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Introduction

Over the last decade, Wall Street has discovered that there are more ways to go public than through the traditional initial public offering (IPO), making it easier for more companies to reap the benefits of public status. Public companies find it easier to attract investors than private ones do because investments in public companies are more liquid. Because of this liquidity, public companies can also use their stock more effectively to fund acquisitions and reward executives. Having various options for going public is good news to the vast majority of smaller companies, most of which do not fit the typical profile investment banks use when deciding which companies can successfully accomplish an IPO.

The two most popular alternatives to IPOs are reverse mergers (including mergers with special purpose acquisition companies, or SPACs) and self-filings. The following well-known companies have gone public through reverse mergers:•  Texas Instruments Inc.
•  Jamba Juice, Inc.
•  Berkshire Hathaway Inc.
•  Tandy Corporation (Radio Shack Corporation)
•  Occidental Petroleum Corporation
•  Muriel Siebert & Co., Inc.
•  Blockbuster Entertainment
•  The New York Stock Exchange



Less well-known deals are no less interesting:•  In 2006, Cougar Biotechnology merged with a shell company and raised $50 million. In 2009, it was sold for $1 billion.
•  In February 2005, an investor group led by billionaire Robert F. X. Sillerman, former owner of well-known concert promoter SFX Entertainment, raised $46.5 million contemporaneously with the acquisition of a public shell company called Sports Entertainment Enterprises, Inc. and the acquisition of an 85 percent interest in Elvis Presley’s name, image, and likeness, and the operations of his home at Graceland. Since then the company, now known as CKX, Inc., has completed several more acquisitions including the proprietary rights to the American Idol television show. In April 2006, it paid $50 million for an 80 percent interest in boxer Muhammad Ali’s name, likeness, and image. Recently, Sillerman offered to take the company private, but that transaction was terminated as a result of the financial turmoil in the fall of 2008.
•  In 2002, RAE Systems went public in a reverse merger at $0.20 a share. As of this writing in early 2009 the stock was trading at around $4.
•  Global Sources Ltd. reverse merged into The Fairchild Corporation. As of this writing, it has a market capitalization of approximately $430 million.



 

Alternatives to IPOs have grown in popularity over the last ten years. The number of closed reverse mergers has increased very dramatically since 2000, although activity levels dropped off markedly in late 2008 because of the significant and sudden stock market meltdown. (See  FIGURE I.1, Closed Reverse Mergers by Year.) The recession and market uncertainty of late 2008 and early 2009 has hit all sectors of the economy. But many signs indicate that this fast-paced growth will resume and continue in the near future.

There are several reasons for this growth. First, the IPO market effectively closed, seemingly permanently, to all smaller companies in late 2000 following the dot-com bust. Those seeking to go public were forced to find other ways to accomplish their goals. Second, the alternatives to IPOs offer benefits that traditional IPOs do not, especially to companies interested in raising capital in the $5 million to $50 million range. Third, a series of SEC regulations and enforcement policies have turned reverse mergers and self-filings into completely aboveboard, legitimate methods  of accessing the capital markets. (There is a history here, which we will cover in Chapter 2. Some of the early practitioners of alternatives to IPOs in the 1970s and 1980s were shady characters.) Fourth, in the past five to six years the number of investors ready and willing to make private investments in public equity (PIPEs) in connection with alternatives to IPOs has increased dramatically. A PIPE is a private placement of equity or equity-linked securities effected for a public company, often with immediate required registration of the equity sold to the investor so that the shares become fully tradable. These days PIPE investors (mostly consisting of hedge funds and institutions), especially those with a longer time horizon with respect to liquidity, are constantly on the lookout for soon-to-be public companies to invest in.

FIGURE I.1 Closed Reverse Mergers by Year

Source: DealFlow Media / The Reverse Merger Report
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The idea behind the reverse merger is simple yet powerful. To achieve the goal of publicly traded shares, a private company merges into a public one. The public company typically has minimal, if any, day-to-day business operations. For this reason, it is called a “shell.” The public company may be the remnant of a bankrupt or sold organization or specially formed for the purpose of investing in a private company. Either way, the basic maneuver is the same: a private company purchases control of a public one, merges into it,  and when the merger is complete becomes a publicly traded company in its own right.

Self-filings, which provide another alternative to an IPO—one that does not utilize a shell—take advantage of the SEC regulation that allows private companies to become public by voluntarily following the same rules (and filing the same documents) that public companies follow. After agreeing to mandatory compliance with the SEC reporting regime, a company earns public status and can then offer securities to the public market or complete a PIPE.

This book is written for seasoned pros and beginners alike. It is—as of this writing—and has been since the publication of the first edition in 2006, the first and only book to explain the business and legal issues specific to reverse mergers and self-filings. My goal was to create a text that would be useful to company CEOs and CFOs as well as the professionals who advise them—lawyers, accountants, consultants, and investment bankers. Please note: I wrote this not just for lawyers. It covers legal issues in plain English.

This book is my best effort to codify what I have learned about alternatives to IPOs over the nineteen years since Feldman LLP, the boutique law firm I founded, and a predecessor firm, began this part of our practice. During that time we have worked with hundreds of clients contemplating reverse mergers and self-filings. Steven Dresner, my friend and contributor to this book, has enriched the text with the wisdom he has gleaned in his capacities as editor of PIPEs: A Guide to Private Investments in Public Equity (Bloomberg Press, 2005), and as the organizer of numerous business conferences on PIPEs and reverse mergers through his company, DealFlow Media.




The Structure of This Book 

Chapter 1 discusses the pros and cons of going public. After Chapter 1, the book is divided into three parts. Part One covers the business of reverse mergers. Chapter 2 compares the benefits of a reverse merger to the benefits of an IPO. Chapter 3 presents an overview of the market for shells, how they are formed, and basic reverse merger deal structures. The shell market is ever changing, in no small part due to rule changes by the SEC. Chapter 4 reviews the history behind the famous SEC Rule 419, which for a while in the early 1990s all but stopped the market for creating shells from scratch and taking them public. Chapter 5, added for the first time in this second edition, covers the dramatic presence of Chinese companies in the reverse  merger market. It discusses legal and cultural challenges as well as the excitement that any market bubble brings.

Chapter 6 covers the financings that typically accompany a reverse merger, especially those done as PIPE investments. It includes examples of a few specific transactions from the fields of biotechnology, entertainment, technology, and sports, which are analyzed in depth. Issues of disclosure and valuation are discussed. An acknowledged challenge following a reverse merger is building and obtaining support for the company’s newly trading stock. Chapter 7 covers this issue in depth, with the goal of changing attitudes toward the issue. Rather than seeking an immediate “pop” in a stock, as sometimes happens after an IPO, reverse merged companies require patience for support to build over time.

