retain the right to manufacture, granting only the rights to “use
and sell” under the patent, and over time the FTC staff has viewed the grant of such a
license to be a non-reportable event similar to entering into a simple distribution
agreement.

Formalizing and Expanding the Types of Patent Transfers Subject to HSR Act
Notification

In the Amendments, the Commission would change this approach based on its current
belief that the pharmaceutical industry “presents unique incentives for the use of exclusive
licenses.” According to the Commission, in the pharmaceutical industry an innovator may
discover a compound, but not have the resources to support their approval and marketing,
so it must license the rights to others (often to a much larger company). Accordingly, the
Commission is limiting the proposed Amendments to pharmaceutical patent rights.
Notably, the proposed Rules do not refer to “licenses,” as the FTC does not want the form
of the transaction to dictate the types of rights transfers that are subject to notification
under the HSR Act. According to the Commission, the proposed Amendments are
expected to require HSR notification of approximately 30 additional transactions each
year, mostly due to amending the longstanding FTC staff approach that treated retained
manufacturing rights as a sufficient limitation on exclusivity to warrant exemption from the
HSR Act’s reporting requirements.

* Proposed Amendments to the Premerger Notification Rules 801.1 and 801.2: HSR IP
Rulemaking, Project No. P989316: http://www.ftc.gov/os/2012/08/120813hsr-
ipnprm.pdf.up

Andrew G. Berg

Andrew Berg advises clients on litigation, mergers and acquisi-
tions, and other antitrust and competition-related matters before
the Federal Trade Commission (FTC), the Antitrust Division of the
Department of Justice (DOJ), state attorneys general, and in pri-
vate litigation. Andrew’s practice includes a full range of antitrust
transactional and mergers and acquisitions experience, including
“Hart-Scott-Rodino” filings at the FTC and DOJ, and related
merger analysis issues. He also counsels and litigates unfair and
deceptive trade practice matters involving advertising, marketing,
and financial and credit practices. Andrew can be reached at
berga@gtlaw.com or 202.331.3181.

Mary K. Marks

Mary Marks practices in the areas of antitrust and competition
counseling, with a focus on complying with and obtaining clear-
ance under the Hart-Scott Rodino Act and global merger control
and foreign investment laws for U.S. and multinational acquisi-
tions, divestitures and joint ventures. Mary advises transaction
parties with respect to permissible pre-clearance and pre-closing
activities. She also counsels clients regarding coordination and in-
formation sharing activities, and has been invited to participate in
Federal Trade Commission discussions regarding HSR practice
issues. Mary can be reached at marksm@gtlaw.com or
212.801.3162.

About Greenberg Traurig LLP

Greenberg Traurig LLP is an international, full-service law firm with approximately
1800 attorneys serving clients from more than 30 offices in the United States, Latin
America, Europe and Asia. In the U.S., the firm has more offices than any other
among the Top 10 on The National Law Journal’s 2011 NLJ 250. In Mexico, the firm
operates as Greenberg Traurig, S.C., and in the U.K., as Greenberg Traurig Maher
LLP. Greenberg Traurig has a strategic alliance with the independent law firm,
Studio Santa Maria with offices in Milan and Rome. The firm was Chambers and
Partners' USA Law Firm of the Year in 2007 and among the Top 3 in the International
Law Firm of the Year at the 2009 The Lawyer Awards. For additional information,
please visit www.gtlaw.com.
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ontrolling Stockholder Duties
Clarified

In Synthes Inc. Shareholder
Litigation, the Delaware Chancery
Court refused to impose the “entire
fairness” standard of review when

plaintiffs, stockholders of Synthes Inc., a
Delaware corporation based in Switzerland,
alleged breach of fiduciary duty based on
Synthes’s controlling stockholder’s conflict of interest in a merger transaction. The Synthes
board of directors accepted an offer to enter into a merger transaction where all of
Synthes’s stockholders would receive CHF (Swiss Franc) 159 per share, with 33 percent
paid in cash and 65 percent paid in the acquiror’s stock. In pursuing this offer, the board
rejected an all-cash bid of CHF 151 per share that was conditioned on Synthes’s controlling
stockholder converting substantially all of his stock in Synthes into equity of the surviving
company.

