Presenting a live 90-minute webinar with interactive Q&A

Drafting Convertible Preferred Stock Provisions,
Equity Warrants and Options, Restricted Stock
and Restricted Stock Unit Grants
Structuring Liquidation and Distribution Preferences,
Conversion Rights, Anti-Dilution Protection, and Tax Provisions
WEDNESDAY, AUGUST 26, 2015

1pm Eastern

|

12pm Central | 11am Mountain

|

10am Pacific

Today’s faculty features:
Joseph W. Bartlett, Special Counsel, McCarter & English, New York
Adam B. Cantor, Member, Chiesa Shahinian & Giantomasi, West Orange, N.J.
Laurence M. Smith, Member, Chiesa Shahinian & Giantomasi, West Orange, N.J.
The audio portion of the conference may be accessed via the telephone or by using your computer's
speakers. Please refer to the instructions emailed to registrants for additional information. If you
have any questions, please contact Customer Service at 1-800-926-7926 ext. 10.
NOTE: If you are seeking CPE credit, you must listen via your computer — phone listening is no
longer permitted.
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In the classroom, I venture to pontificate, that there is no such thing as "boilerplate". By that
statement I mean that every promise or representation in documents memorializing, e.g., an
investment or M&A transaction can, in the right circumstances, have considerable impact and
needs to be drafted carefully. Thus, as the pressure mounts to contain legal costs in the
transactional sector, there is an increasing tendency to adopt verbatim provisions from
documents in the law firm's file commonly known as "boilerplate." In fact, there is no such thing
as "boilerplate." Each provision of an instrument of any complexity … indeed, each provision
even if it appears to be simple … requires careful thought or, in accordance with Murphy's Law,
a wordsmithing blunder can rise up and bite one or both of the parties.
In my view, the paradigm piece of evidence for this proposition is the choice of law cum
jurisdictional provisions in the agreement between Arthur Andersen and Andersen Consulting,
the agreement which governed the resolution of any disputes in case the partners of Andersen
Consulting elected (as indeed they did) to separate from the parent accounting firm. The
principal issue being negotiated between the parties to the Andersen Consulting (now Accenture)
spin-off was the price to be paid to the accounting firm for the value it was losing, a price
expected to be (based on comparable transactions) in the millions of dollars. Whoever drafted the
dispute resolution clause, however, elected an arbitration provision which specified that the
arbitrator, with plenary authority to decide disputes, would be a professional from a country in
which neither Arthur Andersen nor Andersen Consulting did business, apparently the idea being
that this would insure a neutral arbitrator. Of course, Arthur Andersen and/or Andersen
Consulting did business in almost every jurisdiction on the face of the planet. The result of this
clause was that the arbitrator so selected was a lawyer from Colombia, where the endemic
guerrilla warfare apparently had driven both firms out of the country. Without defaming the
arbitrator, he delivered what appears to be an eccentric decision (based on comparable
transactions) pursuant to which the Arthur Andersen partnership took in effect nothing but
reimbursement for cash and accounts receivable accompanying the departing Accenture partners.
One could even argue that this slip of the pen is the cause of the Enron debacle, as Arthur
Andersen scrambled to rebuild its revenue base after suffering a totally unexpected body blow to
its balance sheet and cash position. I do not have to argue this last point to its successful
conclusion to illustrate the proposition that obscure clauses, erroneously known as "boilerplate,"
can have extraordinary results.
As another and more generic and concrete illustration, let me dust off an example which I come
across from time to time. I often find myself in the course of negotiations in the minority of one
expressing concern about the issue this provisions entails.
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The problem arises routinely in the course of a financing or M&A transaction in which the
financial statements of one or more of the parties are being represented as accurate and complete.
It is a routine item of business to provide that, at the closing of, say, the Series A investment, the
chief financial officer, and perhaps the chief executive officer, will sign an "Officers' Certificate"
which certifies the financials. In most transactions, that certificate is routinely executed and
exchanged at the closing, a ho-hum item on the closing agenda. I find that practice curious. Thus,
in any number of such transactions, the question arises whether certain individuals involved in a
private stock issuance should expressly stand behind the representations and warranties, with his
or her personal assets at risk. My concern is that, if push comes to shove, the founder may win
the point (refusing to expose his or her personal assets to the investors and arguing that buy side
due diligence should be sufficient) … only to lose it by signing the type of officer's certificate I
have described, and to lose it unwittingly, by routinely executing a certificate deemed to be
"boilerplate."
Some practitioners take the view that the officer's certificate necessarily implies that the officer is