Chapter 8, the last chapter of Part One, provides a road map for those of us (I hope all of us) who seek to steer clear of unsavory and illegitimate activity in this field. Covered here are bad shell owner tactics and bad investment banker tactics. A list of signs that are consistent with behavior of a credible, legitimate player is included. As in all things Wall Street, it is difficult to go anywhere without finding some bad guys. Indeed, the venerable IPO suffered a black eye when state and federal regulators fined IPO underwriters over $2 billion for illegal excesses in the IPOs of the late 1990s. But reverse mergers also have a checkered past, something that has been almost entirely reversed in terms of both perception and reality.

Part Two covers legal issues and traps. Chapter 9 describes deal structures and issues in completing merger agreements. The famous “reverse triangular merger” is examined. Issues in a shell’s capital structure and availability of shares are also discussed. How parties back up their statements and promises is another issue, as is changing the name of the shell after a deal.

Chapter 10 covers a critically important issue in reverse mergers: due diligence. This involves “scrubbing” a shell that may have a history of prior operations, as well as working to avoid or minimize risks from dirty or messy shells (these are two different things). So-called Footnote 32/172 shells, which were targeted by the SEC in its 2005 rulemaking as being of questionable validity and, unfortunately, were made more attractive in the SEC’s amendments to its Rule 144 in 2008, are discussed. These are particularly thorny shells to examine, because they  appear to be real businesses that went public, when in fact they are either fake start-ups or very small real businesses that will be stripped out or shut down upon a merger wherein no disclosure of the promoter’s real intent is made.

Chapter 11 discusses the regulatory regime in greater depth. In particular, the chapter explores the sweeping and dramatic legislation, known as the Sarbanes-Oxley Act, which was passed in 2002 following the Enron and WorldCom debacles. This law mandated many changes—most of them for the good—in how public companies act. But, among other things, it has led to increases in the cost of being public. This chapter also reviews the SEC rulemaking of June 2005 that imposed significant new disclosure requirements immediately following a reverse merger. By means of these rules, the SEC sought to eliminate more bad players at the same time as it affirmed that these techniques are a perfectly legitimate means of structuring companies. In addition, this chapter reviews SEC rule changes in 2008 relating to the availability of Rule 144 as a way for shares to become tradable without registration with the SEC.

Part Three covers other ways to go public without an IPO, manufacturing shells, and current trends. It starts with Chapter 12, which covers self-filings in depth and gives an overview of a few other methods of going public without an IPO or reverse merger. There are two ways to go about a self-filing: either by means of a resale registration to allow existing shares to start trading, or through filing a Form 10, which simply puts the company on the mandatory SEC reporting list. Once it is fully reporting, if shareholders have the ability to sell without having their shares individually registered with the SEC, trading can commence.

Chapter 13, which looks at SPACs, continues to be the only primer on a technique that had exploded in recent years before the creation of new vehicles stopped in early 2008. A SPAC, or special purpose acquisition company, is a public shell created specifically to enable a company to go public. It raises large amounts of money that can then be given to the private company it merges with. A SPAC’s shares are permitted to trade (most other manufactured shells’ stock does not trade), and investors in the SPAC get to review and approve the proposed merger. Each SPAC generally has an industry or geographic focus, and has a management team experienced in that sector to review potential merger candidates. As of this writing in early 2009, over 150 SPACs have been formed since 2003. Of these, approximately seventy have completed business combinations and over sixty are public and still awaiting a merger candidate. These shell vehicles had been raising anywhere from $20 million to hundreds of millions of dollars.

The next intense area of current activity, covered in Chapter 14, is manufacturing Form 10 shells. The SEC appears to favor these over some other types of shells (such as those created under Rule 419). Well over 150 of these shells have been formed by clients of my law firm alone!

The last chapter of the book, Chapter 15, reviews a variety of other current issues: the growth in so-called “cash and carry” acquisitions of shell companies, the growing interest in companies from Latin America and Eastern Europe, the SPAC market influx, the growing attractiveness of self-filings, and the dramatic impact of the mostly positive, but also negative, changes to Rule 144. This chapter includes extensive quotes and thoughts from a number of leading industry players, from accountants to investment bankers to attorneys and others.




CHAPTER 1

Why Go Public?

Before deciding how to go public, a company must decide whether  to go public. As I often tell my clients, if you can benefit from being public, and can bear the costs of becoming so, you should seriously consider it, regardless of your stage of development.




Advantages of Being Public 

In general, there are five major advantages to being public: easier access to capital, greater liquidity, ability to grow through acquisitions or strategic partnerships, ability to use stock options to attract and retain senior executives, and increased shareholder confidence in management.


Access to Capital 

It is easier for public companies to raise money than it is for private companies. Regardless of the merits of any specific private company, public companies have five characteristics that make them more attractive to investors than private companies.

First, by law public companies must disclose their financial results (good or bad) and other material developments to the U.S. Securities and Exchange Commission (SEC) and the public regularly and in great detail. Disclosure requirements build investor confidence because it is harder for a public company to hide problems than it is for a private one to do so.

The second major benefit to investors is that there are more opportunities for a public company to create liquidity for their investment. This increases a public company’s access to capital. Those who invest in private companies always worry about the “exit strategy” and look for companies that wish to be sold or to go public eventually. If a company is already public, it significantly enhances the investor’s ability to exit. The fact that a public company’s stock can be traded creates liquidity because an investor can sell the stock in the public markets. The fact that one can trade a public company’s stock creates liquidity because an investor can sell the stock in the public markets. Typically, public company investors obtain the ability to sell their shares publicly within three to five months after their investment. At worst, they must wait six months after investing in a company that has not been a shell company for the past six months, or at most one year following most reverse mergers. This is significantly faster than the three to five years a venture capitalist generally expects to wait for an investment to pay off.

The third major benefit to a company that completes a financing as a public company rather than a private one is that it is not bound by the restrictions and covenants that private equity or venture capital investors customarily require. Venture capitalists view themselves as management’s partners, and require veto power on many different aspects of decision making in a company. In general, once a company is public, investors stop demanding these powers. Thus, even if a private company is able to attract private equity investors, it still may want to consider going public, because private investment in public equity (PIPE) investors or others who finance public companies generally put fewer restrictions on the company’s activities, decision making, and so on.

The fourth advantage of seeking financing after going public is valuation. The markets judge shares in a public company to be worth roughly twice as much as shares of similarly situated private companies. When a financing takes place as part of the going-public event itself, the value of the company before the investment (known as the “pre-money value”) is almost always materially higher than the value a private equity investor would place on the same company. This makes perfect sense when one considers that investors place a premium on liquidity.