The plaintiffs argued that the board should not have the protection of the business
judgment rule, thus subjecting the transaction to the “entire fairness” standard of review.
Plaintiffs alleged that the board did not pursue the all-cash bid because the controlling
stockholder was conflicted due to his financial motivation to obtain liquidity, which was
adverse to the best interests of Synthes’s minority stockholders. The Court, however,
pointed out that “a financial interest in a transaction...does not establish a disabling conflict
of interest when the transaction treats all stockholders equally.” 

Here, the controlling stockholder received the same treatment in the merger as all of
Synthes’s other stockholders. Thus, the controlling stockholder did not have a conflicting
interest because he was not receiving a personal financial benefit “to the exclusion of, and
detriment to, the minority stockholders.” While controlling stockholders are prohibited from
using their control “to exploit the minority, [they] are not required to act altruistically towards
them.” They do not have “a duty to engage in self-sacrifice for the benefit of minority
shareholders.”

Thus, a controlling stockholder’s fiduciary duty to seek the best interests of the
corporation and its stockholders does not mean that the controlling stockholder must
accept less than the minority in order to afford the minority better terms. Rather, the Court
in Synthes stated that a transaction where all of the stockholders receive equal treatment,
like the Synthes merger, should be afforded the protection of the business judgment rule.

Need for Stronger Confidentiality Agreements  
The recent decision by the Delaware Chancery Court in Martin Marietta Materials Inc. v.

Vulcan Materials Co. reinforces Delaware’s “procontractarian public policy” and provides a
valuable analysis of language in certain confidentiality agreements. After years of attempts
by Vulcan Materials Co. to engage Martin Marietta Materials Inc. in merger negotiations,
the parties and longtime industry rivals entered into a confidentiality agreement amidst talk
of a friendly merger.  The confidentiality agreement, which did not include a standstill
provision (i.e., an understanding that neither party would make an unsolicited offer for the
other), provided that confidential information could be used for consideration of a “business
combination transaction…between” the parties.

Market conditions changed mid-negotiation, and while Vulcan decided that a merger was
no longer desirable, Martin Marietta, benefiting from the changed market conditions, began
to consider alternatives to acquire Vulcan. Martin Marietta made an unsolicited exchange
offer to Vulcan’s stockholders, followed by a proxy contest to elect new board members at
Vulcan’s annual stockholders meeting.

In doing so, Martin Marietta used the confidential information that it gathered and
interpreted as part of the merger negotiations to formulate its hostile bid. Further, it
disclosed the confidential information to third-party advisors and publicly (under the guise of
an SEC requirement that past negotiations must be disclosed in connection with an
exchange offer), and argued that the disclosure did not violate the confidentiality agreement
as it was “legally required.” Martin Marietta argued, in part, that the confidentiality
agreement permitted it to use the confidential information for the consideration of any
“business combination transaction” between the parties, and that in conjunction with the
lack of a standstill provision; it should not be enjoined from taking steps to acquire control
of Vulcan shares or assets. The Court noted that phrases in the confidentiality agreement,
such as a “business combination transaction…between” the parties, as well as the phrase
“legally required” in connection with disclosure of certain information, were ambiguous.
Nevertheless, the Court enjoined Martin Marietta from proceeding with the exchange offer
and proxy contest for four months. The Court advised when drafting confidentiality
agreements to do the following:

� Ensure that references to the “Transaction” refer only to the specific transaction 
contemplated by the parties, and that such transaction is “negotiated between” and/or 
“mutually agreeable to” both parties.

� Limit the permitted use of confidential information so that confidential information may 
not be used in any way detrimental to the disclosing party.

� State that disclosure of any confidential information requires prior written consent of the

C
Stay on the Inside Line

Recent developments in M&A law
by Larry Cerutti, John Bradley, Partners; and Rushika Kumararatne, Krystle Gomez, Associates; Troutman Sanders LLP

disclosing party, subject to customary exceptions.
Additionally, when drafting a confidentiality

agreement, practitioners may wish to require that
the receiving party’s counsel provide to both
parties, prior to disclosure of confidential
information, a written legal opinion that
disclosure is legally necessary, as was done in
the confidentiality agreement in this case.

Not all Side Letters Are Enforceable  
A ruling of the England and Wales Court of Appeal in Georgi Velichkov Barbudev v.

