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Global overview

Bill Curbow, Atif Azher, Peter Gilman and Juliana Capata

Simpson Thacher & Bartlett LLP

Global mergers and acquisitions activity levels increased for the third
consecutive year to record levels in 2015, reaching US$5.03 trillion in
deal volume, up 37 per cent from US$3.23 trillion in 2014 and surpass-
ing the US$; trillion mark for the first time ever (Dealogic). The increase
in volume was driven largely by strategic mega-deals valued at over US$10
billion, which accounted for approximately 38 per cent of the announced
M&A volume worldwide in 2015, according to Dealogic. Despite the
increase in M&A activity, global private equity deal activity decreased in
2015 (Mergermarket). Private equity sponsors seemed hesitant to enter the
buy-side market, particularly over the second half of the year, likely due
to sustained high valuations despite the continued availability of relatively
inexpensive debt financing. On the sell side, sponsors continued their
trend of taking advantage of market conditions to exit their pre-recession
investments. Although private equity may have decreased as a percentage
of overall M&A activity, according to Forbes, private equity fund manag-
ers distributed a record US$523 billion to investors in 2015, nearly 10 per
cent above the previous high of US$477 billion set in 2014. Private equity
capital fundraising was mixed in 2015, with total US fundraising values of
US$271.4 billion, as compared to US$319 billion in 2014 (Pitchbook).

Americas

Announced mergers and acquisitions deal volume in 2015 in the Americas
totalled approximately US$1.97 trillion, reflecting an increase of approxi-
mately 41 per cent from 2014 levels (Mergermarket). However, US private
equity activity moved lower in 2015 in terms of both the number of deals
and aggregate transaction value. Total private equity deal value ended the
year at approximately US$606 billion across 3,602 transactions, repre-
senting declines of 4.8 per cent and 8.2 per cent respectively (Pitchbook).
Despite the decrease in the number of US private equity deals that closed in
2015, mega-deals valued at US$2.5 billion or more resurged in total value,
nearing US$135 billion, the largest sum in years (Pitchbook). In addition,
private equity investors continued to focus their mergers and acquisi-
tions activity on add-on acquisitions which accounted for a record-setting
62 per cent of all buyout activity in 2015 compared with 60 per centin 2014
(Pitchbook). Notable add-on acquisitions in 2015 included the announced
acquisition by Dell, which is owned by a consortium of investors including
affiliates of Silver Lake Partners and Michael Dell, of EMC Corporation for
approximately US$67 billion; the acquisition by H] Heinz Company, which
is owned by a consortium of investors including affiliates of 3G Capital and
Berkshire Hathaway, of Kraft Foods Group for approximately US$55 billion;
and the acquisition by Albertsons, which is owned by affiliates of Cerberus
Capital Management, of Safeway for approximately US$9 billion. Notable
private equity acquisitions in the Americas included the acquisition of
PetSmart Inc by a consortium comprising affiliates of BC Partners and
several of its limited partners, including La Caisse de dépot et placement
du Québec and StepStone for approximately US$8.7 billion; the acquisition
of Informatica by affiliates of Permira Advisers and the Canada Pension
Plan Investment Board for approximately US$s.3 billion; the acquisition of
Life Time Fitness, Inc by affiliates of Leonard Green & Partners, LP and
TPG Capital for approximately US$4 billion; and the acquisition of Blue
Coat Systems, Inc by affiliates of Bain Capital, LLC for approximately
US$2.4 billion.

Europe, Middle East and Africa

Announced mergers and acquisitions deal volume in Europe, the Middle
East and Africa (EMEA) totalled approximately US$1.1 trillion in 2015, an
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increase of approximately 22 per cent from 2014 volume (Mergermarket).
Europe accounted for approximately US$1.03 trillion of total announced
mergers and acquisitions deal volume, the highest level since 2008, with
171 deals valued at over US$1 billion and nine deals valued at over US$10
billion (Dealogic). The year-on-year increase in overall EMEA mergers
and acquisitions activity was brought down by a 21 per cent decrease in
mergers and acquisitions activity involving Africa and the Middle East
(Mergermarket). According to Mergermarket, it was a record-breaking
year for inbound activity targeting Europe, which accounted for US$512.2
billion-worth of deals, a 54.3 per cent increase from 2014. Most of the
inbound investment came from US-based companies - US$350 billion, up
61.2 per cent as compared to 2014 - driven by investors seeking to imple-
ment ‘inversion’ transactions to reduce their applicable tax rates and a
weakened euro as compared with the US dollar, the most notable of which
was Pfizer’s inversion transaction with Allergan, which accounted for an
astonishing §2.5 per cent of all such investments. In Europe, private equity
sponsors achieved US$153.8 billion of exit activity, which represented a
13.3 per cent increase compared with 2014 levels. In Africa and the Middle
East, private equity deal activity slowed in 2015 on both the buyout and exit
fronts, with US$3.4 billion in buyout value and US$s billion in exit value,
which represented 52 per cent and §7.6 per cent decreases from 2014 levels,
respectively (all of the above statistics provided by Mergermarket). Notable
European private equity transactions in 2015 included the acquisition of
Siemens Audiology Solutions by EQT VI together with Santo Holding, the
investment vehicle of the German Striingmann family, from Siemens AG
for approximately €2.15 billion; the buy-out of Environmental Resources
Management from Charterhouse Capital Partners for approximately
US$1.7 billion by OMERS Private Equity, the private equity investment
arm of the OMERS pension plan, and ERM’s management; the approxi-
mately US$1.9 billion acquisition by affiliates of CVC Capital Partners of
Douglas AG from Advent International and the Kreke family; and EQT VI
and KIRKBI Invest A/S’s acquisition of a majority stake of Nordic Aviation
Capital A/S valuing the company at US$3.3 billion.

Asia-Pacific

Announced mergers and acquisitions deal volume in Asia-Pacific exclud-
ing Japan totalled approximately US$927.8 billion in 2015, which repre-
sented an increase of approximately 43.7 per cent from comparable deal
volume in 2014, and announced mergers and acquisitions deal volume in
Japan totalled approximately US$61.6 billion, representing an increase
of approximately 91.6 per cent. Private equity activity in Asia in 2015 also
saw records in buyouts and exits in terms of value. Asian buy-side financial
sponsor activity totalled US$86.2 billion in value, which represented an
increase of approximately 28.7 per cent from 2014’s previous record value
of US$67 billion. Asian sponsor exits totalled US$s1.1 billion, which rep-
resented an increase of approximately 42.7 per cent from 2014’s record of
US$35.8 billion in exit value. In Japan, the value of private equity exits hit
a four-year high, increasing to 78.1 per cent above 2014 levels with deals
valued at approximately US$11.4 billion (all of the above statistics provided
by Mergermarket). Notable private equity transactions in Asia included the
approximately US$6.1 billion sale by British supermarket company Tesco
PLC of its South Korean business to Seoul-based MBK Partners, Asia’s
biggest-ever private-equity deal; the take-private transaction of WuXi
PharmaTech (Cayman) Inc by New WuXi Life Science Limited in a cash
transaction valued at approximately US$3.3 billion; and TPG Capital’s
partial sale of its stake in PT Bank Tabungan Pensiunan Nasional Tbk
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(BTPN) to an affiliate of Japan’s Sumitomo Corp for approximately
US$461.8 million.

Debt-financing markets

The debt-financing markets remained relatively stable throughout most of
2015, although off the highs from the first half of 2014, and then became
choppy in the second half of the year. On the whole, financial sponsors
found relatively easy access to debt financing for acquisitions through the
first three quarters, although it was generally on tighter terms in the third
quarter as compared to earlier in the year. In the fourth quarter, sponsors
generally had a tougher time securing funding as the high yield markets
experienced significant volatility and a number of deals were aborted or
delayed for that reason. Some private equity sponsors were able to weather
the storm by committing additional equity themselves or through co-
investors to fund acquisitions. Some larger sponsors even arranged and
syndicated the debt using their own capital markets desks. For example,
KKR & Co LP adopted this strategy in its acquisition of Mills Fleet Farm
for approximately US$1.2 billion where it arranged more than US$700
million of debt after it was unable to secure financing from traditional
banks on acceptable terms. As a result, debt to EBITDA multiples over the
course of 2015 decreased to around §.1x compared with 6.6x in 2014 and
average yields on loans that support large US buyouts leapt to the highest
level since 2007, according to Thomson Reuters. Many providers of debt
financing also faced a challenging regulatory environment in 2015, includ-
ing increased capital requirements, intensifying scrutiny of funds that buy
the debt and the Federal Reserve’s first interest rate hike in over a decade.