Even though it is easier for public companies to raise money than private ones, this is not a sufficient reason for going public, as many companies who go public solely to obtain one round of financing learn to their dismay. Companies that follow this path frequently regret the decision; many, in fact, end up going private again. Companies that  make the most out of being public also make use of some or all of the following benefits.


Liquidity 

Liquidity gives all investors the opportunity to enhance their exit strategy by being able to turn their investments into cash. New investors are not the only ones who want to be able to exit. Sometimes one of the main reasons for bringing a private company public is so company founders, former investors, and senior executives holding stock positions can take money out of the business without selling the company outright or losing practical control. There are as many reasons owners might want cash as there are owners.

The challenge in this situation is to avoid a great wave of share sales by company insiders. There are two reasons for this. First, if too many insiders sell out, those who built the company in the past will lose the incentives that would encourage them to continue building the company in the future. Second, Wall Street notices when insiders are selling out. Generally, a wave of insider sales discourages outsiders from investing in a company. Therefore, a company should consult its advisers and design an appropriate, rewarding, but measured selling plan.

For example, a former client took his company public through a reverse merger. Shortly thereafter, the company founder actively began to sell his stock. He sold nearly $5 million worth of stock before the price began to drop precipitously. This caused prospective investors to lose interest in the company. Today the company is out of business and in bankruptcy. This is also the type of situation that leads to SEC investigations of investors’ activities.

Another client took a more circumspect approach, with great success. He restricted when, in what amount, and how often insiders could sell their shares. He meticulously consulted with legal counsel before each such insider sale to determine whether there was a risk of insider trading. Today, the company is growing, its stock price is rising steadily, and the founders have been able to sell enough stock, slowly and deliberately, to begin to realize their exit strategies.

PRACTICE TIP

To senior executives of newly public companies: don’t get greedy.




Growth Through Acquisitions or Strategic Partnerships 

The second most popular reason for going public (after the need to raise capital) is to pursue a strategy of growth through acquisition, joint venture,  or strategic partnership. As noted above, investors are more willing to provide financing to a public company, even when the purpose of the financing is to fund acquisitions. In addition, a public company often can use stock as currency or “scrip” in the package of consideration to be provided to a company it is acquiring or collaborating with. Indeed, sometimes the only consideration given is stock.

In general, the value of the stock provided exceeds the agreed-upon value of the transaction because there is some risk the stock will drop in value down the road. In other words, if a company is to be acquired for $20 million, including $10 million in cash, a seller may demand the balance to be equal to $12 million or $13 million in stock to offset the risk of stock price volatility. Public buyers generally are willing to be flexible in this regard, as purchasing with stock circumvents the need to raise cash for the purchase. It also allows a company to retain its cash for other purposes such as reserves.


Stock Options for Executives 

Many companies have difficulty attracting talented senior management. Public companies have an advantage over private ones in the competition for top people because they can offer stock options and other equity incentives—the “brass ring” of affiliation with a public company—as part of the compensation package. Frequently, compensation for top executives at public companies seems exorbitantly high. However, the fine print often reveals that the vast bulk of a multimillion-dollar compensation package comes not in the form of wages, but in the form of stock or stock options. (Stock options aren’t just for high-ranking executives. Many stories have been written about the millionaire secretaries at Microsoft, eBay, Google and other companies.)

Private companies also have the option of setting up stock option plans; however, the problem, as with all investments involving private companies, is liquidity. Private company executives know that they cannot make money from owning stock unless there is some form of liquidity event. The company must go public, be sold, or initiate a major dividend distribution to turn shares into cash. Stock options in a public company are much more versatile and, therefore, more valuable.

Options are attractive to those who lead public companies because they align management’s incentives with company performance as judged by the market. Option holders are highly motivated to build the company’s success so that its stock price will go up. The vesting process, whereby options become available based on an executive’s time with the company, encourages a long-term commitment. I know many senior  executives who stay with a company longer than planned simply to ensure that their options vest.


Confidence in Management 

Because of SEC disclosure requirements, shareholders of public companies feel more confident that the actions of management and the operation of the company will be transparent. The SEC requires reporting companies to reveal financial results regularly (providing explanations of period-to-period changes), including executive compensation, related party transactions, material contracts, liquidity, capital resources, and the like. Public companies create this stream of information as required by SEC rules, and the result is to help shareholders feel knowledgeable about the company’s operations and challenges.

On the other hand, state laws generally limit the type and quantity of information that a shareholder of a private company may obtain. Rarely can a shareholder legally obtain a financial statement and a list of shareholders more than once a year. Some states require a shareholder to show cause or even bring a court proceeding before obtaining this or other information. Investors in private companies typically negotiate broader and more frequent information delivery, but still find extracting pertinent information to be a constant challenge.

That being said, it must be remembered that even public company filings can be misleading or fraudulent. The lessons of Enron, WorldCom and others are relatively recent and will linger. Nonetheless, private companies still have greater incentives to play games than do public ones. After all, the public company that plays fast and loose with disclosure requirements risks SEC investigation, criminal prosecution, and class action lawsuits.

It is not unusual for a senior executive of a public company to ask my firm to figure out how not to disclose something, which is almost always something bad. Even when disclosure is not mandatory, when the decision is on or even near the borderline, we usually take the view that disclosure is recommended. (We don’t recommend it in every case. For example, the departure, of a CEO’s longtime personal assistant generally would not need to be disclosed. However, the departure of a director certainly would.)




Disadvantages of Being Public 

There are five well-recognized disadvantages of being public: pressure to please Wall Street by emphasizing short-term results; mandatory  public disclosure of company information, which makes “warts” hard to hide; vulnerability to fraud (even after Sarbanes-Oxley); higher annual expenses, because of the costs of fulfilling SEC reporting and auditing requirements; and vulnerability to lawsuits.


Emphasis on Short-Term Results 

If a public company is lucky enough to be covered by Wall Street analysts, the pressure to please “the Street” is intense and constant. Every quarter, the question on analysts’ minds is whether the company will meet or beat expectations in the market.

There is a healthy aspect to this because management must keep its eye on stated goals. The negative, of course, is that short-term results become more important than the long-term goals every company must pursue in order to build shareholder value.

A public company must concentrate both on making wise decisions and on how those decisions will be perceived by analysts. This can cause problems. Say a company with a strong cash position decides to spend a portion on long-term capital expenditures. Some Wall Streeters will see the long-term benefit—but some will simply see the erosion of cash reserves. Another example: If the underwriters in an initial public offering (IPO) did not insist that the company shed an early-stage or R&D opportunity and that opportunity continues to drain cash, Wall Street may not respond kindly. Additionally, investments in systems, real estate, or overhead in anticipation of future business may be negatively received.