Eurocom Cable Management Bulgaria Eood & Ors has raised questions regarding whether
an agreement to agree (which is well-accepted as being unenforceable) is different than an
agreement to negotiate in good faith. The elements of the findings of the Court of Appeal
provide valuable insight for U.S. and non-U.S. entities that engage in the use of side letters
to memorialize the understanding of the parties in corporate transactions.

In negotiating the merger of Eurocom Plovdiv EOOD, Mr. Barbudev and the Warburg
Pincus Group executed a side letter agreeing that Barbudev would have an opportunity to
invest in the merged entity on terms to be agreed to in an Investment and Shareholders
Agreement which would be negotiated in good faith. The side letter provided that Barbudev
invest not less than €1.65 million for shareholder debt and registered shares representing
10 percent of the registered share capital of the merged entity.

After closing, Barbudev attempted to enforce the side letter, but Warburg’s counsel
argued that the side letter was unenforceable because it was not intended to create legal
binding relations between the parties, was an agreement to agree, and was not a
sufficiently complete and certain contractual agreement. Justice Blair (of the High Court)
and Justice Aikens (on appeal) determined that the side letter demonstrated the absence of
an agreement by the parties, and that an agreement to negotiate in good faith is
unenforceable. Justice Aikens noted that an agreement to pay “not less than €1.65 million”
leaves an essential term uncertain and thus created no binding commitment, despite
continued use of the same parameters throughout numerous transaction documents over
the course of the negotiations. The legal principles applied in this English case transcend
international boundaries and provide the following reminders for U.S. entities:

� The parties to a side letter must agree at which stage they desire to be legally bound. 
There must be a meeting of the minds regarding whether a side letter applicable to post-
closing matters is meant to be enforceable or simply an unenforceable declaration of 
intent. Although a side letter is part of a larger transaction, it must operate as an individual 
agreement. If a side letter does not include complete and certain terms, it is 
unenforceable.

� There is a difference between creating a legal relationship and creating a legally 
enforceable contract. The creation of a legal relationship can be demonstrated in many 
ways, including language (e.g., “in consideration of you agreeing”), reference to code or 
governing law and incorporation of a confidentiality provision that both parties intend to 
enforce. In order to create a legally enforceable contract, the nature of the agreement 
between the parties must provide concrete terms such that essential terms are binding 
and not the subject of future negotiations.  Language such as “not less than” [a certain 
investment amount] provides for the possibility that negotiations may lead to a precise 
figure. The context in which a side letter is agreed to will not outweigh the uncertainty of 
key commitments in the side letter.

Larry Cerutti and John Bradley

Larry Cerutti and John Bradley are
partners in the Corporate practice group in
the Orange County office of Troutman
Sanders. Mr. Cerutti’s practice focuses on
public and private securities offerings,
corporate governance, mergers and
acquisitions and general securities and
corporate advice.  He may be
reached at 949.622.2710 or
larry.cerutti@troutmansanders.com.
Mr. Bradley has significant experience
representing public and private clients
across the range of development stages in a wide variety of corporate and securities
matters, including mergers and acquisitions; debt and equity securities offerings,
including registered offerings under the Securities Act of 1933; venture capital
financings; and securities regulation under the Securities Exchange Act of 1934.
He may be reached at 949.622.2742 or john.bradley@troutmansanders.com. 

About Troutman Sanders

Troutman Sanders is an international law firm with more than 600 lawyers and 50
practice groups in 15 offices throughout the United States and China. The firm provides
advice on virtually every aspect of structuring, negotiating and implementing a wide
variety of business transactions, including mergers and acquisitions, public and private

offerings of debt and equity securities, and project finance. The firm also provides
counsel to public companies on securities regulation and corporate governance.
Troutman Sanders represents a diverse array of clients from nearly every sector of the
economy, ranging from publicly traded multinationals to closely held private companies,
venture capital firms, private equity firms and investment banks.

Cerutti Bradley
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hris Ivey, co-chair of Stradling Yocca Carlson & Rauth’s Corporate & Securities
practice spoke with industry leaders including Pat Maciariello of Compass Group
Management, Andrew Bucolo of Madison Capital Funding and Goodarz “Goody”
Agahi of Stradling’s Corporate & Securities practice about the above, as well as
the opportunities and challenges entrepreneurs are facing today.