Portfolio company sales and IPOs

The past year featured another strong year of portfolio company exits
by private equity sponsors, particularly through sales to strategic acquir-
ers. Global financial sponsors exited US$362.3 billion of investments,
which represented only a 2 per cent decrease from 2014’s record levels
and the second-highest count on record (Pitchbook). Strategic acquisi-
tions remained the primary exit route, representing over 54 per cent of all
private equity-backed exits. The median exit size of strategic acquisitions
was US$240 million, a 13 per cent increase over the US$213 million median
figure for 2014. The decline in secondary buyout activity continued in
2015, with a volume of US$64 billion, accounting for a 42 per cent per cent
share of global financial sponsor exits, down over 18 per cent compared
with 2014 (Pitchbook). The United States led total financial sponsor exits
with US$321 billion, a 10 per cent increase in exit value compared to 2014
(Dealogic).

Notable portfolio company sales included the sale of Freescale
Semiconductor by affiliates of The Blackstone Group, Permira Advisers,
The Carlyle Group and TPG to NXP Semiconductors for US$16.8 billion;
the sale of Biomet Inc to Zimmer Holdings Inc for approximately US$13.35
billion by a consortium comprising affiliates of AlpInvest Partners, GS
Capital Partners, TPG, The Blackstone Group and KKR & Co LP; the sale
of IndCor Properties for approximately US$8.1 billion to Global Logistics
Properties and affiliates of GIC, Singapore’s sovereign wealth fund, by
affiliates of The Blackstone Group; the sale of Big Heart Pet Brands for
approximately US$6 billion to The JM Smucker Company by a consor-
tium comprising affiliates of KKR & Co LP, Vestar Capital Partners and
Centerview Capital; and the sale of Interactive Data for approximately
US$s.2 billion to Intercontinental Exchange Group by a consortium com-
prising affiliates of Silver Lake Partners and Warburg Pincus.

According to Dealogic, as of 22 December 2015, financial sponsor-
backed equity capital markets exit volume was down 9 per cent from the
previous year at US$124.3 billion, even though activity levels surged to
the highest on record, with 356 such deals announced. In addition, private
equity-backed companies raised another US$89.1 billion through follow-
on sales in 272 deals in 2015 (Dealogic).

In the United States, financial sponsor-backed IPOs accounted for
only 3 per cent of all exits in 2015 (Pitchbook). Through the end of the year,
total proceeds from such offerings in the US were approximately US$11.3
billion over 39 deals, down 54.8 per cent from US$25 billion over 71 deals
in2014. Interestingly, the average proceeds for private equity-backed IPOs
that came to market was approximately US$290 million, just over 17 per
cent lower than the average of US$352 million in 2014. Overall, compa-
nies that have listed on US stock exchanges in 2015 have averaged returns
of a disappointing -2.1 per cent. As a result, at least seven large private
equity backed companies that had prepared to IPO in the fourth quarter
pushed back their offerings to 2016, including Albertsons, Neiman Marcus,

Univision and McGraw-Hill Education (all of the above statistics provided
by Renaissance Capital).

Notable private equity portfolio company listings in 2015 included
the listing of First Data Corporation on the New York Stock Exchange
for approximately US$2.6 billon; the listing of Auto Trader Group plc on
the London Stock Exchange for approximately £1.39 billion; the listing
of Univar Inc on the NASDAQ Stock Market for approximately US$770
million; the listing of TransUnion on the New York Stock Exchange for
approximately US$665 million; the listing of Inovalon Holdings, Inc on the
NASDAQ Stock Market for approximately US$600 million; and the list-
ing of GoDaddy Inc on the New York Stock Exchange for approximately
US$600 million.

Mixed year in private equity fundraising

Although overall private equity fundraising decreased during 2015 com-
pared to 2014, fundraising by recognised, top-performing sponsors has
remained strong. Capital raised by US private equity funds totalled approx-
imately US$181 billion, representing a 11 per cent decrease from 2014
levels. Capital raised by private equity funds globally totalled approxi-
mately US$271.4 billion, down 15 per cent from the US$319.6 billion
raised globally in 2014 (all of the above statistics provided by Pitchbook).

Overall, conditions for private equity fundraising remain healthy and
stable, although competition among fund sponsors continues to be strong.
The number of private equity funds closed in 2015 dropped by approxi-
mately 18 per cent globally, increasing the average size of today’s private
equity funds to record levels (Pitchbook), and fundraising periods for
many established ‘blue chip’ sponsors in 2015 were compressed as spon-
sors sought to raise more capital in shorter periods of time due to increased
investor demand. These trends reflect the continued consolidation in the
private equity industry in favor of larger, established sponsors with proven
track records as a result of institutional limited partners seeking to make
larger commitments to fewer funds and reduce their relationships to fewer
managers. Notable private equity fund raises included Blackstone Capital
Partners VII's approximately US$18 billion fund; Warburg Pincus Private
Equity XII's approximately US$12 billion fund; and Lexington Capital
Partners VIII's approximately US$10.1 billion fund.

The decline in capital raised in 2015 reflects the reality that many
private equity funds may not be searching for capital given the amount
of dry powder accumulated over the past few years - in the five years pre-
ceding 2015, an aggregate of US$760 billion was raised across 1,252 funds
(Pitchbook). Nonetheless, the market was held stable by the continuation
of robust private equity-backed exit activity with distributions to investors
reaching record levels in 2015 (representing an almost 10 per cent increase
over 2014 levels). This sizeable increase in distributions provided an addi-
tional source of ongoing liquidity for investors and, coupled with the sta-
bility and outperformance of private equity relative to the public markets,
has led many investors to seek to redeploy such amounts back into private
equity by making new or additional commitments to private equity funds,
further contributing to the growth in available capital held by today’s pri-
vate equity funds (currently valued at approximately US$1.1 trillion).

It is expected that overall fundraising levels will continue to level off
in the near term and that some the trends and developments witnessed
in 2015 will continue: larger institutional investors will continue to con-
solidate their relationships with fund managers and competition for lim-
ited partner capital among private equity funds will continue to increase,
with alternative fundraising strategies (for example, customised separate
accounts, co-investment structures, ‘umbrella’ funds, ‘anchor’ invest-
ments, ‘core’ funds and ‘complementary’ funds (ie, funds with strategies
aimed at particular geographic regions or specific asset types)) playing a
substantial role. As a result, established sponsors with proven track records
should continue to enjoy a competitive advantage and first-time funds will
need to cater to investors by either lowering fees, expanding co-investment
allowances, focusing on niche investment opportunities or exploring other
accommodative strategies. In addition, it is expected that larger private
equity firms with the resources in place to absorb incremental compli-
ance-related efforts and costs, resulting from the continued scrutiny and
enhanced regulation of the private equity industry and the SEC’s ‘broken
windows’ approach to enforcement in particular, will continue to enjoy a
competitive advantage among their peers.

Despite overall declines, the past year saw a record amount of capital
raised specifically for energy investments at US$35 billion, a §5 per cent
increase over 2014. Over the course of 2015, the energy sector under-
went a drastic pricing decrease amid geopolitical instability. As a result,
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energy-focused private equity funds have positioned themselves to acquire
distressed energy assets as pricing in the sector bottoms out and compa-
nies scramble to file for bankruptcy or consolidate.

Outlook for 2016

Many commentators consider it unlikely that the record-breaking global
M&A activity of 2015 will be topped in 2016. Dealmakers are facing weak-
ening debt markets, volatile equity markets, slowdown in the Chinese
economy and geopolitical instability across the global economy. In addi-
tion, the frantic pace of M&A that we witnessed in 2015 appeared to be
driven in part by a desire to take advantage of cheap debt in anticipation
of the US Federal Reserve raising interest rates, which eventually occurred
at the end of the year, and, for US companies, a chance to secure tax inver-
sions, a practice that the US government is increasingly trying to eliminate.
These signs point to a potential slowdown in overall M&A activity in 2016.
However, many strategics and private equity sponsors remain armed with
robust balance sheets and/or capital that can be used to make opportunis-
tic investments and acquisitions, particularly if valuations decrease.

With respect to private equity investment activity, the uncertain
environment will continue to unfold but the second half of 2015 showed
signs of the later stages of a buyout cycle. Overall PE activity decreased
for the first time in several years and dealmakers are assessing how to
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move forward. It is possible that investment activity may increase given
the amount of dry powder available to the asset class and potentially lower
valuations. However, the current turmoil in the high-yield bond markets
that began in the latter half of 2015 and potential further rate raises by the
US Federal Reserve may each have a dampening effect on buyout levels,
particularly for larger, more highly leveraged deals.

Looking at cross-border deals, developed markets are likely to con-
tinue to account for a majority of transactions, in part given their relative
stability and familiarity in an uncertain macro-environment. Instability
in the global markets may attract additional capital into the US, further
strengthening the US currency. This may further motivate some potential
US acquirers to effect foreign acquisitions that appear relatively cheaper
and more attractive.