Conflicts also arise when companies “do the right thing.” I make financial decisions in the course of running my law firm based on my business philosophy of doing right by my vendors, my clients, and my staff. This may mean, for example, keeping problem employees on if I feel they are working diligently to correct their deficiencies. It may mean a larger raise for an employee who is going through tough times, getting married, or experiencing unusual personal circumstances. Or it may mean cutting a client’s fee, even when he does not request it, if I feel that we may have spent too much time on something. If my firm were public, I would feel more pressure to base my decisions on the smartest financial strategy, regardless of whether or not I was doing the right thing.


Public Disclosure 

Earlier I described some of the advantages of the public disclosure of financial results, executive compensation, and the like. However, public  disclosure is not always beneficial. All of a company’s problems have to be revealed, without delay. If its financial statements are being restated, or the company loses a major customer, or an executive has strong personal or family ties to a major vendor, the public will find out immediately.

Disclosure requirements also make it more difficult to keep important information away from competitors. I had a public client, since sold, whose business primarily involved obtaining military contracts. SEC rules require that major new contracts must be filed and disclosed. Unfortunately, one contract included a copy of the company’s original bid, which was very specific and detailed regarding pricing and other terms.

The company challenged the filing requirements on the grounds that the original bid was confidential. Unfortunately, the SEC ruled that the contract must be disclosed, confidential bid and all—and the company’s competitors were able to obtain this information on the SEC’s Web site with a few mouse clicks. Granted, the information was also obtainable with a Freedom of Information Act (FOIA) request (which was the reason the SEC deemed it not confidential). However, the process of obtaining information through FOIA is more cumbersome, and our client’s competitors generally do not seek information in that manner.

The other side of public disclosure is that good news travels fast. When positive things are happening at a company, press releases and SEC filings help promote the company’s success.

PRACTICE TIP

In deciding what to disclose, be consistent, and as quick and determined to disclose the bad as the good, or risk shareholder and regulator ire.




Fraud and Greed (Even After Sarbanes-Oxley) 

Congress passed the sweeping Sarbanes-Oxley Act of 2002 (SOX) in reaction to the scandals at Enron, WorldCom, and other corporations. SOX instituted the most wide-ranging changes in securities laws since 1934. (See Chapter 11 for more about SOX and its impact.)

Yet fraud and greed are still alive and well in corporate America. In some ways, public companies have more incentives to engage in deceptive practices than private companies do. This is because, as we described earlier, public companies are under so much pressure to meet or exceed Wall Street’s expectations for their performance. Here are some of the tricks companies still use.

Unscrupulous management may engage in “Enronomics,” which  wordspy.com defined as “a fiscal policy or business strategy that relies on dubious accounting practices, overly optimistic economic forecasts, and unsustainably high levels of spending.”

Then there is the euphemistic term “earnings management,” which works like this: A product has been ordered and produced and is sitting on the shipping dock of the company-owned warehouse. On March 31, a customer informs the company that a truck is on the way to pick up the product within a couple of days. Is this a sale under accounting rules on March 31? Absolutely not. A sale does not occur until the customer’s truck arrives and picks up the product; however, some companies will record this as a sale anyway. That’s earnings management: improving sales in the current quarter. Earnings management is a risky business. I had at least one public client whose earnings management, in the form of questionable inventory auditing techniques, caused it ultimately to lose its key lender, and therefore its nearly $100 million business, leading to bankruptcy.

Companies also “manage” expenses. In this scenario, a bill arrives on March 31 for work done by a consultant. The CEO places the bill in his bottom drawer until the next day. Is this an expense on an accrual basis? Absolutely. Do some companies pretend not to incur this expense until the next day? Absolutely. This, too, is earnings management, because it reduces expenses in the current quarter.

Other tricks include complex off-balance sheet transactions and multitiered corporate structures designed to hide underperforming assets or the involvement of a questionable player. In the reverse merger world, unsavory types have their own repertoire of shady tricks, which we will discuss later.


It’s Expensive! 

A company that is considering going public needs to prepare for significant additional costs—both hard and soft—in connection with this change in status. Even the smallest private company could see annual expenses rise anywhere from $500,000 to $1 million when it goes public. For some companies, these additional expenses are the difference between positive and negative net income.

Additional costs include:•  Retaining attorneys to deal with the SEC (which can cost anywhere from $50,000 to $150,000 per year just for basic service)
•  Instituting internal financial controls that comply with SOX section 404, and then hiring another firm to audit them
•  Hiring auditors to perform the annual audit and review each quarterly financial statement
•  Paying SEC filing costs
•  Adding additional company staff, in particular finance and shareholder relations staff, to deal with additional requirements
•  Engaging a public relations and investor relations firm (which can easily cost $150,000 per year)
•  Paying travel and entertainment costs in connection with Wall Street activities



Many commentators expected that the increase in these costs due to the passage of SOX would discourage companies from going public. This has not been the case. Instead, more companies that aspire to be public either have the ability to raise enough financing, or are larger than in the past, so that their existing business covers the additional costs. Thus, the deals taking companies public are bigger and stronger.


Public Companies Attract Lawsuits 

In 2004, more dollars were paid to settle class action lawsuits than in any previous year. An issue of Forbes magazine had Mel Weiss, then one of the leading class action plaintiffs’ lawyers, on its cover, dubbing him “one of the most feared men in corporate America.”

It is well-known that in some of these plaintiffs’ law firms, attorneys take turns sitting in front of a Bloomberg stock quote machine, watching to see if any particular stock takes a precipitous drop. When that occurs, the firm files a lawsuit, even if there are no facts whatsoever to suggest any wrongdoing. In many of these cases, companies settle quickly to avoid the negative publicity and the costs of defending even a frivolous suit.

In the United States, the threat of such a case is enough to send a stock price reeling. Most of the time, such cases eventually are dropped. Occasionally one is successful, and the lawyers get to defend the purported “rights of shareholders.” I have received several notices that I was part of various classes in these cases. When, for example, a major alleged case of overbilling involving my cell phone provider reached settlement, each of us received a $10 phone card as our settlement. The lawyers received a $2.5 million fee.

Unfortunately, most cases are no more than legalized extortion. It is no surprise that Mel Weiss and his partners became subjects of a criminal investigation, and the firm and several of its partners were indicted for alleged illegal payments to so-called lead plaintiffs in dozens of cases.  Weiss was sentenced to thirty months in prison in June 2008 as part of a plea bargain in the case.

A class action bill that President George W. Bush signed into law in early 2005 has helped reduce the number of truly egregious cases.

Until recently, a few American companies in a minor but discernible current trend, actually had chosen to go public in other countries, in particular the United Kingdom, rather than face the burdens of SOX and the litigious environment here in the United States. Domestic U.S. hedge fund investors seemed more than willing to invest in companies whose stock is traded on foreign markets and exchanges. More recently, this interest in foreign listings generally found little liquidity on these exchanges.

