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12/9/2008
As
we are
are now
nowfirmly
firmly entrenched
entrenched in
in aa challenging
challengingeconomic
economicenvironment,
environment,many
manyprivate
privatecompanies
companieswill
willfind
finditit very
very difficult
difficult to
As we
toraise
raise capital
capitalon
on acceptable
acceptable terms.
terms. For
For private
private companies,
companies,
the sealed
IPOwindow
windowcontinues
continuestotoplace
placedownward
downwardpressure
pressureononvaluations
valuationsasas
the
opportunityfor
forliquidity
liquiditythrough
throughaapublic
publicoffering
offering is
is likely
likely to remain closed
for investors
for the
sealed IPO
the
opportunity
closed for
investors for
foreseeable
future. Coupled
with the
are likely
likely to result in
foreseeable future.
Coupled with
the present
present liquidity
liquiditycrisis
crisisand
andthe
therecession,
recession, these
these pressures
pressures are
in lower
lower valuations
valuations for
for many
many companies
companies in the capital
capital markets
markets (even
promising, well-managed
well-managed companies).
companies). In
In light
light of all
managersand
anddirectors
directorsshould
shouldanticipate
anticipate the
the possibility
possibility of a down-round financing. Complicating the
all this
this sobering
sobering news, senior managers
situation is that
circumstances, directors
directors need
need to
to be
be particularly
particularly careful so
that they
that the
the only
only capital
capitalavailable
availablemay
may be
be from
frominsiders
insiders and,
and, under
under such
such circumstances,
so that
they do
do not
not subject
subject themselves
themselves to
lawsuits from other shareholders
andpotential
potential liability.
liability. In
themselves
shareholders and
In order
order for
for directors
directorsto
tomitigate
mitigateagainst
againstpotential
potentialliability
liabilityand
andtotoprotect
protect
themselvesagainst
againstfiduciary
fiduciaryclaims,
claims,process
processand
and good
good
corporate governance
proceduresare
areimportant.
important. Here
Here are
areaafew
few practical
practical tips
tips for how to prepare for
governance procedures
for aa down-round
down-round financing.

Start Early to Establish Fair Price
Finding
capital in
in this market will likely
need to
to plan
plan ahead
aheadto
togive
giveyourself
yourselfplenty
plentyofoftime
timeto
to test
test the
the market
market for
for outside
outside investors.
investors. In
In order
orderto
to limit
limit
Finding capital
likely take
take longer
longer than
than anticipated
anticipated so
so you need
potential
potential liability,
liability,we
werecommend
recommendthat
thatyour
yourcompany
companyestablish
establish an
an investment
investment committee
committee with
withthe
theindependent
independentmembers
members of
ofyour
your company’s
company’s board
board of
of directors
directors to
to screen
screen and
and hire an
appropriate placement agent
is clearly
clearly documented
documented in the minutes of the
agent and other experts
experts to
to start
startthe
theprocess
process of
of raising
raising money.
money. Further,
Further,make
make sure
sure this
this process
process is
the board.
board. AA systematic
systematic
process
for raising
raisingcapital
capital is
is more
more likely
likely to
to produce
produce the
the best
best price
price possible
possible and
andshows
showsa arecord
recordofofdiligence
diligencethat
thatisisprotective
protectivefrom
from aa fiduciary
fiduciary standpoint.
standpoint. Additionally,
Additionally, ifif you
process for
you make
make a
good
faith attempt to
and itit is
is not available,
available, it
it will
good faith
to find
find outside
outside financing and
will allow
allow you
you the flexibility
flexibilitytotoproceed
proceedwith
withan
aninsider
insider round
round of
of financing.
financing.

Have a Plan B and a Plan C
C
If there
there were
were ever
ever a time
time for
for parallel
paralleltracks,
tracks,this
thisisisit.it.While
Whiletrying
tryingtotoraise
raisemoney
moneyfrom
fromaanew
newoutside
outsidelead,
lead,confer
conferwith
withexisting
existinginvestors
investorsabout
aboutthe
thepossible
possible terms
terms of
of an
an insider-led
round. Start to
to hammer
hammer out
out the
the terms
terms of
ofan
an alternative
alternativePlan
PlanB.
B.At
Atthe
thesame
same time,
time,engage
engage with
withstrategic
strategicpartners,
partners,make
makesure
surethey
theyknow
knowthe
thepositive
positivenews
news about
about developments
developments in
in your
your
company’s business
businessand
andinquire
inquireabout
about investment
investment opportunities
opportunities from
potential Plan
from those
those sources
sources as
as aa potential
Plan C.