One sector that some practitioners are speculating is uniquely posi-
tioned for investment opportunities in 2016 is the energy sector. The
energy industry has been subject to a significant supply glut that has
resulted in severe downward price movements. Industry-focused funds
raised a record amount of capital for energy investments in 2015 - US$35
billion in total. Looking to 2016, these funds may seek to ramp up activity,
particularly if they can acquire distressed but high quality assets at favour-
able prices.

© Law Business Research 2016



Simpson Thacher & Bartlett LLP

UNITED STATES

United States
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Simpson Thacher & Bartlett LLP

1 Types of private equity transactions

What different types of private equity transactions occur in
your jurisdiction? What structures are commonly used in
private equity investments and acquisitions?

US private equity transactions may involve the acquisition by a private
equity sponsor of a controlling stake in a private or public company, which
is typically structured as a stock purchase, asset purchase, merger, ten-
der offer or leveraged recapitalisation. Private equity sponsors may also
make minority investments in public or private companies, which typically
involve the purchase of common stock, preferred stock, convertible debt
or equity securities, warrants or a combination of such securities. Private
equity transactions involving the acquisition of a private or public company
are generally structured as leveraged buyouts (LBOs) in which a significant
amount of the purchase price is paid with the proceeds of new debt; this
debt is usually secured by assets of the target company and serviced from
its cash flows. In acquisitions of a public company, a private equity spon-
sor may engage in a going-private transaction, which typically involves
a one-step transaction via a merger or a two-step transaction involving a
tender offer followed by a merger. As discussed in question 4, going-private
transactions subject to rule 13e-3 of the US Securities Exchange Act 0of 1934
generally require significantly greater disclosure than other types of private
equity transactions.

Private equity funds typically create a special purpose shell acquisi-
tion vehicle to effect an investment or acquisition, and commit to fund a
specified amount of equity capital to the acquisition vehicle at the closing.
Various considerations dictate the type and jurisdiction of organisation of
the acquisition vehicle, including, among others, tax structuring issues,
desired governance structure, number of equity holders, equity holders’
(and the private equity sponsor’s) exposure to liability by use of the appli-
cable vehicle, general ease of administration and any applicable regulatory
requirements.

2 Corporate governance rules

What are the implications of corporate governance rules for
private equity transactions? Are there any advantages to going
private in leveraged buyout or similar transactions? What are
the effects of corporate governance rules on companies that,
following a private equity transaction, remain or become
public companies?

The Sarbanes-Oxley Act of 2002 and related Securities and Exchange
Commission (SEC) and stock exchange rules raise a variety of issues rel-
evant to private equity transactions, including the following:

- ifthetargetin a private equity transaction continues to have listed com-
mon equity, subject to certain exceptions discussed below, a majority
of the target’s board of directors, audit committee, nominating or
corporate governance committee and compensation committee must
meet stringent independence requirements;
the New York Stock Exchange and Nasdaq Stock Market do not require
‘controlled companies’ (namely, companies in which more than
50 per cent of the voting power is held by an individual, group or
another company) to maintain a majority of independent directors
on the board or have a nominating or compensation committee com-
prised of independent directors; however, controlled companies are
still required to maintain an audit committee comprised entirely of
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independent directors, and following implementation of reforms pur-
suant to the Dodd-Frank Wall Street Reform and Consumer Protection
Act, a compensation committee is required to meet enhanced inde-
pendence standards, which have been adopted by the New York Stock
Exchange and the Nasdaq Stock Market;

in conducting due diligence on a public target, private equity sponsors
must carefully review the target’s internal financial controls, foreign
corrupt practices and anti-bribery law compliance and prior public
disclosures to evaluate any potential liability for past non-compliance
and to avoid stepping into a situation in which significant remedial or
preventive measures are required;

if a private equity sponsor requires management of a public target to
purchase equity of the target or a new vehicle formed in connection
with the transaction, the sponsor should be aware that a public target
is generally not permitted to make loans or arrange for the extension of
credit to any directors or officers of the target to fund such purchases;
if a sponsor intends to finance a transaction with publicly traded debt,
the target must have an audit committee comprised entirely of inde-
pendent directors and must comply with enhanced disclosure require-
ments (for example, disclosure of off-balance sheet arrangements);
and

if a private equity sponsor intends to exit an investment following an
initial public offering of the target’s stock, the exit strategy must take
into account the time, expense, legal issues and accounting issues that
may arise in connection with becoming a public company.

A number of public companies consider going-private transactions in light
of the stringent US corporate governance regime and scrutiny of account-
ing and executive compensation policies and practices. Companies that do
not have publicly traded equity or debt securities are exempt from comply-
ing with the corporate governance rules in the Sarbanes-Oxley Act and
related SEC and stock exchange rules. Some of the other advantages of a
going-private transaction include the reduction of expenses relating to
compliance and audit costs, elimination of public disclosure requirements
and decreased risks of shareholder liability for directors and management.
Going-private transactions can also help avoid the risk of activist investors
seeking to replace directors or implement other corporate governance or
strategic changes.

3 Issues facing public company boards

What are the issues facing boards of directors of public
companies considering entering into a going-private or private
equity transaction? What procedural safeguards, if any, do
public companies use when considering transactions? What

is the role of a special committee in such a transaction where
senior management, members of the board or significant
shareholders are participating or have an interest in the
transaction?

When the board of directors (or any special committee thereof, as described
below) reviews a going-private or private equity transaction proposal, the
directors must satisfy their fiduciary duties, as would always be the case,
and their actions must satisfy the applicable ‘standard of review’ under the
law of the state of organisation of the target company, which may affect
whether the directors could be personally liable in any lawsuit that chal-
lenges the transaction. In addition, there are various disclosure issues to
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be considered by the board of directors of a public company in consider-
ing a going-private or private equity transaction proposal. Generally, before
the target company discloses confidential information regarding itself to
a prospective private equity investor, management of the target company
will consult with the board of directors and the target will enter into a
confidentiality agreement, which may include both an employee non-solic-
itation provision and a ‘standstill’ provision that prevents the sponsor and
its affiliates from acquiring or making proposals to acquire any securities of
the company without the board’s prior consent. Note that, under US secu-
rities laws, a sponsor and its affiliates may nonetheless be restricted from
acquiring securities of a public company if the sponsor or its affiliates are in
possession of material, non-public information with respect to such com-
pany whether or not a standstill is in place. Also, as discussed in question 12,
boards of directors must consider fraudulent conveyance issues presented
by any proposed debt to be incurred by the company in connection with the
private equity transaction.

A critical threshold determination to be made by a board of directors
regarding its consideration of a going-private or private equity transaction
proposal is whether the board should form a special committee of direc-
tors to consider and make decisions with respect to the proposed transac-
tion. Under Delaware law (the leading US corporate jurisdiction), if, for
example, a controlling shareholder or a majority of the board of directors
has a conflict of interest with respect to the going-private or private equity
transaction proposal (in other words, if they are on both sides of the trans-
action or expect to derive a personal benefit from it), the ‘entire fairness’
standard will apply. The entire fairness standard places the burden of proof
on the board to show that both the transaction process and the resulting
transaction price were fair to the disinterested shareholders. In the event
that a transaction could be subject to the entire fairness standard, a board
of directors will typically form a special committee comprised entirely of
disinterested directors to shift the burden of proof'to any person who legally
challenges the transaction. Generally, best practice would also result in the
special committee having the right to engage its own financial adviser and
legal counsel and being authorised to independently negotiate and evalu-
ate the transaction as well as alternative courses of action on behalf of the
target company, including pursuing other acquisition proposals or con-
tinuing to implement the target’s strategic plan as a stand-alone company.
The board can also shift the burden of proof under entire fairness to the
plaintiff by conditioning the transaction on the approval of a majority of
the outstanding shares owned by disinterested shareholders (known as a
‘majority of the minority’ vote). Through recent case law, Delaware courts
have developed a roadmap that parties can follow to avoid entire fairness
review altogether and instead become subject to the more deferential ‘busi-
ness judgment’ standard of review. To obtain business judgment review, a
going-private transaction with a controlling shareholder must be subject
to both the approval of a special committee of independent directors that
is fully empowered to select its own advisors and veto the transaction and
the approval of an uncoerced, fully informed majority of the minority vote.
Under business judgment review, a Delaware court generally will not sec-
ond-guess the decisions of impartial decision-makers with more informa-
tion (in the case of the board) or an economic stake in the outcome (in the
case of the disinterested shareholders) and applies a presumption that the
action taken was in the best interests of the company.

4 Disclosure issues

Are there heightened disclosure issues in connection
with going-private transactions or other private equity
transactions?