signing only in his or her official capacity and not personally, the certificate is merely a way of
"bringing down" the representations from the date the securities purchase agreement was signed
to the closing date. I, however, rarely find that thought expressly stated in the certificate itself,
which necessarily implies that a trier of fact (if a dispute arose) could go either way in the
absence of a controlling precedent (and I am not familiar with any controlling precedent).
Accordingly, when representing the issuer, I routinely add language to the officer's certificate
which states clearly that no personal liability attaches to the certifying party.
I have been accused of various sins in the course of that discussion, including the contention that
I am overly anal. However, if you analyze the point for the moment and cannot cite any language
or controlling precedent which would give the signing officer comfort, I raise this issue as a
classic trap for the unwary... and one, incidentally, which is easily fixed.
To close with another example (and there are many such in the case law) see the following
"standard" integration clause:
"This Agreement constitutes the entire agreement among the parties hereto pertaining to the
subject matter hereof and supersedes all prior agreements and understanding pertaining
thereto."
The purpose of this clause is to prevent the occurrence of a wayward event … one of the parties
pops up with a document which is totally inconsistent with the instrument signed at closing and
alleges that the language does not mean what it appears to mean because of the existence of an
off balance sheet agreement. The more urgent problem, however, is on the other side of the
equation. If taken literally and depending on the judicial forum it may well be taken literally, this
clause could be deemed to cancel any number of agreements: executive employment agreements,
for example, between the CEO and one of the companies involved. There must be exceptions in
the boilerplate for collateral agreements.
Next example: The classic "boilerplate" in a non-binding term sheet (a/k/a a letter of intent or
memorandum of understanding) includes express language that the indicative terms are "nonbinding" except for such as the paragraphs on confidentiality, no brokers on either side and
responsibility for expenses. Amongst the provisions ostensibly non-binding one often finds a
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provision regarding the upcoming definitive agreement(s), which the parties undertake to
negotiate in "good faith." All boilerplate in the eyes of many practitioners.
On that score, let's look at the paradigm decision on Delaware law on the question of 'nonbinding' term sheets, SIGA Technologies, Inc. v. PharmAthene, Inc., 67 A3d 330 (Del. S.Ct.
2013). In that case, the Supreme Court held that SIGA was not acting in good faith, indeed in
bad faith, when it adamantly insisted (to the point the deal broke down) on terms that were
markedly different from those in the non-binding term sheet. The Court held that "expectation"
damages could be awarded if the trial judge determined that parties would have reached
agreement but for the breach. Since the defendant's position in the negotiations "differed
dramatically" from the term sheet and "virtually disregarded" the economic terms, the Court held
that expectation damages are reasonable since the record indicated that, but for the breach, the
parties would have reached an agreement. Expectation damages can, of course, be huge and who
knows in advance how a judge will figure out "good faith." You either have to leave the phrase
out and/or buttress the document with the language like the following (since the underlying
standard in Delaware is "good faith and fair dealing."
The parties expressly agree that no binding obligations will be created until a document
entitled "final agreement of purchase and sale' is executed with the requisite formality and
delivered by both parties. Without limiting the generality of the foregoing, it is the parties'
intent that, until the event, no agreement shall exist between them[note specific exceptions]
and that there are no obligations whatsoever based on such as parol evidence, extended
negotiations, "handshakes," oral understandings, or courses of conduct (including reliance
and changes of position). No legally binding obligations whatsoever, are to be created,
implied, or inferred, until a document explicitly entitled, "final," has been executed and
delivered.
In addition, neither party is under any obligation to negotiate in good faith or to use any
quantum of effort, including but not limited to "best efforts," to reach an agreement. Either
party is free to negotiate with a third party at the same time it is negotiating with the other
party to this document and, except as explicitly herein provided, to solicit interest from any
available source. Either party may reveal information, whether labeled "confidential" or
otherwise, obtained in the course of the transaction unless there is a specific agreement,
signed by both parties with the requisite formality, to keep a particular item of information
confidential.
The lesson. If you are going to agree the term sheet is non-binding, why not say so, in words all
hands will understand? If you want to incorporate a "good faith" obligation, do so with full
knowledge of the potential consequences.