Document the
the Process
Process
It is critical
critical that
thatthe
theminutes
minutesof
ofthe
themeetings
meetingsof
ofthe
theboard
boardof
ofdirectors
directorsand
and its
itscommittees
committees reflect
reflectall
allupdates
updateson
onthe
thefinancing,
financing,the
thenumber
numberof
ofavenues
avenues tried
tried and
and the
the results
results or lack of
results from trying those avenues.
avenues. All
All too
too often,
often, companies
skipover
overthe
thecreation
creationof
of aaverifiable
verifiable record.
record. The
The better
better documentation of the process,
the more
more protection
protection available to
companies skip
process, the
directors from potential
be forced
forced to take an alternative
alternative that
the
round
is is
led
byby
insiders.
potentiallawsuits
lawsuits should
should the
the company
company be
thatisis dilutive,
dilutive,particularly
particularlyif if
the
round
led
insiders.We
Wealso
alsorecommend
recommendthat
thatyou
youengage
engage
counsel in
in the
the process
processat
at the
the start.
start. In the
your legal counsel
the long
long run,
run, this
this will
willsave
save you
you money
money rather
rather than
than cost
cost you
you money.
money.

Pay
Attention to
Pay Attention
to Fair
Fair Dealing
Dealing
In aa market this difficult,
difficult, most
will fall
will likely
mayfail
fail in
in its
its attempt to
most companies
companies will
fallshort
short of
oftheir
theirfundraising
fundraising goals.
goals. The
The terms will
likely be
be more
more dilutive
dilutive than
than hoped
hoped and the company
company may
to locate
locate aa
new outside
outside investor
investor group
group to
to set
set the valuation and lead the round. With an insider-only investment round, particularly
particularlyone
one in
inwhich
whichinvestors
investors are
are represented
represented on
on the
the board,
board, special
special
care must be
be taken with regard to
to the
the approval
approval of
of the
thetransaction
transactionand
andthe
theestablishment
establishmentof
offair
fairdealing.
dealing.Under
UnderDelaware
DelawareGeneral
General Corporation
Corporation Law,
Law, Section
Section 144, transactions in which
directors have
an interest
interest are not voidable
voidable solely
solely because
becauseofofthat
thatinterest;
interest; provided, however
however that the interest
known (to
(to the voting parties) and either the
have an
interest is
is disclosed
disclosed or known
the independent
independent
directors of the
approve the
the interested
interested transaction. For
For an
an insider-led
insider-led round,
round, disinterested
disinterested directors, ifif any,
the board
board or the
the stockholders
stockholders of the company
company approve
any, of
of the
theboard
board should
should approve the
transaction or
or aa majority-in-interest
majority-in-interest of
of the
the stockholders
stockholders unaffiliated with
with the
the insider
insider investors.
investors.

Consider a Rights
Rights Offering
Offering
Even
with respect
respect to
to an
an insider-led
insider-led round,
round, itit is difficult
difficult to
if all
Even with
toargue
argue that
thatmembers
members of
of the
theboard
board of
of directors
directorshave
have breached
breached their
their fiduciary
fiduciary duties
duties to
tothe
thecompany
company and
and its stockholders
stockholders if
stockholders
are offered
offered the opportunity
funds immediately,
immediately, insiders
insiders can
can fund
fund an
aninitial
initial
stockholders are
opportunity to
to invest
invest on
on the
the same
same terms as other insiders. If itit is
is aa situation
situation where
where the
thecompany
company needs
needs funds
closing, and
and the
the company
companycan
canthen
thenfollow
follow up
up with
with aa subsequent
subsequentrights
rightsoffering
offeringto
to all
all stockholders
stockholdersfor
for aa second
secondclosing
closingtotooccur,
occur,for
forexample,
example,thirty
thirty days,
days, after
after the initial
initial closing.
closing. Be
Be
mindful of U.S.
securities laws
lawsabout
aboutoffering
offering to
to unaccredited
unaccreditedinvestors;
investors;itit may
maybe
beprudent
prudentto
to limit
limit the rights offering to
U.S. securities
to only
only accredited
accredited investors.
investors.
We
hope this
this provides
providesyou
youwith
with some
somepractical
practicaladvice
advicefor
forpreparing
preparingfor
for aa down-round
down-roundfinancing.
financing.IfIf you
you would
would like
like any
any additional
additional information,
information, please
Levin attorney
attorney or
We hope
please contact your Mintz Levin
any
of us
us listed
listed on
onthis
thisclient
client alert.
alert.
any of

For
further information
For further
informationregarding
regarding this
this topic,
topic,please
please contact one of the attorneys listed below.
Daniel I. DeWolf
Co-Chairman

(212) 692-6223
DDeWolf@mintz.com

Katherine Comer Holliday
(617) 348-1796
KHolliday@mintz.com

Michael B. Barry
Co-Chairman
(212) 692-6701
MBBarry@mintz.com
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(617) 348-1809
NHAronson@mintz.com
Thomas
R. Burton
Burton III
Thomas R.
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