Generally, going-private transactions and other private equity transactions
involving a public target are subject to the same disclosure requirements
under the US securities laws that are applicable to other merger and acqui-
sition transactions. However, certain going-private transactions are subject
to rule 13e-3 of the US Securities Exchange Act 0f 1934, which mandates sig-
nificantly greater disclosure than is ordinarily required by the federal proxy
rules or tender offer rules. Generally, rule 13e-3 will apply only if the going-
private transaction (i) involves a purchase of equity securities, tender offer
for equity securities or proxy solicitation related to certain transactions
by the company or its affiliates (which includes directors, senior manage-
ment and significant shareholders); and (ii) will result in a class of the com-
pany’s equity securities being held by fewer than 300 persons or a class of
the company’s equity securities listed on a stock exchange to no longer be
listed. The heightened disclosure requirements applicable to going-private
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transactions subject to rule 13e-3 include, among other items, statements by
the target and other transaction participants as to the fairness of the trans-
action to disinterested shareholders, plans regarding the target company,
alternative transaction proposals made to the target, disclosure regarding
control persons (for example, information about directors and officers of
private equity sponsors) and information regarding the funding of the pro-
posed transaction. Also, the target company will need to publicly file or dis-
close any report, opinion or appraisal received from an outside party that is
materially related to the transaction and any shareholder agreements, vot-
ing agreements and management equity agreements.

If the going-private transaction (whether or not subject to rule 13e-3) is
structured as a tender offer or transaction requiring the vote of the target
company’s shareholders (for example, a cash or stock merger), the com-
pany’s shareholders will be required to receive a tender offer disclosure
document or a proxy statement or prospectus containing disclosure that
satisfies the applicable US tender offer rules, proxy rules or Securities Act
requirements (these generally require disclosure of all material information
relating to the offer or transaction). In addition, a target company board of
directors effecting a going-private or other private equity transaction must
still comply with any applicable state law requirements. For example, the
Delaware courts are increasingly requiring additional disclosure in proxy
and tender materials disseminated to shareholders with respect to prospec-
tive financial projections and forecasts that the target company has shared
with the private equity sponsor.

5 Timing considerations

What are the timing considerations for a going-private or
other private equity transaction?

Timing considerations depend upon a variety of factors, including:

the time necessary for the target’s board or special committee to evalu-
ate the transaction proposal and any alternatives;

the first date on which public disclosure of any proposal to acquire a
public company target must be made if the proposal is being made by
any person who has an existing Schedule 13D or 13G filing;

the time necessary for bank financing syndication, sales of debt securi-
ties, tender offers or consent solicitations relating to existing debt secu-
rities and any attendant delays;

the time necessary for regulatory review, including requests for addi-
tional information from antitrust or other regulators;

the magnitude of disclosure documents or other public filings and the
extent of the SEC review;

timing relating to solicitation of proxies, record dates and meeting
dates in connection with a shareholder vote;

timing relating to solicitation of tenders and other required time peri-
ods under the US tender offer rules (for example, tender offers must
remain open for a minimum of 20 business days);

the risks of significant litigation related to the transaction; and

the time necessary to establish alternative investment vehicles and
special purpose vehicles or to complete a restructuring of the target
prior to closing.

6 Dissenting shareholders’ rights

What rights do shareholders have to dissent or objecttoa
going-private transaction? How may dissenting shareholders
challenge a going-private transaction? How do acquirers
address the risks associated with shareholder dissent?

Although the details vary depending on the state in which a target com-
pany is incorporated, in connection with a going-private transaction of a
Delaware corporation, shareholders who are being cashed out (includ-
ing those pursuant to a second-step merger following a first-step tender
offer) may petition the Delaware court of chancery to make an independ-
ent determination of the ‘fair value’ of their shares in lieu of accepting the
consideration in the going-private transaction. Both the dissenting share-
holders seeking appraisal and the target company must comply with strict
procedural requirements under Delaware law, and in the case of the record
owners of dissenting shares, they must demonstrate that they did not vote
such shares in favour of the transaction. Such shareholder appraisal actions
are costly for the acquirer (including as a result of the incurrence of a stat-
utorily designated interest rate on the value of the dissenting shares) and
often take years to resolve. As aresult, to the extent that there is a significant
number of shares for which shareholders are seeking appraisal, it will create
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apotentially unknown contingent payment obligation for the acquirer many
years post-closing, which may complicate the acquirer’s financing. As such,
it is not uncommon for acquirers to seek the inclusion of a condition to the
acquisition agreement limiting the maximum number of shares for which
appraisal may be sought; however, such appraisal conditions are not com-
monly found in acquisition agreements involved in competitive auctions.

7 Purchase agreements

What purchase agreement provisions are specific to private
equity transactions?

Historically, to the extent private equity sponsors required financing to
complete a transaction, they negotiated for the right to condition their
obligation to consummate the transaction upon their receipt of financing
proceeds. Current market practice, however, is that private equity buyers
typically agree to buy companies without the benefit of a financing con-
dition but instead have the right to pay a ‘reverse termination fee’ to the
seller as the sole remedy of the seller or target company against the buyer
in the event that all of the conditions to closing have been satisfied (or are
capable of being satisfied on the applicable closing date) and the buyer is
unable to obtain the third-party debt-financing necessary to consummate
the transaction. Because the acquisition vehicle that is party to the trans-
action is almost always a shell entity (and, as such, is not independently
creditworthy), target companies typically require the acquisition vehicle’s
potential obligation to pay a reverse termination fee to be supported by a
private equity fund limited guarantee. In addition, target companies often
require a limited right to enforce the ‘equity commitment letter’ provided
by the private equity fund to the acquisition vehicle, pursuant to which the
fund commits to provide a specified amount of equity capital to the acquisi-
tion vehicle at closing. Most purchase agreements providing for a reverse
termination fee include provisions that deem payment of such fee to be lig-
uidated damages and otherwise cap the private equity fund’s liability expo-
sure to an amount equal to the reverse termination fee amount. Particularly
in transactions involving third-party financing, private equity firms rarely
agree to a full specific performance remedy that may be enforced against
the private equity firm or special purpose acquisition vehicle used in the
transaction.

In addition to the circumstances above, participants on the other side
of a private equity transaction (whether sellers or buyers) will frequently
require evidence of the creditworthiness of any special purpose acquisi-
tion vehicles used in the transaction to ensure they have a sufficient rem-
edy in the event that the acquisition vehicle breaches its obligations under
a purchase agreement or is required to satisfy an indemnification obliga-
tion. Participants in private equity transactions may attempt to negotiate
guarantees, equity commitments or other support arrangements from a
private equity sponsor, but most private equity sponsors resist indemnifi-
cation, guarantee or other obligations that permit recourse directly against
the private equity fund. However, as described above, in circumstances
where a sponsor has agreed to pay a reverse termination fee, private equity
funds frequently agree to provide a limited guarantee of the payment of the
reverse termination fee or may provide the target company with a right to
specifically enforce the equity commitment letter from the private equity
fund to the extent of the reverse termination fee.

Both sellers and buyers in private equity transactions will generally
seek to obtain fairly extensive representations, warranties and covenants
relating to the private equity sponsor’s equity and debt-financing commit-
ments, the private equity sponsor’s obligation to draw down on such financ-
ing and obtain any required alternative financing and the target company’s
obligation to assist with obtaining the financing and participating with any
required marketing of the financing. These types of provisions, as well as
various other financing-related provisions, are discussed further in ques-
tion 11.

8 Participation of target company management

How can management of the target company participateina
going-private transaction? What are the principal executive
compensation issues? Are there timing considerations of
when a private equity sponsor should discuss management
participation following the completion of a going-private
transaction?

In a private equity transaction, the management of a target company may
be offered the opportunity (or may be required) to purchase equity of
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the target company or the acquisition vehicle, which investment may be
structured as a ‘rollover’ of such management’s existing equity holdings.
Whether and to what extent such investments are made may depend heav-
ily on the type and amount of the management’s historic compensation
arrangements as well as the amount, if any, of cash payments manage-
ment will receive in the going-private transaction, in respect of current
equity and equity-based awards and payouts under deferred compensation
and other plans. In connection with such investment, management typi-
cally also receives equity incentive awards (for example, stock options in
a corporation or profits interests in a partnership). These equity awards
generally become vested based upon continued employment, the achieve-
ment by the company of specified performance targets, the private equity
sponsor achieving a particular return on its investment or a combination
of the foregoing conditions. These agreements also typically provide for
acceleration of vesting, repurchase or forfeiture of the equity incentive
awards upon a termination of employment (the acceleration, repurchase or
forfeiture depends upon the circumstances for the termination of employ-
ment) and often impose on the employees post-termination covenants not
to compete with, or disparage, the company and not to solicit company
employees or clients. All equity acquired by an employee will typically be
subject to a shareholders’ agreement, which customarily includes transfer
restrictions, a repurchase right held by the company upon the employee’s
termination of employment for any reason (with the price varying based
on the circumstances for the termination), drag-along and tag-along rights
(which are described in question 13) and, in some cases, piggyback registra-
tion rights. Customary terms of shareholders’ agreements are discussed in
question 13.