Chris Ivey/Stradling: We have seen an increase in the number of private equity 
backed mergers and acquisitions in 2012. Have you experienced a similar trend? 
To what do you attribute the increased activity?

Pat Maciariello/Compass:We believe the increase in deal activity is attributable to
several factors. First, there is a significant amount of uncertainty surrounding both tax rates
and the economy in 2013. There is a good chance that the
federal capital gains rate will increase from 15 percent in 2012
to 20 percent in 2013, plus there is scheduled to be an
additional 3.8 percent increase to help pay for the health care
program. The difference between 23.8 percent and 15 percent
is big to an entrepreneur who spent his or her life building a
business and is now looking to diversify his or her wealth and is
causing some sellers to accelerate processes. The impending
“fiscal cliff” and the situation in Europe further add to uncertainty
and my guess is convincing some business owners that now is not a bad time to sell.

Second, I would say that higher valuations are also playing a role in the increased M&A
activity. The increased valuations is a result of (i) lenders being aggressive both on rates,
given a circa 1.6 percent 10-year treasury rate, and on leverage levels, and (ii) there being
a number of very well capitalized strategic acquirers who are able to pay up for businesses
due to potential synergies. These higher prices are further incentives for company owners’
to sell now rather than wait.
Goody Agahi/Stradling: Stradling has seen a significant increase in middle market deal

activity in the first half of 2012 and, based on our pipeline, we see this trend continuing
through the end of the year. There’s no way to isolate the cause of the increased activity,
but we believe that it’s attributable to a number of factors including the availability of deal
financing, adjusted seller expectations, and the need to deploy capital by both strategic and
financial buyers.
Andrew Bucolo/Madison Capital: For the first half of 2012, private equity mergers and

acquisitions have been relatively flat from the first half of 2011. While we have seen an
increase in the number of businesses for sale in 2012, we still see a strong appetite from
strategic acquirers, which is depressing the ability for private equity firms to build their
portfolios at their desired pace. The lackluster M&A pace, coupled with declining
refinancing and recapitalization volumes, have caused a significant decline in middle
market private equity sponsored loan volumes. These loan volumes have declined from
$8.6 billion during the first half of 2011 to $3.6 billion during the first half of 2012. Our
expectation for the second half of 2012 is a bit more optimistic and we are starting to see
an increase in sponsored M&A activity. Uncertainty around elections and potential adverse
tax changes should continue to motivate sellers to consider a transaction before year end.

Chris Ivey/Stradling: Have banks increased their willingness to lend and what role 
have the mezzanine lenders played in the amount of credit available?

Andrew Bucolo/Madison Capital: Banks and non-bank lenders, in general, have a
strong appetite for additional loan volume. Supply of investor capital to the middle market
continues to outpace deal flow due to new CLO issuances and an increase in the number
of managed accounts and structured vehicles raised by finance companies. Non-bank
lenders, such as finance companies and other institutional investors, contributed
approximately 77 percent of the primary market loan volume for middle market leveraged
loans during the first half of 2012. This market share is up from approximately 70 percent
during 2011. Tightening regulations on traditional banks may continue to move volume to
the finance companies and non-bank lenders during 2013.

Mezzanine lenders also remain very interested in contributing capital to the sponsor

C
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Private equity buyouts making a comeback! What factors are contributing to the increase in M&A activity?
Is it sustainable?

community. These lenders, however, continue to get squeezed a bit from senior lenders as
well as the private equity firms, themselves. While total leverage multiples have remained
relatively constant year over year, the amount of senior leverage continues to creep up and
infringe upon the use of traditional mezzanine. In an effort to put more of their own capital
to work in transactions, many of our clients have opted for senior “stretch” financings,
whereby they increase the amount of senior debt that they take and back fill the capital
structure with a larger equity check. We also have seen an increasing interest in unitranche
financing structures where a traditional senior and mezzanine structure is replaced by a
single debt facility. Both of these options have eaten into the market share of traditional
mezzanine debt.
Pat Maciariello/Compass: Banks have increased their willingness to lend to good,

quality companies. Separately, the number of mezzanine lenders in the market has
increased over the last several years which has increased
competition leading to more favorable terms for borrowers.
Among other terms moving in the borrowers favor, mezzanine
lenders are probably less likely to get a significant amount of
warrants today than they were a few years ago.
Goody Agahi/Stradling: I agree with Pat. We’ve definitely

seen an increased willingness by senior lenders to lend to
good, quality companies and the increase in mezzanine
lenders and senior “stretch” financings referenced by Andrew

are leading to more favorable terms for borrowers.