In the meantime, however, there is no question that private companies considering going public sometimes choose not to do so primarily because of the concern over potential litigation.




Weighing the Pros and Cons 

Each company must evaluate the pros and cons in light of its specific circumstances. Let’s look at how one potential client of our firm did the math. This company, which is in the industrial equipment business, had generated about $25 million in revenues annually for each of the past five years. It expected to stay at this revenue level for the foreseeable future. From this revenue, the company derived earnings of about $2 million, all of which went to the founder, who was enjoying his success and working hard. The company wished to purchase a large warehouse as well as a significant piece of equipment. However, the founder, a post- Depression-era gentleman, abhorred debt and did not want to make the purchases with a mortgage or equipment financing.

His CFO suggested he meet with a hedge fund investor, who seemed willing to provide $15 million in equity financing for the purchases, if the company was willing to go public. The investor would provide everything necessary to get the job done—what amounted to a turnkey solution. The result would be a much stronger balance sheet, the elimination of certain warehousing and other outsourcing costs, no debt, and a fair equity position for the investor. It sounded logical.

I advised the potential client that he should think very seriously before going forward with the transaction, and ultimately the client decided not to. On one hand, going public would neatly provide the capital he wanted to pursue his business goals. On the other, raising this single round of capital was his only reason for going public. He did  not want to make acquisitions, did not need stock options, and had no plans for future financings. Critically, he had no plans to pursue a growth strategy—something investors practically demand from public companies.

If he went ahead, he would incur the extra costs of being public, possibly eliminating a meaningful portion of the company’s earnings (offset only in part by cost savings from the new warehouse and equipment). In addition, he would expose his company to the risks of lawsuits and scrutiny of quarterly results, and the burden of hiring additional financial staff. In sum, after this one round of financing, the company would see no other benefit from being public but would bear all of its costs and burdens.

Ultimately, the company found a private investor to put up money to buy the building and equipment. The structure of the transaction allowed the company to buy out the investor at a future date. This occurred five years later, providing a healthy return to the investor and giving the company the continued benefit of using the assets it had acquired.




PART ONE

THE BUSINESS OF REVERSE MERGERS




CHAPTER 2

IPOs Versus Reverse Mergers

Once a company has decided that the advantages of going public outweigh the disadvantages, it must begin to evaluate the different ways of achieving this objective.

The initial public offering (IPO) is the most well-known means of going public. An initial public offering happens the first time a company sells stock to the public and has its stock listed on an official market or exchange. Investment banks underwrite the offering, meaning they raise the money from among their customers in exchange for a commission, and handle the transaction. Most investment banks will only do IPOs for companies they expect will be able to grow fairly rapidly after the transaction.

Many companies could benefit from being public but are not good candidates for IPOs. The investment bankers who are responsible for finding people to invest in the new stock look for very specific characteristics in the companies they represent. Companies that are in a stage of development considered premature for an IPO, who wish to go public at a time when the IPO market is inhospitable, or who are in an unfashionable industry may find it impossible to find an underwriter for their IPO. Nevertheless, they can often achieve their goal by other means. Further, even some companies who qualify for an IPO may, because of the negative aspects of that strategy, consider other choices.

Some companies work around this by doing an IPO without using an underwriter to raise the money. This is called a “self-underwriting.”  The company may engage agents to work on raising money, but none stands as lead underwriter in the traditional sense.

The problem with a self-underwriting is that it is not clearly beneficial, although in theory a trading market can develop earlier than it would in some reverse merger situations, and the stock might initially have slightly broader distribution. However, assuming that brokers are involved in or might be engaged to assist with a self-underwriting, the transaction will be subject to review by the Financial Industry Regulatory Authority (FINRA), formerly known as the National Association of Securities Dealers (NASD). It will also be subject to state securities laws and regulations (“blue sky” laws) if the company is not listed directly on Nasdaq or a higher exchange. These reviews take time. In addition, companies trying the do-it-yourself approach for a public offering may find—as one client of mine did several years ago—that they raise substantially less capital than they hoped for. In such a case, a traditional PIPE (private investment in public equity) financing ultimately will become necessary once the company is public.

However, if a company believes that the only way it will be able to sell stock will be if investors can immediately resell into the public market, and if the company has the contacts to obtain these investors, a self-underwriting may be worth the extra hassle. The concern, of course, is that investors who care predominantly about liquidity may seek it early. An early wave of selling right after the self-underwriting could hurt the stock price if many more sellers than buyers come to market and pressure prices downward.

There are several alternatives to IPOs, whether self-underwritten or investment bank-led. This book covers the two most popular types in depth: reverse mergers (Chapters 3-11) and self-filings (Chapter 12). It also briefly reviews several of the other, mostly disfavored, approaches. Each has advantages and disadvantages when compared to an IPO.

A reverse merger is a transaction in which a privately held company merges with a publicly held company that has no business purpose other than to find a private company to acquire, has no assets (other than possibly cash), and has no or nominal existing business operations. For this reason, such a public company is called a “shell.” At the end of the reverse merger, the private company becomes publicly held instantly. Often financing arranged at the time of the merger provides needed capital, just as with an IPO. In a self-filing, a private company becomes public by voluntarily following all the U.S. Securities and Exchange Commission (SEC) rules that govern the behavior of public companies. By doing so, a private company can become public and then offer securities to raise money.

Some private companies merge into, and take over, smaller operating businesses that are public. The New York Stock Exchange’s widely publicized merger with the much smaller public company Archipelago Holdings in 2006 was such a transaction: the seat holders of the Exchange owned approximately 70 percent of the combined company after the transaction.

Although this type of transaction is technically a reverse merger, the focus of this book is on mergers with public shell companies, transactions known as “shell mergers.” For reasons that will become clear as this book goes along, most companies that go public through reverse mergers begin as penny stock companies that list their shares on the over-the-counter (OTC) Bulletin Board or on the Pink Sheets. (The term “penny stock” refers to stock that usually sells for under $5.00 per share. These stocks are not traded on the larger exchanges.) Some of these companies graduate to larger exchanges as their businesses grow, and that is typically the goal.

In the last few years, several investment banks have been taking private companies public through reverse mergers, followed by a small public offering. This allows the first trades to occur on the NYSE Amex (formerly the American Stock Exchange), rather than on a lower exchange. So far, only a small handful of companies have used this approach, known in the industry as a WRASPSM. This term was created by WestPark Capital’s Richard Rappaport, who pioneered the technique. More about this later.

By contrast, most companies going public with an IPO are immediately listed on Nasdaq, NYSE Amex, or the NYSE Euronext (formerly the New York Stock Exchange). This is generally because most companies that complete an IPO are at a later stage of development than those who do reverse mergers. (There also are legal reasons for this, which we will discuss later in the book.)