Historically, one of the key concerns in private equity-led going-
private transactions has been continuity of management under the theory
that sponsors do not have the time, resources or expertise to operate the
acquired business on a day-to-day basis. As such, the principal executive
compensation issues in a private equity transaction relate to ensuring that
equity-based and other compensation has been appropriately structured
to provide an incentive to management to increase the company’s value
and remain with the company following the closing. To this end, primary
questions involve whether management may rollover existing equity on a
tax-free basis as part of their investment, the accounting and tax treatment
(both for the company and management) of equity incentive awards and
other compensation arrangements, and to what extent management can
achieve liquidity under their investment and equity awards. It should also
be noted that other issues, such as ongoing employee benefit protections
(for example, post-termination welfare and pension benefits) and certain
compensation arrangements (for example, base salary and annual cash
bonus opportunities), will factor into any private equity transaction nego-
tiation with management of the target company.

As described above, management participating in a private equity
transaction may have several opportunities to earn significant value (both
in the primary transaction and upon a successful future exit event). As
a result, shareholders of a public company engaged in a going-private
transaction are particularly concerned about conflicts between manage-
ment’s desire to complete a transaction or curry favour with the private
equity buyer, on the one hand, and shareholders’ desire to maximise value
in the going-private transaction, on the other. In recent years, this issue
has received significant attention, resulting in some boards of directors
restricting their senior management from participating in certain aspects
of going-private transaction negotiations or discussing post-closing com-
pensation arrangements with the private equity firm until after the price
and material terms of the sale have been fully negotiated with the private
equity firm and, in some cases, completed. In addition, in circumstances
where a target company has negotiated the right to conduct a post-signing
market check, or ‘go-shop’, or where an interloper has made an unsolic-
ited acquisition proposal after signing that the board of directors of the
target believes may result in a superior transaction for its shareholders as
compared to the transaction entered into with the private equity firm, the
target board may further restrict its senior management from participat-
ing in negotiations or discussions regarding post-closing compensation
arrangements with all bidders, including the private equity firm, until the
final winning bidder is agreed upon. Given the importance to private equity
firms of the continuity of management and the structure of their equity and
compensation-based incentives, which they often prefer finalising before
entering into a going-private transaction, there is often a tension between
the time when the board of directors of a target company will permit its
senior management to negotiate such arrangements with a potential
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private equity buyer and when such a private equity buyer desires to have
such arrangements agreed upon with such senior management. In addi-
tion, the SEC has required significant disclosure regarding management’s
conflicts of interests, including quantification of the amount to be earned
by executives of the target company in the transaction.

9 Taxissues

What are the basic tax issues involved in private equity
transactions? Give details regarding the tax status of a target,
deductibility of interest based on the form of financing and

tax issues related to executive compensation. Can share
acquisitions be classified as asset acquisitions for tax purposes?

Many US private equity funds are structured as limited partnerships or lim-
ited liability companies, which are generally treated as pass-through enti-
ties for tax purposes. Private equity transactions are frequently structured
in such a manner to avoid or minimise the effect of ‘double taxation’ that
results from investing directly into entities that are treated as corporations
for tax purposes. However, such ‘flow-through’ structures could create US
tax issues for tax-exempt and non-US limited partners of private equity
funds. Generally, the substantial amount of debt involved in LBO transac-
tions affords a target company significant interest expense deductions that
offset taxable income. Careful attention must be paid to the terms of the
acquisition debt to ensure that the interest is deductible under applicable
US tax rules.

Private equity sponsors must also be aware of tax issues relating to
management and employee compensation. Severance and consideration
for equity holdings in connection with a change of control may be consid-
ered ‘excess parachute payments’, which are subject to a 20 per cent excise
tax (in addition to ordinary income taxes) and which may not be deducted
by the target. If an award granted is an ‘incentive stock option’, no income
is realised by the recipient upon award or exercise of the option and no
deduction is available to the company at such times. If the award granted
is a non-qualified stock option, no income is recognised by the recipient at
the time of the grant and no deduction is available to the company at such
time. There are a number of limitations on incentive stock options; accord-
ingly, non-qualified stock options are more typical. If a deferred compensa-
tion plan is ‘non-qualified’, all compensation deferred in a particular year
and in prior years may be treated as taxable income in such taxable year to
the extent that it is not subject to substantial risk of forfeiture.

In transactions where cash is paid for the shares of a target corpo-
ration, a seller and buyer may agree to treat the acquisition of stock of a
corporation as an asset acquisition for US federal tax purposes by making
a 338(h) (10) election. This election leads to a ‘step-up’ in the target’s tax
basis in its assets to the purchase price paid for such shares, resulting in
additional depreciation/amortisation deductions and a tax shield to offset
taxable income. A ‘qualified stock purchase’ of the target’s stock (generally
an acquisition by a corporation of at least 80 per cent of the target’s issued
and outstanding stock) must be made to make this election. Certain typi-
cal structures used in LBOs (for example, rollover of management equity
to a newly formed vehicle that purchases target stock) must be carefully
analysed to determine whether such structures will render the 338(h)(10)
election impermissible.

10 Debt financing structures

What types of debt are used to finance going-private or
private equity transactions? What issues are raised by
existing indebtedness at a potential target of a private equity
transaction? Are there any financial assistance, margin loan
or other restrictions in your jurisdiction on the use of debt
financing or granting of security interests?

LBOs generally involve senior bank debt, which is typically provided by
commercial lending institutions in the form of a revolving credit facility
and term loans (which are typically secured by the target’s assets), and
mezzanine debt, which is typically provided by private purchasers in the
form of senior or senior-subordinated notes (or both), or by a public or rule
144A offering of high-yield bonds. In certain circumstances, mezzanine
debt may be issued in conjunction with warrants to purchase equity in the
target. Private equity transactions sometimes involve ‘bridge-financing
commitments’ pursuant to which a commercial lending institution agrees
to provide ‘bridge’ loans in the event that the mezzanine debt cannot be
sold prior to the closing.
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In transactions where target indebtedness is not expected to be retired
at or before closing, the private equity sponsor must determine whether
such indebtedness contains provisions that could restrict or prohibit the
transaction, such as restrictions on changes of control, restrictions on
subsidiary guarantees, restrictions on the granting of security interests in
the assets of the target or its subsidiaries, restrictions on debt incurrences
and guarantees and restrictions on dividends and distributions. A private
equity sponsor must also determine the manner in which and the cost at
which existing indebtedness may be repaid or refinanced and evaluate
the cost of the existing indebtedness compared with acquisition-related
indebtedness, as well as the requirements of its financing sources relat-
ing to existing debt, capitalisation and other financial ratios applicable to
the target. Private equity sponsors may require that certain debt of a tar-
get be repaid, redeemed, repurchased or amended as a condition to the
closing of a transaction. In the case of public debt, private equity sponsors
may require the target to effect a consent solicitation to eliminate certain
covenants in the governing indenture (for example, financial information
delivery requirements).

Generally, acquisitions of a US target are not subject to any statutory
financial assistance restrictions or restrictions on granting security inter-
ests in the target company’s assets, except as described below or in the case
of target companies in certain regulated industries. If a ‘shell’ company
issues unsecured debt securities in a non-public offering with the purpose
of acquiring the stock of a target corporation, such debt securities may be
presumed to be indirectly secured by ‘margin stock’ (namely, any stock
listed on a national securities exchange, any over-the-counter security
approved by the SEC for trading in the national market system or any secu-
rity appearing on the US Federal Reserve Board’s list of over-the-counter
margin stock and most mutual funds). If so, such debt would be subject to
the US Federal Reserve Board’s margin requirements and thus could not
exceed 50 per cent of the value of the margin stock acquired. Private equity
sponsors may avoid these requirements by utilising publicly offered debt
or having the debt guaranteed by an operating company with substantial
non-margin assets or cash flow.

11 Debt and equity financing provisions

What provisions relating to debt and equity financing are
typically found in a going-private transaction? What other
documents set out the expected financing?