Chris Ivey/Stradling: What is one of the most important considerations for a 
successful acquisition and what is one the more frequent reasons for a deal failing to 
be completed?

Pat Maciariello/Compass:We believe one of the most important components to a
successful acquisition is having a strong management team in place and having the visions
of the management team and the new owner aligned. This does not mean that the investor
and management team need to be best friends, but does mean that they are on the same
page as far as opportunities and risks facing the company and strategic priorities. Our
objective is to back great management teams and to stand firmly behind them as they
execute on a shared vision.

With regards to the second part of the question, there are numerous reasons why a deal
may not get done. Several worth mentioning are inability to get financing, unrealistic price
expectations and underperformance during the diligence period. With regards to
underperformance, often times when sellers are trying to get the absolute highest price
possible, they develop and share with the buyers a very aggressive set of projections which
may or may not be achievable. If they underperform compared to these projections,
depending on the buyer, it can put the deal in jeopardy. My advice for sellers would be to
partner with the firm or company that is the best fit and has the highest likelihood to close if
there is a “hiccup” even if this means passing on a slightly higher purchase price.
Goody Agahi/Stradling: A strong deal team, including both management and outside

advisors (e.g., investment bankers, legal advisors, etc.), is critical to having a successful
acquisition. It’s important that the deal team work closely with one another to showcase the
investment opportunity, identify and address any potential diligence issues in advance of a
process/transaction, and take a practical, reasoned approach to consummating the deal.
Deals were a lot more fragile from 2009 to 2011 and the two most frequent reasons for a
deal failing were inability of the parties to (i) agree on deal valuation, and (ii) address due
diligence questions and concerns.

Chris Ivey/Stradling:  Gentlemen, thank you for sharing your insights with us today. 
We look forward to continuing this conversation in front of an audience on November 
14 from 7:30 AM – 9:30 AM. For readers who would like to learn more about this 
event, contact Sam McDermott at smcdermott@sycr.com.

For more information, please feel free to visit Stradling’s website at www.sycr.com or call
949.725.4000.

Goodarz “Goody” Agahi
Mr. Agahi is a member of the Corporate and Securities group

focusing in the areas of mergers and acquisitions, private equity,
corporate securities and finance. Mr. Agahi represents buyers,
sellers, private equity funds, management groups, issuers and
financial advisors in a variety of corporate transactions, including
leveraged buyouts, public and private mergers and acquisitions,
recapitalizations and public and private equity offerings. Mr. Agahi
also has significant experience dealing with corporations,
partnerships and limited liability companies on a broad range of tax
issues. Mr. Agahi received both his J.D. and LL.M., from
Georgetown University and his B.A. from University of California, Los Angeles. 

Andrew Bucolo
Mr. Bucolo is responsible for client relationship development and

new business origination at Madison Capital Funding LLC. He
currently focuses on originating, structuring and closing transactions
with middle market private equity firms. Prior to joining Madison
Capital at its inception, he worked at Continental Bank and Bank of
America in a variety of commercial middle market lending groups,
including asset-based lending, cash flow lending and sponsored
leveraged cash flow lending. Mr. Bucolo earned a BBA in Finance
and Business Economics from the University of Notre Dame, and an
MBA in Finance and Management & Strategy from the J.L. Kellogg
School of Management at Northwestern University.

Christopher Ivey
Mr. Ivey is the co-chair of the firm’s Corporate and Securities

Practice Group. He practices corporate and securities law, including
organizational and transaction matters for emerging growth
companies, venture capital financing, public offerings, mergers and
acquisitions, private equity, corporate governance, and regulation
under the Securities and Exchange Commission. Other areas of
emphasis include intellectual property licensing and development
agreements. Mr. Ivey received his J.D., magna cum laude, from the
University of San Diego, where he was a member of the Law
Review and inducted into the Order of the Coif. He received his B.S.
in finance, cum laude, from California State University, Long Beach and serves on the
board of Big Brothers and Big Sisters of Orange County.