Joseph W. Bartlett, Special Counsel, JBartlett@McCarter.com
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So You Think You Own Preferred Stock?
Joseph W. Bartlett, Founder of VC Experts.com

It is no secret that the bulk of today's activity in the private equity sector is taken up with late
rounds of financing. Typically, the VCs (i.e., private equity funds, including but not limited to
funds which are the incumbent in a particular company's series of preferred shares) negotiate the
terms of, let's call it, the Series D round, a so-called 'follow on' round. The D Round succeeds, in
point of time, the initial issuance to the following investors: common stock to the founders,
friends and family and sometimes angels, followed by Series A, B and C convertible preferred
shares, to the professional investors.
As VCs in the D round survey the balance sheet and capital structure, they note it is sufficiently
cluttered that the company, unless it cleans up its capital structure, may be unfinanceable. And,
while the majority of the holders of the A, B and C Series may be amenable to a new round of
financing, the vote in favor of the term sheet suggested by the investors in the Series D round
(often highly dilutive) may be less than one hundred percent. There is often an intractable,
truculent holdout . someone or some institution who or which, for one reason or another, has
entirely lost confidetnce in the company and its management, or is otherwise disaffected. Some
of the holdouts may be impervious to the argument that, absent new financing, the company will
fail. "Let it fail," may be their response, or, alternatively, "pay me extra baksheesh to persuade
me to give up my blocking position."
The problem, in short, did not arise the day before yesterday; it has been around for years, with
heightened interest since the dotcom meltdown a couple of years ago. And, the professionals in
this business have naturally reacted to the issue in structuring private equity financings. Thus, the
typical certificate of incorporation or designation establishing the terms of various series of
preferred stock (and, for reasons described below, it almost always is a separate series versus a
separate class), reads conventionally, until one gets to the automatic conversion provision . that
section of the certificate which compels the entire series (say the Series A, B and C) to convert
into common stock upon the occurrence of certain events.
Prior to the dotcom meltdown, that event was (and only was) the imminence of an initial public
offering. The public markets do not like complex capital structures; and, since the IPO is almost
always an accretive rather than a dilutive event, the preferred shareholders are happy to convert.
The provision now, however, routinely reads that there are two events compelling all holders to
convert to common . the first being the IPO liquidity event and the second being the vote of the
majority of the shares of the class (not Series by Series). It is easy to skip over the latter
provision, and many professionals have done so, on the grounds that it is "boilerplate." As I put it
to my various audiences, there is no such thing as "boilerplate." Every phrase in any binding
legal document potentially has significant meaning: in fact, in an upcoming Buzz of the Week, I
will give a horrible example to prove that point.
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What that phrase can mean in this context is illustrated by the following hypothetical: The lead
VC in the Series A, B and C rounds is Gorilla LP, the general partner of which is Gorilla LLC,
acting in concert with a couple of VCs with which Gorilla is accustomed to syndicating
investments. The lead group owns over fifty percent of each of the Series A, B and C. The
minority includes a variety of investors, perhaps an angel or two, plus an individual who sold her
company to the current issuer in exchange for, say, a minority interest in the Series B round. All
of the minority investors in the A, B and C believed that they owned a convertible preferred
stock, perhaps even a participating preferred with a juicy valuation preference . three x perhaps.
Had the minority holders been represented, however, by me or, say, Carl Kaplan at Fulbright &
Jaworski, they would have been informed that, in Kaplan's phrase (and Kaplan is the ultimate
cynic, based on his long experience in this sector), "The best you own is common stock." And
his, and to a lesser extent my, reasoning is as follows:
Say the company needs more money; the anticipated exit event, the IPO, has been indefinitely
postponed. Otherwise things are on track, but the need for cash is severe.
Gorilla is ready to play in the round but, out of concern for fiduciary duty responsibilities (which
I and others have talked about ad infinitum), Gorilla invites an unaffiliated VC, Chimpanzee, to
come in and price the D round. Chimpanzee sees an opportunity and says: 'We will play but (i)
only if the price is close to a 'burn out' price, diluting the incumbent shareholders significantly,
and (ii) if and only if the A, B and C preference and special rights are out of the way.' The
company, as is customary in these instances, invites all shareholders to play in the D round; but
none of the common and only a few of the A, B and C, other than Gorilla et al., have the
resources or the inclination. Gorilla licks its wounds, calculating that it can still retain a
significant percentage of the company by playing in the down round, where: the liquidation