Purchase agreements for going-private transactions typically include rep-
resentations and warranties by the private equity sponsor regarding the
equity-financing commitment of the private equity sponsor and, in the
case of LBOs, the third-party debt-financing commitments obtained by the
private equity sponsor at the time of entering into the purchase agreement.
An equity commitment letter from the private equity sponsor as well as the
debt-financing commitment letters obtained by the private equity sponsor
from third-partylenders are customarily provided to the target company for
its review prior to the execution of the purchase agreement. In US transac-
tions, definitive debt-financing documentation is rarely agreed at signing;
instead, the definitive debt-financing documentation is typically negoti-
ated between signing and closing on the basis of the debt-financing com-
mitment letters delivered by third-party debt-financing sources at signing.
Purchase agreements in LBOs also contain covenants relating to obliga-
tions of the private equity sponsor to use a certain level of effort (often
reasonable best efforts) to negotiate definitive debt-financing agreements
and obtain financing, flexibility of the private equity sponsor to finance the
purchase price from other sources and obligations of the target company to
assist and cooperate in connection with the financing (for example, assist
with the marketing efforts, participate in road shows, provide financial
statements and assist in the preparation of offering documents).

A purchase agreement may (or, as is more frequently the case, may
not) condition the closing of a transaction on the receipt of financing pro-
ceeds by the private equity sponsor. If the closing is not conditioned on
the receipt of financing proceeds, the purchase agreement would typically
provide for a ‘marketing period’, during which the private equity spon-
sor will seek to raise the portion of its financing consisting of high-yield
bonds or syndicated bank debt financing, and which begins after the pri-
vate equity sponsor has received certain financial information about the
target company necessary for it to market such high-yield bonds or syn-
dicate such bank debt. If the private equity sponsor has not obtained the
proceeds of such financing by the end of the marketing period (or has failed
to obtain such proceeds from a ‘bridge’ financing) and thus fails to close
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the transaction, the private equity sponsor may be required to pay a reverse
termination fee - which often functions as a cap on the maximum amount
of damages the target company (on behalf of itself or its shareholders) is
permitted to seek from the private equity sponsor for its failure to close the
transaction.

12 Fraudulent conveyance and other bankruptcy issues

Do private equity transactions involving leverage raise
‘fraudulent conveyance’ or other bankruptcy issues? How are
these issues typically handled in a going-private transaction?

Generally, under applicable US state laws, a company may not transfer
assets for less than fair consideration in the event that the company is
insolvent or such asset transfer would make it insolvent. Thus, in highly
leveraged transactions, there is some concern that when a target com-
pany issues or transfers its assets or equity to a private equity sponsor in
exchange for the proceeds of acquisition financing, which is secured by the
assets or equity of such target company, the lender’s security interests in
such assets or equity securities may be invalidated on a theory of fraudu-
lent conveyance (namely the target company has transferred its assets for
inadequate value). It is common for a certificate as to the ongoing solvency
of the continuing or surviving company to be obtained from the target
company'’s chief financial officer prior to closing a leveraged transaction.
Purchase agreements in leveraged transactions may also include represen-
tations and warranties made by the private equity buyer as to the solvency
of the company after giving effect to the proposed transaction.

Fraudulent conveyance issues should also be carefully considered by
sellers in highly leveraged transactions. A board of directors considering
a sale of the company should review the financial projections provided by
management to a prospective buyer and the indebtedness that the prospec-
tive buyer proposes the company incur in connection with the transaction
to evaluate any fraudulent conveyance risks. Directors of a target company
must be particularly cautious in highly leveraged transactions in which the
company has existing debt that will remain in place following the closing of
the transaction. In Delaware (the leading US corporate jurisdiction), credi-
tors of an insolvent corporation have standing to bring derivative actions
on behalf of the corporation directly against its directors because, when
a corporation is insolvent, creditors are the ultimate beneficiaries of the
corporation’s growth and increased value.

13 Shareholders’ agreements and shareholder rights

What are the key provisions in shareholders’ agreements
entered into in connection with minority investments or
investments made by two or more private equity firms? Are
there any statutory or other legal protections for minority
shareholders?

Depending on the size of the sponsors’ ownership stake, shareholders’
agreements entered into in connection with minority investments or
‘consortium’ deals typically include the right of the minority investors to
designate a certain number of directors and the right to approve (or veto)
certain transactions (for example, change in control transactions, affiliate
transactions, certain equity or debt issuances, dividends). Private equity
sponsors may also seek pre-emptive rights to allow them to maintain the
same percentage equity ownership after giving effect to a primary equity
issuance by the target. In addition, shareholders’ agreements frequently
include transfer restrictions (which prohibit transfers of target securities
for a particular time period and in excess of specified percentages, or both),
tag-along rights (namely, the right of a shareholder to transfer securities to
a person who is purchasing securities from another holder) and drag-along
rights (namely, the right of a shareholder, typically the largest shareholder
or a significant group of shareholders, to require other holders to trans-
fer securities to a person who is purchasing securities from such share-
holder). Private equity sponsors typically seek other contractual rights with
respect to receipt of financial and other information regarding the target
company, access to the properties, books and records, and management
of the target company, and also rights relating to their potential exit from
the investment, such as demand and piggyback registration rights (which
may include the right to force an initial public offering), and, in some cases,
put rights or mandatory redemption provisions. In certain circumstances,
shareholders’ agreements in private equity transactions may also contain
‘corporate opportunity’ covenants that either restrict (or, in some cases,
expressly permit) the ability of shareholders (including private equity
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sponsors) to compete with the subject company or make investments out-
side the subject company that may otherwise be a potential investment or
acquisition opportunity for the subject company. Target companies or large
shareholders that are party to shareholders’ agreements may also ask for a
right of first offer or right of first refusal, which would require any share-
holder seeking to transfer its shares to offer to sell such shares to the com-
pany or other shareholders.

To the extent that a minority investment is made, the new shareholder
should be careful to consider potential misalignment issues between the
parties that may arise from its and the existing shareholders’ differing
investment prices, particularly as such issues may arise in terms of liquidity
rights. In these types of transactions, the new shareholder often will seek
one or more of:

the right to control the timing of the liquidity event (whether it be a

change of control transaction or an initial public offering) or the right

to block such a liquidity event unless it will achieve a required mini-
mum return on its investment;

the right to cause a sale of the company or an initial public offering

after some specified number of years; and

in the event the company effects an initial public offering, the right to

sell more than its pro rata portion of any equity securities in any regis-

tered offering of registrable securities relative to the number of equity
securities sold (or to be sold) by the existing shareholder.

In the US, minority shareholders often have limited protections outside
of what may be contractually negotiated in a shareholders agreement.
Generally, under applicable US state laws, the board of directors of cor-
porations are subject to certain fiduciary duties in respect of the minority
shareholders (for example, heightened scrutiny in controlling shareholder
transactions with the target company, etc), and certain minimum voting
requirements may apply for significant corporate actions, such as a merger.
However, in most states, provisions in a target company’s organisational
documents may supersede the underlying statutory approval require-
ments. In addition, many private equity investments are held through
non-corporate structures, which can be subject to more restricted fiduciary
duties in the applicable limited liability company agreement, partnership
agreement or other similar governing arrangements than would otherwise
apply under applicable law. For private equity transactions structured as
tender offers, US securities laws provide certain protections for minority
shareholders (for example, the soliciting person is required to offer the
same price to all holders of the applicable security and the tender offer
must be open for 20 business days).

14 Acquisitions of controlling stakes

Are there any requirements that may impact the ability of a
private equity firm to acquire control of a public or private
company?

Under applicable US state and federal law, there are no statutory require-
ments to make a mandatory takeover offer or maintain minimum capi-
talisation in connection with shareholders acquiring controlling stakes in
public or private companies. However, under applicable US state law, the
board of directors of public and private companies have fiduciary duties
to their shareholders that they must be mindful of when selling a control-
ling stake in the company. In Delaware, for example, and in many other
US states, a board of directors has a duty to obtain the highest value rea-
sonably available for shareholders given the applicable circumstances in
connection with a sale of control of the company. In certain states, the
applicable law permits a board of directors to consider ‘other constituen-
cies’ as well, and not simply focus on the impact that a sale of a control-
ling interest in the company will have on the shareholders of the company.
Private equity sponsors must be mindful of these duties of target company
boards of directors as they seek to negotiate and enter into an acquisition
of a controlling stake of a target company, as it may result in the target com-
pany conducting a market check by implementing a pre-signing ‘auction’
or post-signing ‘go-shop’ process to seek out a higher bid for a controlling
stake (or even the entire company) in order for the board of directors to feel
comfortable that it has satisfied its fiduciary duties to the target company’s
shareholders. In addition, as discussed in question 17, US target companies
in certain regulated industries may be subject to certain minimum capitali-
sation requirements or other restrictions that may impede an private equity
sponsor’s ability to acquire the company.
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15 Exit strategies

What are the key limitations on the ability of a private equity
firm to sell its stake in a portfolio company or conduct an
IPO of a portfolio company? In connection with a sale of a
portfolio company, how do private equity firms typically
address any post-closing recourse for the benefit of a buyer?
Does the answer change if a private equity firm sells a
portfolio company to another private equity firm?