As the introduction to this book states, the number of successfully completed reverse mergers has increased dramatically in recent years. In 2008 there were 192 reverse mergers. This is slightly down from 2006, when there were 213 such deals. Deal volume hit a high in 2007 with 233 transactions. During the same time, the average value of newly post-reverse merger companies also increased. Toward the end of 2008, the average value of a company completing a reverse merger was about $48 million. In good markets and bad, companies go public through reverse merger transactions.

Compare this to IPO statistics, which are much more volatile. In 2008 a dismal thirty companies went public through IPOs. Compare this to over four hundred at the height of the Internet boom in 1999. In the current century, the highest year was 2007 with 203 IPOs, roughly  the same as the number of reverse mergers that year. Even more telling, the mean market capitalization of companies completing IPOs was a staggering $2 billion in 2008. The lowest mean since 2003 was that year itself, when it was still over $600 million.

An examination of the data reveals four possible explanations for these trends. First, the IPO market has been virtually inaccessible since 2000. When IPOs are hard to complete successfully, people find other ways. Second, since 2000 only larger companies have had the opportunity to go public with IPOs. Third, since approximately 2004, a new group of investors has discovered reverse mergers. PIPE investors became enthusiastic financiers of reverse mergers, which they have begun to refer to as “public venture capital.” Fourth, the SEC and the financial community accepted reverse mergers as a legitimate technique for going public.

It was not always thus. Reverse mergers have a checkered past. In the early days of the practice—the 1970s and 1980s—a number of unsavory players used the technique fraudulently. Because, relatively speaking, small amounts of money were involved, shareholders seeking retribution generally could not convince lawyers to take their cases, so the bad guys often got away with their schemes.

Some shady dealers would form new public shells, raise money from investors, and then take that money in the form of “fees,” salaries, and perks in exchange for “running” the shell. In many cases, these shells were simply milked for all the cash they had until it was gone.

Others sought to manipulate stock prices. A promoter would leak very speculative or made-up information into the marketplace, perhaps about a pending merger, and then watch the stock rise, after which the promoter would sell some shares.

A general lack of regulation created an ideal environment for unscrupulous participants. At the time there were no restrictions on completing a public offering of a shell company, and practices varied widely. Sometimes shares in these companies were widely distributed for pennies or even without consideration. Sometimes fewer than ten shareholders existed in a shell prior to a merger. Sometimes a shell raised quite a lot of money through an IPO, but other times only a small amount was raised—just enough to pay lawyers and auditors. In time, many complaints were lodged with the SEC and other regulators.

In 1989, the National Association of Securities Administrators of America Report on Fraud and Abuse in the Penny Stock Industry declared, “Penny stocks are now the No. 1 threat of fraud and abuse facing small investors in the United States.” It almost didn’t matter that there were many other fraudulent activities being undertaken against small investors  at that time. (These included scandals in the savings and loan market, insider trading, and others.) The perception was that this was the place to attack—not dissimilar to Congress’s overreaction to the Enron and WorldCom scandals, which led to the passage of an onerous corporate governance regulatory scheme: the Sarbanes-Oxley Act of 2002 (SOX).

That said, penny stock swindles were responsible for at least $2 billion in losses for investors in the late 1980s. This was a serious problem, so serious that Congress passed, and the president signed, the Penny Stock Reform Act of 1990 (PSRA) to address the situation.

The PSRA’s key provisions included greater corporate disclosure and increased availability of information for investors wishing to purchase lower-priced stocks, or stocks not trading on major exchanges. In addition, brokers selling penny stocks were required to obtain much more information about their customers than in the past before allowing them to purchase these securities.

As required by the PSRA, a few years later the SEC adopted a new rule under the Securities Act of 1933, Rule 419, which was designed to chase the unscrupulous out of the reverse merger business. (See Chapter 4 for details.)

Reverse mergers have—finally—shed virtually all of the taint of past association with shady dealers and have become respectable vehicles for taking small and midsized companies public. In its reverse merger rulemaking in June 2005, the SEC corroborated this when it announced, “We recognize that companies and their professional advisers often use shell companies for many legitimate corporate structuring purposes.”

This is a dramatic change. As recently as 2004 the SEC took a different view, as manifested by then-SEC Chairman William Donaldson’s question to his staff at a public hearing, “Well, are there any legitimate reverse mergers?” (The staff advised him that indeed, there are.) Nowadays, every major Wall Street firm, from Goldman Sachs to Morgan Stanley, Citibank, Merrill Lynch, and Deutsche Bank, is involved in the reverse merger game.




Advantages of a Reverse Merger Versus an IPO 

Reverse mergers provide seven major benefits when compared to traditional IPOs:•  Lower cost
•  Speedier process
•  Not dependent on IPO market for success
•  Not susceptible to changes from underwriters regarding initial stock price
•  Less time-consuming for company executives
•  Less dilution
•  Underwriters unnecessary




Lower Cost 

A reverse merger usually costs significantly less than an IPO. Most reverse mergers can be completed for under $1 million. (This includes the cost of acquiring the public shell.) Total costs can be much less than $1 million, depending on the cost of the shell and whether or not proper audits of the private company’s financial statements have been completed. I have even seen transactions costing less than $200,000, and this is not unusual.

Another advantage of reverse mergers is that most of the costs can be predetermined. Some law firms (including my own) use flat fee structures to ensure that there are no surprises. The costs of the shell and the fee for the investment bank’s services are determined up front. Auditors’ costs usually fall within the range of their estimates.

An IPO is much more expensive than a reverse merger, costing at least several million dollars. And that does not include the underwriting commissions of those raising the IPO money, which can add several million dollars more. Law firms rarely complete an IPO for a flat fee, and costs almost always exceed everyone’s expectations. The company going public also generally bears the legal and other costs of its underwriter, which can be significant.

One of the biggest variables in the total cost of a reverse merger is the cost of the public shell into which the private company will merge. The cost of shells that were trading and had significant shareholder bases went up dramatically in the mid-2000s because demand outstripped supply and the quality of available trading shells had markedly diminished. More recently, prices have remained stable and in some cases even dropped, for a variety of reasons. As of the writing of this book, some so-called “legacy shells” with a trading stock and history of past, now-dormant operations, sold for as much as $1 million—not including the equity that the original shell owners retained after the merger. However, those days, at least for now, are over. These days some savvy shell buyers are able to find legacy shells for $300,000 to $400,000.

The shell market will be discussed in much more detail in Chapter 3, but one trend is worth reporting here. In order to cash in on the demand  for shells, in particular since 2005, people have been creating them from scratch. Because these new shells do not trade, they cost less than shells that do, at least in terms of cash. The people forming new shells are generally more interested in equity and are willing to take less cash because of the lower up-front costs of creating the shell.