preference is pegged at 4 x participating preferred and includes 100% warrants; the equivalent of
a PIK dividend, etc. So Gorilla and its confederates convert the A, B and C into what is now
deeply underwater common stock. If the minority complains, the answer is, first, you signed up
for a specific security and are presumed to have read the provision which gave the majority the
power to compel conversion without limit as to circumstances. Secondly, on the fiduciary duty
issue, the round has been independently priced in an arm's length negotiation with an unaffiliated
third party, Chimpanzee. That fact, plus the fact that you all were given a level chance to play in
a Series D round, should (maybe) rebut the fiduciary duty issue if the company pulls a
comeback.
The moral of the story is that, if you want a veto right over compulsory conversion, then specify
a Series vote and set the bar high enough so that you (or perhaps you and one or two colleagues)
can block the transaction and hold out for a better deal.
You cannot count on common stockholders protection. The common stock majority is typically
made up of the founder and current management, all of whom are likely to be key to the future
success of the company and, therefore, can count on being made whole through a generous
repricing of the stock options, plus additional grants. You may have assumed that Gorilla LLC
would never do anything as self destructive as giving up the A, B and C liquidation preference.
You fail to take into account, however, the fact that, by participating in a wash out Series D
round, and cleaning up the capital structure in the bargain, Gorilla has every incentive to relegate
the rest of the preferred holders to the common stock dust bin.
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Parenthetically, there is an interesting side bar in these proceedings: Some companies are saddled
with multiple series of preferred; and some of the early Series (say, the A holders in our
hypothetical) own a security which does not contain in the then existing certificate, a provision
for automatic conversion at the behest of the majority. Maybe the Series A was issued at a time
prior to all of us thinking about these issues. If, however, the certificate of incorporation has been
amended, after the Series A round is closed by a vote of the majority of the entire Class (the
Series A, B and C being counted as a single Class), to provide that a majority of the Class may
compel conversion, and despite the fact that the amendment to the certificate occurs after the
issuance of the Series A (which certificate was silent on the question and, therefore, conferred no
such explicit power on the majority of the class), counsel read Section 242(b)(2) of the Del.
G.C.L. to provide that Series A is bound by the majority vote of the Class. The reasoning is that
the amendment, which clearly alters "the powers, preferences or special rights of one or more
series of any class so as to effect them adversely," is a valid change in the rights of the Series A
because the amendment "affect[s] the entire class," including each Series.
Of course, it is always open to our truculent disgruntled minority holder to argue the fundamental
unfairness of the transaction, claiming the authorizing amendment is a violation of the insiders'
fiduciary duty ("fiduciary duty" being an equitable doctrine of imprecise meaning . a phrase I
have suggested is synonymous, when appearing a court's opinion, with "recovery for the
plaintiff.") Assuming, accordingly, that even though the votes in favor of converting the prior
Series of preferred are based on the letter of the Delaware statute, some will argue the sponsors
should pay attention to basic fairness principles.
And, of course, there are a variety of time tested and judicially honored methods for the insiders
to follow in order to stake a claim to the 'business judgment rule' protection by following fair
"procedures" . disinterested director committees, independent counsel thereto and other steps set
out in the so-called "road map" cases in Delaware. The Encyclopedia, in sections earlier cited,
goes through a number of those actions, to suggest possible prophylactic initiatives.[1] One such
method frequently encountered in today's environment deserves special mention. That is, the
board affords the earlier preferred holders a triple opportunity . to play for fresh cash in the
Series D round; to stand on the sidelines and see their shares converted to common; and/or to
exchange preferred shares, using the liquidation preference/conversion price as currency, for
Series D shares. In the latter case, the minority preferred holders can convert into the Series D
without coming up with any fresh consideration. That tender is, of course, economically
advantageous to Gorilla to the extent Gorilla owns A, B and C. Automatic conversion is, in
effect, a form of play or pay. However, the triple offer (always subject to the 'facts and
circumstances' qualification) could be effective in neutralizing the fiduciary duty claim of our
truculent minority shareholder, at least as far as the prior preferred is concerned.

joe@vcexperts.com
[1]

It is critical for the procedures to be adjudicated fair; if a test is "substantive fairness,"
focusing on the price, then the complaint cannot be disposed of on preliminary motions and, in
effect, the plaintiff's counsel will have won the right to a hefty fee.
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