Pat Maciariello
Mr. Maciariello is a partner with Compass Group Management. He

joined Compass in 2005 and prior to that, was with Bain & Company
and Deutsche Banc Alex Brown. Mr. Maciariello is a graduate of the
University of Notre Dame and Columbia Business School. He is
currently a director of Advanced Circuits, Fox Racing Shox, Tridien
Medical and ERGObaby; and is on the board of Big Brothers and
Big Sisters of Orange County.
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n a difficult business environment, accounting firms can be
significant contributors to their clients’ success. HMWC CPAs
& Business Advisors is particularly proud of how we make a
difference for our clients by adding value in M&A transactions.

Acquisition Strategy
Right now, many manufacturers and distributors have excess

capacity. They are committed to space and equipment, so they
haven’t been able to downsize as quickly as other types of
companies during this downturn in the economy. Many are struggling
to survive.

Acting as business consultants, we have helped several of our
clients recently improve their overall situation. One strategy that can
be effective in improving cash flow is making an acquisition of a
struggling competitor. Through this horizontal integration of a smaller or similar business,

I
Consider an Acquisition During Tough Economic Times

by Curtis Campbell, Partner, HMWC CPAs & Business Advisors

a client can gain critical mass to generate
higher sales, increase market share,
eliminate duplicate costs, improve buying
power from suppliers, increase margins
and improve overall profitability.

Tax Structure is a Key to Cash Flow
The tax structure of an acquisition is

very important and can have a dramatic
impact on the post-acquisition cash flow of
a company. Typically, an acquisition is
structured as either a stock or asset
transaction. The tax ramifications differ
greatly between the two types. Normally, a
seller prefers a stock sale to receive 100
percent capital gain income and the buyer
prefers an asset sale so they can deduct
the purchase price. In an asset
transaction, the CPA can make a big
difference on structure which impacts
after-tax cash flow. The purchase price
paid is required to be allocated among the
assets based on fair market value.
However, as with most things, value is in
the eye of the beholder and a savvy CPA
can attempt to negotiate a favorable
allocation for his client providing him or her
with more current tax depreciation and
amortization deductions.

Given the current economic conditions,
acquisition pricing and costs are more
favorable than we have seen in years.
When companies are struggling financially,
you can typically get a very good deal on
buying them. In addition, financing and
interest rates are cheap. However,
obtaining bank financing can be a
challenge given the tighter regulatory
restrictions. Our goal at HMWC is to work
with both parties to develop a creative
financing strategy that allows the deal to
get done. These strategies sometimes
include seller financing and/or an earn-out
structure in which the seller can earn more
money in exchange for sharing in some of
the risk. Both of these ideas allow a buyer

to pay for the acquisition overtime and use the cash flow from the
business to essentially pay for itself. The seller gets interest income
from any note established and a delay in paying taxes to Uncle Sam
on the deal.

With the right situation, this strategy can have immediate results and
lead to better profits and cash flow even during poor economic times.

Need a CPA to Make a Difference for You?
This is just one example of how HMWC makes a difference with our

clients. Since 1968, HMWC CPAs & Business Advisors has
specialized in serving the financial and tax needs of privately held
businesses and their owners throughout Southern California. At
HMWC CPAs & Business Advisors, we are more than accountants, we
are trusted business advisors. Our mission is to provide our clients,

regardless of size, with a level of service and quality that is unparalleled in the industry.

Curtis Campbell

Curtis Campbell is a partner at
HMWC CPAs & Business Advisors
(www.hmwccpa.com), one of Orange
County’s largest local accounting firms.
Contact him at 714.505.9000 to discuss
how your company or client could
benefit from HMWC’s services.
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he mergers and acquisitions
market is poised to see a
dramatic increase in activity due
to a variety of market indicators,
including: the likely significant
federal tax rate increase on

long-term capital gains, the level of
excess cash reserves on corporate
balance sheets, the extremely low interest rates, the pending expiration of significant capital
commitments to private equity firms, and the velocity and availability of debt financing on
commercially reasonable terms. While not all
sell-side transactions require a seller to engage an investment bank to maximize enterprise
value, the general rule is that a competitive process usually results in the highest price and the
most favorable terms for a seller. Therefore, sellers that make the decision to hire an
investment bank are well advised to go through a methodical selection process as the role of
the investment bank is critical to the ultimate success of the transaction.