Speedier Process 

In general, a reverse merger can be completed much more quickly than an IPO. Prior to the SEC’s reverse merger rulemaking in June 2005, most transactions involving legitimate players who completed proper due diligence and negotiation of documents were taking two to three months from start to finish, even if a contemporaneous financing was taking place. If no financing was involved, the transaction could be completed in a matter of weeks.

The SEC’s rule changes, which require significant disclosure about the merged company within four business days after closing, have not caused extensive delays. In our experience, complying with the new rules has not added much to this time. In fact, in late 2007 our firm completed a transaction in just seven weeks. A company that is thinking about a reverse merger can reduce this time by preparing in advance some or most of the information required to be filed upon closing. It can do this even before identifying a shell with which to merge.

This is much faster than a typical IPO, which usually takes nine to twelve months from start to finish, and can easily take longer. Reverse mergers are quicker because they are accomplished in fewer steps and with virtually no regulatory interference. The first step is due diligence in both directions. Then the merger agreement is negotiated and financing documents are completed. Next, a disclosure document is filed with, but not reviewed by, the SEC.

There are also fewer parties involved in reverse mergers than in IPOs. In a typical reverse merger, only two or three parties must come to terms: the controlling shareholders of the shell, the owners and managers of the private company, and the source(s) of financing. Of course, attorneys represent each party. Most important, in many cases reverse mergers can be completed entirely without review or approval by regulators.

An IPO involves more players, any one of whom can delay the transaction, and a much more extensive review process. Parties include the private company’s owners and managers and the underwriter (or frequently a group of managing underwriters). The IPO disclosure document must be prepared after very complete due diligence. It also must be reviewed by each player. The disclosure document, called a  registration statement, is then filed with, reviewed by, and approved by the SEC. This can take many months. The prospectus for the IPO is printed; often, delays at the printer happen, which can be frustrating. Next, FINRA must approve the underwriter’s compensation in the IPO. FINRA is notoriously difficult, slow, and unpredictable in its handling of underwriter’s compensation issues. Small IPOs involving listings on the OTC Bulletin Board rather than a major exchange require a particularly cumbersome review process in which the IPO must be approved in every state where the company seeks to offer securities under that state’s securities laws, referred to as the “blue sky” laws. Some states have the reputation of being particularly difficult when they handle IPOs.

In one IPO, my law firm received seven comment letters from FINRA on underwriter’s compensation. Responding to each took a week, and FINRA took anywhere from two to four weeks to respond each time. In almost every letter, comments previously responded to were repeated. New comments came with each response that should have or could have been addressed in the first letter. FINRA gives the impression that it is entirely unconcerned with a company’s desire to complete the process as quickly and efficiently as possible.

Reverse mergers do not involve any approvals or filings with FINRA, even if there is a contemporaneous PIPE or other private financing, because FINRA does not rule on agents’ compensation in private placements—such as a PIPEs—that don’t involve a public offering such as an IPO.

Most IPOs require management to travel extensively to promote the deal. This takes weeks or sometimes months and causes further delay, not to mention being a major distraction for the private company’s management team, which has to take time off from running its business. PIPE investors in reverse mergers typically do not require extensive road shows.


Not Dependent on IPO Market for Success 

Sometimes, such as through most of 2008, there is absolutely no market for IPOs. During these times, the IPO “window” is said to be “closed.” In 2000, after the dot-com crash, the IPO window slammed shut, but there were still a record 429 IPOs that year, and we have not come anywhere near this number since. There were roughly one hundred IPOs in each year from 2001 to 2003. From 2004 to 2007, the IPO market picked up, with an annual average of 250 IPOs.

But even though IPOs resurfaced somewhat during this period, only larger companies were benefitting. The IPO window opens and shuts  without warning and at extremely inopportune moments. Numerous dot-com companies were left with uncompleted IPOs after the market crash of April 2000. In 2008 more than one hundred companies pursuing IPOs changed their minds and pulled out. (Some of these completed reverse mergers in order to obtain the benefits of public status.)

One of the reasons IPOs have not come back into vogue—and may never come back in a way that mimics their previous incarnation—is that the market is still reeling from the scandal-plagued Internet era. Billions of dollars in fines and settlements were levied in connection with allegations of fraud and favoritism in IPOs of the 1990s. This does not bode well for the return of a strong IPO market for smaller companies any time soon, and leads one to wonder what, indeed, is the most “legitimate” way to go public. In addition, the unprecedented market turmoil of late 2008 caused the IPO market to shut down completely. Commentators were ecstatic when five companies completed IPOs in June 2009, given that only one IPO per month was done in January, February, and March 2009, and only three a month completed IPOs in April and May 2009.

Unlike IPOs, reverse mergers continue in all markets. In a down market with limited opportunity for IPOs, companies can use reverse mergers as an alternative route to going public. In an up market with many opportunities for IPOs, many companies still choose reverse mergers as the vehicle of choice because of their other benefits: lower cost, speed, and less dilution.

One type of reverse merger, which involves a special purpose acquisition company (SPAC)1 is the exception that proves the rule. SPACs are market-sensitive vehicles, and generally flourish only when the IPO market is weak. As mentioned earlier, SPACs (discussed in detail in Chapter 14) are public shells, formed from scratch to raise money in an IPO and then use that money to back a high-level management team. A SPAC’s IPO can take place even in a weak IPO market because of many protections offered to investors purchasing equity in the SPAC. The stock of the SPAC trades publicly in anticipation of a merger with a private company, generally a company in a particular industry or geographic sector. As SPACs are a more direct alternative to IPOs than reverse mergers, they tend to be less successful when the IPO market  is strong. However, as we will discuss, the number of IPOs of SPACs, after a very strong period of growth from 2004 to 2007, dropped to nearly none in 2008 and the first half of 2009.


Not Susceptible to Changes from Underwriters Regarding Initial Stock Price 

One of the riskier aspects of an IPO is that an underwriter can decide to terminate the deal or significantly change the share price of the offering at the last minute. Unfortunately, much of the success of an IPO depends upon the state of the market during the week that the stock begins to trade. What this means is that after months of preparation, the receptivity of the market to shares trading in a given price range can change dramatically and at the last minute. It is not unusual for an underwriter to request a big reduction in the offering price just before closing the deal. This significantly increases the dilution (the amount of stock given to new investors), thereby reducing the ownership stake of founders and entrepreneurs. More dramatically, in a tough market some IPOs are simply canceled for lack of interest.

As mentioned above, reverse mergers are not generally market sensitive. Cataclysmic events such as the September 11 attacks, the economic meltdown in the fall of 2008, or acts of war have an impact on everything, including reverse mergers. But for the most part, reverse mergers continue regardless of the direction or timing of the stock market. An IPO’s market sensitivity relates to the fact that the underwriter is intensely focused on its original investors in the IPO: getting them into, and in many cases right out of, the stock within a matter of hours or days. Financiers in reverse mergers understand that immediate liquidity is not generally a realistic expectation, and thus are less worried about the state of the markets on the particular day that trading commences.