A private equity sponsor will generally seek to retain flexibility on its abil-
ity to sell its stake in an acquired company, which may include having the
right to require an initial public offering and the right to drag along other
investors in the event of a sale by the private equity sponsor of all or a sig-
nificant portion of its investment in the company. The ability to achieve a
tax-efficient exit and the ability to receive dividends and distributions in a
tax-efficient manner will also be critical factors in determining the initial
structuring of a transaction, including the use of acquisition financing or
other special-purpose vehicles. Private equity sponsors must also consider
the interests of company management in connection with any exit and
must agree with management on any lock-up or continued transfer restric-
tions with respect to the equity of the target company held by management
as well as ongoing management incentive programmes that will continue
following an IPO. In an exit (or partial exit) consummated pursuant to a
portfolio company IPO, private equity sponsors typically remain signifi-
cant shareholders in the company for some period of time following the
IPO and, thus, continue to be subject to fiduciary duty considerations as
well as securities laws, timing and market limitations with respect to post-
IPO share sales and various requirements imposed by US stock exchanges
with respect to certain types of related party transactions.

When private equity sponsors sell portfolio companies (including to
other private equity sponsors), buyers may seek fairly extensive represen-
tations, warranties and covenants relating to the portfolio company and
the private equity sponsor’s ownership. Private equity sponsors often resist
providing post-closing indemnification for breaches of such provisions.
In limited situations in which a private equity firm agrees to indemnifica-
tion following the closing of a portfolio company sale, sponsors often use
a time and amount limited escrow arrangement as the sole recourse that
the buyer may have against the private equity sponsor. Sponsor sellers
and buyers have also addressed disagreements over indemnity through
the purchase of transaction insurance (for example, representations and
warranties insurance) to provide post-closing recourse to the buyer for
breaches of representations or warranties. In such a case, the cost of pur-
chasing the transaction insurance is typically negotiated by the buyer and
seller as part of the purchase price negotiations.

16 Portfolio company IPOs

What governance rights and other rights and restrictions
typically included in a shareholders’ agreement are permitted
to survive an IPO? What types of lock-up restrictions typically
apply in connection with an IPO? What are common methods
for private equity sponsors to dispose of their stock in a
portfolio company following its IPO?

Private equity sponsors take a variety of approaches in connection with the
rights they retain following a portfolio company IPO, depending on the
stake retained by the private equity sponsor following the IPO. In many
cases, the underwriters in the applicable IPO will seek to significantly limit
the rights that a private equity sponsor will be permitted to retain follow-
ing the IPO as it may diminish the marketability of the offering. For exam-
ple, tag-along rights, drag-along rights, pre-emptive rights, and rights of
first offer or rights of first refusal, in each case, for the benefit of the pri-
vate equity sponsor frequently do not survive following an IPO. Except as
described below, US regulations and US stock exchange rules do not gener-
ally legislate which governance rights may survive an IPO.

Private equity sponsors will often retain significant board of director
nomination rights, registration rights and information rights following an
IPO, and may, in certain limited circumstances, retain various veto rights
over significant corporate actions depending on the board control and stake
held by the private equity sponsor. Under applicable US stock exchange
rules, boards of directors of public companies are typically required to be
comprised of a majority of ‘independent’ directors, but certain exceptions
exist if a person or group would retain ownership of more than a majority of

2092

the voting power for the election of directors of the company, in which case
the company is referred to as a ‘controlled company,’ or if the company is
organised outside of the US. However, in order to improve the marketabil-
ity of the offering and employ what are perceived to be favourable corpo-
rate governance practices, many private equity sponsors forgo the benefits
of controlled-company status or those applicable to foreign private issuers
and employ a majority of independent directors and only retain minority
representation on the board of directors following the IPO.

In addition, private equity sponsors typically retain the right to cause
the company to register and market sales of its securities and participate
in piggyback registrations following an agreed-upon lock-up period (which
is typically about six months following an IPO), subject to any applicable
black-out rules and policies of the company and US securities laws. Private
equity sponsors often seek to control the size and timing of their exits,
including sales of their equity securities following an IPO. As a result, many
private equity sponsors often seek to sell large blocks of their securities in
an ‘overnight’ underwritten shelf takedown off of a pre-existing shelf reg-
istration statement. Given the timing limitations on such shelf takedowns,
itis not uncommon for such registered offerings to be exempt from, or have
very truncated notice provisions relating to, piggyback registration rights
of other holders of registrable securities.

17 Target companies and industries

What types of companies or industries have typically been
the targets of going-private transactions? Has there been
any change in focus in recent years? Do industry-specific
regulatory schemes limit the potential targets of private
equity firms?

Private equity sponsors select companies as attractive acquisition candi-
dates based on a variety of factors, including steady cash flow, strong asset
base to serve as loan collateral or as the subject of future dispositions,
strong management team, potential for expense reduction, undervalued
equity and limited ongoing working capital requirements. Historically, typ-
ical targets have included manufacturing or production-based companies.
In the past several years, private equity sponsors have been looking toward
targets in the energy, financial, food, healthcare, media, real estate, retail,
software, technology and telecom industries. In addition, certain private
equity funds have a specified investment focus with respect to certain
industries (for example, energy, retail, technology) or types of investments
(for example, distressed debt).

Many regulated industries (for example, banking, energy, financial,
gaming, insurance, media, telecom, transportation, utilities) must comply
with special business combination legislation particular to those indus-
tries. Typically, approval of the relevant federal or state governing-agency
is required before transactions in these industries may be completed. In
certain situations, regulators may be especially concerned about the capi-
talisation and creditworthiness of the resulting business and the long and
short-term objectives of private equity owners. In addition, as a result of
the extensive information requirements of many US regulatory bodies, sig-
nificant personal and business financial information is often required to be
submitted by the private equity sponsor and its executives. Furthermore,
in certain industries in which non-US investments are restricted (for exam-
ple, media, transportation), private equity sponsors may need to conduct
an analysis of the non-US investors in their funds to determine whether
specific look-through or other rules may result in the sponsor investment
being deemed to be an investment by a non-US person. While none of
these factors necessarily preclude private equity sponsors from entering
into transactions with regulated entities, all of these factors increase the
complexity of the transaction and need to be taken into account by any
private equity sponsor considering making an investment in a regulated
entity.

18 Cross-border transactions

What are the issues unique to structuring and financing a
cross-border going-private or private equity transaction?

The structure of a cross-border private equity transaction is frequently
quite complicated, particularly given the use of leverage in most transac-
tions, the typical pass-through tax status of a private equity fund and the
existence of US tax-exempt and non-US investors in a private equity fund.
Many non-US jurisdictions have minimum capitalisation requirements
and financial assistance restrictions (which restrict the ability of a target
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Update and trends

The SEC has continued its focus on the examination of private equity
fund managers. Recent examinations and statements by the SEC’s
Office of Compliance Inspections and Examinations (OCIE) have
highlighted conflicts of interest related to fund and portfolio company
fees and expenses as areas of particular concern. Specifically, in

2015, OCIE has focused on the adequacy of disclosure to investors
and whether investors have agreed pre-commitment to certain fees
and expense allocations, including allocations to funds or portfolio
companies of compensation of operating partners, senior advisers,
certain types of consultants and employees of private equity fund
managers or their affiliates (including seconded employees) for
providing services (other than advisory services) to the fund and /or
portfolio company, allocation of broken deal and other expenses to
co-investors and of co-investment opportunities, receipt by private
equity fund managers of ‘hidden fees’ (for example, fees for terminating
a monitoring agreement between a private equity fund manager and

a portfolio company upon an acquisition or IPO) and allocation of

the private equity fund manager’s compliance expenses to a fund.

In light of such scrutiny, it would be prudent for private equity fund
managers to review their fee and expense allocation practices against
disclosures made to, and pre-commitment agreements received from,
investors (including in the Form ADV and relevant provisions of fund
agreements and PPMs) to identify any inconsistencies that may need to
be addressed.