Once an investment bank is selected by a seller, most would expect that their respective
interests are aligned and both parties stand on the same side of the aisle with the unified goal
to maximize value paid to the seller. However, in many cases, the investment banking “form”
engagement letter contains provisions that result in the parties standing on different sides of
the aisle on some key issues. The purpose of this article is to discuss and highlight a few
important issues regarding investment banking “success fees” which are payable due to the

T
Engaging Investment Bankers in Sell-Side Transactions 
& Ensuring You Are on the Same Side of the Aisle

by Bryan S. Gadol, Partner; and Randall Wood, Associate; Dorsey & Whitney LLP

closing of a successful sale transaction
and are generally based upon a formula
tied to the sale price of the company.

The first key issue to be aware of is
the division between closing
consideration and
post-closing consideration. Specifically,
most form engagement letters provide

that any amounts placed in escrow by the buyer as collateral for certain matters, including the
buyer’s indemnity protection, are included in the fee calculation for determining the success
fee payable to the investment bank at the closing even though such amounts are not yet and
may never actually be received by the seller. The investment bank will argue in many cases
that such amounts should rightfully be included in the closing success fee calculation because
the seller’s breach of a representation or warranty in the purchase agreement, which would
result in a reduction of the escrow amounts, is solely within the seller’s control and the
investment bank should not be penalized for an error or oversight by the seller. While in certain
cases a breach of a representation or warranty is a result of a seller’s failure to properly
disclose information at the time of entering into the purchase agreement, many seller breaches
occur as a result of an unknown risk. In the event such a breach results in the reduction of an
escrow amount to the seller, it is difficult to reasonably argue why the investment bank should
also not participate in the loss of consideration. While certain investment banks may ultimately
be unwilling to share this risk with the seller, it is important to understand the financial
implications and negotiate with the prospective investment banks accordingly.

One additional key issue to be aware of is the treatment of contingent consideration.
Contingent consideration, also known as “earnout payments,” is a customary deal term to
bridge expectation gaps between buyers and sellers and come in many different forms, but all
fundamentally function to provide for additional purchase price to be paid to the seller in the
event certain conditions (financial or otherwise) are satisfied following the closing. Surprisingly,
many form investment banking engagement letters provide that these contingent payments or
some portion of such contingent payments should be included in the calculation of the closing
success fee. It is completely inappropriate in most cases for an investment bank to receive any
consideration at the closing for contingent amounts that may be paid to the seller until such
time seller actually receives such amounts, if ever.

In addition to the issues discussed above, issues which warrant careful attention include:
term and termination rights, tail periods, standards of care and indemnities. Such issues are
beyond the scope of this article due to length restrictions from the publisher. Therefore, it is
important for sellers to engage competent, experienced legal counsel during the investment
banking selection process to ensure that the final engagement letter provides that both the
seller and the investment bank stand on the same side of the aisle, with both parties being
equally incentivized for the seller to receive the best financial outcome possible.

Bryan S. Gadol and Randall Wood

Bryan S. Gadol is a partner and Randall Wood is an associate in Dorsey & Whitney’s
Corporate Group. Mr. Gadol has extensive
experience in mergers and acquisitions,
joint ventures, public and private securities
offerings, private equity and venture capital
transactions. In addition, Mr. Gadol provides
general corporate and governance advice
to emerging growth and middle market
companies and investors operating or in-
vesting in a broad array of industries
through all stages of the business and in-
vestment lifecycle. He can be reached at
714.800.1418 or gadol.bryan@dorsey.com.

About Dorsey & Whitney LLP

Clients have relied on Dorsey for over 100 years as a valued business partner. With
more than 600 lawyers in 19 locations in the United States, Asia, Australia, Canada and
Europe, Dorsey provides an integrated, proactive approach for its clients’ legal and
business needs. Dorsey represents a number of the world’s most successful Fortune
500 companies in a broad range of industries. Dorsey lawyers in the Southern Califor-
nia office practice in the areas of securities and corporate finance, mergers and acquisi-
tions, labor and employment, intellectual property, as well as general business litigation,
international law and corporate trust.

Gadol Wood
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