Courts in Delaware have continued to support the practice
of appraisal arbitrage - a practice that imposes significant costs
and uncertainty on private equity sponsors and other potential
acquirers looking to undertake a going-private transaction. Appraisal
arbitrageurs often purchase shares of a target after the record date for
the shareholder vote to approve a transaction and then seek appraisal
of those shares in hope of receiving a higher payout than they would
otherwise receive as part of the transaction. In In Re Appraisal of
Ancestry.com, Inc, the Delaware court concluded that a party seeking
appraisal of shares that it beneficially owns merely needs to show that
the record holder (typically a single depository institution) did not
vote more shares in favour of the transaction than those for which the
petitioning holder is seeking appraisal to satisfy the voting requirement.
In Merion Capital LPv BMC Sofiware, Inc, the court similarly found
that Delaware law requires only that the holder seeking appraisal
demonstrate that it did not vote in favour of the transaction, even when
the holder acquired the shares after the shareholder vote, and there is no
requirement that the holder demonstrate that its shares were not voted
in favour of the transaction by any previous owner. Both of these rulings
support the ability for shareholders to engage in appraisal arbitrage
tactics. In light of this, private equity sponsors have become increasingly
concerned about the risks of appraisal and may consider seeking
appraisal conditions in purchase agreements or otherwise factor the
attendant risks into the economics and terms of their transactions.

company and its subsidiaries to ‘upstream’ security interests in their assets
to acquisition financing providers), each of which limits a private equity
sponsor’s ability to use debt or special purpose vehicles in structuring a
transaction. As noted in question 17, non-US investors may be restricted
from making investments in certain regulated industries, and similarly,
many non-US jurisdictions prohibit or restrict the level of investment by US
or other foreign persons in specified industries or may require regulatory
approvals in connection with acquisitions, dispositions or other changes
to investments by foreign persons. In addition, if a private equity spon-
sor seeks to make an investment in a non-US company, local law or stock
exchange restrictions may impede the private equity sponsor’s ability to
obtain voting, board representation or dividend rights in connection with
its investment or effectively exercise pre-emptive rights, implement capi-
tal raises or obtain additional financing.

Furthermore, in a cross-border transaction, the private equity spon-
sor must determine the impact of local taxes, withholding taxes on divi-
dends, distributions and interest payments and restrictions on its ability
to repatriate earnings. Private equity sponsors must also analyse whether
a particular target company or investment vehicle may be deemed to be
a controlled foreign corporation or passive foreign investment company,
both of which can give rise to adverse US tax consequences for investors
in the private equity fund. Any of these issues may result in tax inefficien-
cies for investors or the violation of various covenants in a private equity
fund’s underlying documents that are for the benefit of its US tax-exempt
or non-US investors.

19 Club and group deals

What are the special considerations when more than one
private equity firm (or one or more private equity firms and a
strategic partner) is participating in a club or group deal?

Private equity sponsors may form a consortium or ‘club’ to pursue an acqui-
sition or investment for a variety of reasons, including risk-sharing and the
ability to pursue a larger acquisition or investment, since most fund part-
nership agreements limit the amount a fund may invest in a single portfo-
lio company. In addition, private equity sponsors may form a consortium
that includes one or more strategic partners who can provide operational
or industry expertise and/or financial resources.

An initial consideration to be addressed in a club deal is the need for
the confidentiality agreements often negotiated with the target company
to allow each participant in the consortium to share confidential informa-
tion regarding the target company with the other members of the consor-
tium. Such confidentiality agreements may include language permitting
each participant to share information with co-investors generally, may
specifically identify each member of the consortium or may restrict a par-
ticipant from approaching any potential co-investors (at least during an
initial stage of a sale process) without obtaining the target company’s prior
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consent. Such confidentiality agreements may also provide for an alloca-
tion of responsibility for any breach of the confidentiality agreements by a
member of the consortium or such member’s representatives and agents.
Private equity sponsors may also consider including provisions in such con-
fidentiality agreements permitting or restricting the members of the con-
sortium from pursuing a transaction with the target on their own or with
other co-investors or partners in the event that the consortium falls apart.
Potential buyers’ compliance with confidentiality agreements, including
provisions limiting the ability of the potential buyer to share information
with co-investors, has received significant attention in the US, with various
litigation having been commenced with respect to these issues in the past
few years.

Counsel to a consortium must ensure that the consortium agrees upon
the proposed price and other material terms of the acquisition before any
documentation is submitted to, or agreed with, the target company. In
addition, counsel to a consortium will be required to ensure that the terms
of any proposed financing, the obligations of each consortium member in
connection with obtaining the financing and the conditions to each con-
sortium member’s obligation to fund its equity commitment have been
agreed by each member of the consortium. It is not uncommon for consor-
tium members to enter into an ‘interim investors agreement’ at the time of
signing a definitive purchase agreement or submitting a binding bid letter
that governs how the consortium will handle decisions and issues related
to the target company and the acquisition that may arise following signing
and prior to closing. An interim investors agreement may also set forth the
key terms of a shareholders’ agreement to be entered into by the consor-
tium members related to post-closing governance and other matters with
respect to the acquisition.

Each member of the consortium may have different investment hori-
zons (particularly if a consortium includes one or more private equity spon-
sors and a strategic partner), targeted rates of return, tax or US Employee
Retirement Income Security Act issues and structuring needs that must be
addressed in a shareholders’ agreement or other ancillary documentation
relating to governance of the target company and the future exit of each
consortium member from the transaction. Particularly in the case where
a private equity sponsor is partnering with a strategic buyer, the private
equity sponsor may seek to obtain certain commitments from the strategic
buyer (for example, non-competition covenants, no dispositions prior to an
exit by the sponsor) and the strategic buyer may seek to limit the veto rights
or liquidity rights (or both) of the private equity sponsor. As discussed in
question 13, a shareholders’ agreement would typically provide the consor-
tium members with rights to designate directors, approval rights and veto
rights and may include provisions relating to pre-emptive rights, tag-along
and drag-along rights, transfer restrictions, future capital contributions,
put rights, mandatory redemption provisions, rights of first offer or rights
of first refusal, and restrictive covenants that limit the ability of each con-
sortium member to engage in certain types of transactions outside of the
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target company. The various rights included in a shareholders’ agreement
are frequently allocated among consortium members on the basis of each
member’s percentage ownership of the target company following the con-
summation of the acquisition.

20 Issuesrelated to certainty of closing

What are the key issues that arise between a seller and a private
equity buyer related to certainty of closing? How are these
issues typically resolved?

Target companies generally seek to obtain as much certainty to closing
as possible, which includes limited conditions to the buyer’s obligation to
close the transaction and the ability to specifically enforce the obligation to
close a transaction against the buyer. In private equity transactions without
a financing condition, many private equity sponsors have made efforts to
ensure that the conditions to their obligation to consummate the acquisi-
tion pursuant to the purchase agreement are substantially the same as the
conditions of the lenders to fund the debt financing to the private equity
sponsor’s shell acquisition vehicle or are otherwise fully within the private
equity sponsor’s control. In this regard, there have been some transactions
in recent years in which the purchase agreement included certain financial
performance or other specific conditions related to the target company (for
example, minimum amount of EBITDA, minimum credit rating or cash
position, maximum debt to EBITDA ratio) that correspond to specific
conditions contained in the third-party debt financing commitments.
Private equity sponsors have typically resisted a specific performance
remedy of the seller in acquisition agreements. Private equity sponsors
often use third-party debt financing in acquisitions and do not want to
be placed in a position where they can be obligated to close a transaction
when the third-party debt financing is unavailable and the ability to obtain
alternative financing is uncertain. In addition to the fact that the transac-
tion would likely no longer be consistent with the private equity sponsor’s
financial modelling for the transaction in the absence of such debt financ-
ing (namely, the transaction would be unlikely to generate the private
equity sponsor’s target internal rate of return), private equity sponsors are

limited in the size of the investments they are permitted to make pursu-
ant to their fund partnership agreements and therefore may not be able
to purchase the entire business with an all-equity investment. As a result,
private equity sponsors historically required a financing condition, and
more recently, in lieu thereof, the ability to terminate the purchase agree-
ment and pay a reverse termination fee to the target company in the event
that all of the conditions to the closing had been satisfied (or are capable
of being satisfied on the applicable closing date) but the sponsor was una-
ble to obtain the debt financing necessary to consummate the closing, as
described in question 11.

In recent years, in addition to negotiating the right to terminate the
purchase agreement and pay a reverse termination fee to the target com-
pany, some private equity sponsors have agreed to a limited specific per-
formance remedy in which, solely under specified circumstances, target
companies have the right to cause the shell acquisition vehicle to obtain
the equity proceeds from the private equity fund and consummate the
transaction. In the relatively few instances in which such a limited specific
performance right has been agreed, such right will arise solely in circum-
stances where:

the closing has not occurred by the time it is so required by the pur-

chase agreement (which is typically upon the expiration of the market-

ing period for the buyer’s third-party debt financing);

all of the conditions to closing have been satisfied (or will be satisfied

at the closing);

+ the debt financing has been funded (or will be funded if the equity
financing from the private equity sponsor will be funded); and

in some cases, the seller irrevocably confirms that, if specific perfor-

mance is granted and the equity and debt financing is funded, then the

closing will occur.

In addition, some private equity sponsors have agreed to give the seller the
right to specifically enforce specified covenants in the purchase agreement
against the private equity sponsor’s shell acquisition vehicle (for example,
using specified efforts to obtain the debt financing, complying with the
confidentiality provisions, paying buyer expenses).
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