Less Time-Consuming for Company Executives 

Most senior executives do not realize what they are getting into when they pursue a traditional IPO. Endless road shows, due diligence meetings, late nights at the printer, and international travel are the norm. When management takes a year away from building the business while pursuing an IPO it can damage a company’s ability to execute its business plan.

In general, reverse mergers demand significantly less management attention than IPOs, for a number of reasons. The transaction is quicker and less complex. Most of the work can be handled by a capable CFO working with counsel and auditors. There are no delays at the printer. Road shows to drum up interest in the offering are minimal.

No matter what route a company takes to go public, management must still learn the rules, requirements, and operational mandates that apply specifically to public companies (and not to private ones). We discussed these additional burdens in Chapter 1.


Less Dilution 

A rule often quoted in finance is, “If money is being offered, take it.” Another one is, “However much money you think you need, multiply by two.” An often-forgotten rule, which should also always apply, is, “Don’t take more money than you know you comfortably need if you plan on growing, since you are taking money at a lower price per share than will be applicable in only a few months’ time.” Well, that one doesn’t exactly roll off the tongue, but the idea is clear.

Too often in IPOs, underwriters essentially force the company to take more money than it could ever need. A significant “working capital” line item in the use-of-proceeds section gives that away. Why do they do this? Because underwriters get paid based on what is raised. So raising more makes sense to them, regardless of whether the company needs it.

In general, a company’s valuation at the time it goes public will be lower than it will be six months or a year later, assuming the company grows and successfully executes its business plan. Therefore, the best time to raise money is after that appreciation in company value.

In a reverse merger context, financings tend to be smaller than in IPOs. In most cases, the PIPE or other financing provides money needed initially, and a follow-on financing can be pursued later. At a recent reverse merger conference, a PIPE investor speaking on a panel was asked why he decided to get into reverse mergers. He answered, “I got annoyed too many times being the investor after the financing that took the company public, since the first got a much better valuation.”

As a result of raising less money in a reverse merger, there is less dilution. This allows a private company’s management, founders, and prior investors to retain a greater percentage ownership of their company following a reverse merger than they would following an IPO.


Underwriters Unnecessary 

IPO underwriters provide a valuable service by helping larger companies obtain public status, and they raise significant sums. But underwriters, in the end, typically have one goal—to make a company look just right for an IPO, regardless of the long-term implications. Often management barely recognizes their company after the underwriters and counsel are finished writing the IPO prospectus.

The private company may be managed heavily through debt, which an underwriter may seek to convert or shed. It may be developing new areas of business that have exciting long-term potential but currently are draining cash and losing money. Management may be asked to terminate these business areas to remove them from the financials and make the company appear more profitable.

Early in my career I worked on an IPO for one of the first intended chains of adult day care facilities. It was a pure start-up, and had experienced management and a strong plan. But the underwriter felt that some operating business needed to be included, so it acquired a senior-focused book publisher doing a few million dollars in annual sales. Management really had no interest in book publishing, and sold the operation a few years after the IPO, once some day care facilities were actually established. Nothing illegal or improper happened, but clearly this move had no part in management’s actual long-term plan.




Disadvantages of a Reverse Merger Versus an IPO 

IPOs have two advantages over reverse mergers. First, IPOs generally raise more money. Second, the IPO process makes it easier to create market support for a stock. Fortunately, with careful planning and artful execution, those engaged in reverse mergers can overcome these disadvantages.


Less Funding 

Typically, a company receives more money in an IPO than in a financing tied to a reverse merger. As mentioned above, in some cases this amount is more than a company reasonably needs. But even where the reverse merger financing does not solve long-term needs, an additional public or private financing months after the reverse merger is usually possible, and at a higher valuation. Thus, at least in the current capital markets environment, there is generally no need to use an IPO as the sole method to obtain all necessary financing.


Market Support Is Harder to Obtain 

One of the most common criticisms of reverse mergers is that “market support” for the newly public company does not exist in the same manner as it does following an IPO. This is because in an IPO, the underwriter’s job is to arrange that support. No Wall Street firm really follows stocks trading below $5 per share. Without analysts and major  market makers, these stocks often trade “by appointment” because there is no buzz around them.

In a typical IPO, the underwriter seeks to create buzz and place the company’s stock on a major exchange. Frequently, this market building causes a post-IPO pop in the stock price, something companies that complete reverse mergers cannot expect.

In fact, if a post-reverse merger pop occurs, it may be a sign that unscrupulous players are trying to manipulate the situation. Unfortunately, there are some players in the reverse merger field who do these transactions solely for the purpose of creating an opportunity to manipulate the stock price up or down. (They generally achieve this by distributing false or misleading information about the company or by betting the stock will go down through a method called “selling the stock short.”) We discuss ways to mitigate this risk in detail in Chapter 7.

After a reverse merger, support for the stock develops over months, sometimes even a few years, after the company has logged a number of publicly disclosed quarters of operating activity. Ultimately, this earned support will be greater than the manufactured support that follows an IPO.

Post-reverse merger companies can take steps to increase support for their stock. They can engage capable and reputable public relations and investor relations firms to expose reverse merger companies to potential investors. They can use an investment banker experienced in developing market support to handle the transaction, thereby increasing their chances of attracting more attention from Wall Street. But in the end, it is the company’s performance that earns attention. If a company can grow to the point that it is able to move its stock listing to Nasdaq or the NYSE Amex—at which point it is more likely that the analyst community will begin to notice it—the company’s success, not hype from underwriters, will be the key to the stock’s performance. Chapter 7 covers the market support issue in depth. A good mantra: Wall Street’s attention should be earned, not manufactured!




CHAPTER 3

Shells and Deal Structures

For those heading into their hundredth deal, and for individuals learning about reverse merger techniques for the first time, and even for those who have read the first edition, this chapter offers an up-to-date Reverse Mergers 101. Some experienced practitioners may choose to skip ahead to the next chapter; others will find a refresher of the fundamentals valuable.




Public Shells 

In June 2005, the U.S. Securities and Exchange Commission defined a shell company as a company with “no or nominal operations, and with no or nominal assets or assets consisting solely of cash and cash equivalents.” This definition caused much debate, in particular as to what constitutes “nominal” operations or assets. (This topic will be examined in more detail later in the chapter and again in Chapter 10.) But for now it is sufficient to understand that a real, seasoned operating business generally would not be considered a shell. The intent of the definition is to describe a public entity that is essentially dormant and waiting for a transaction, or is a start-up company that has not commenced any operations.

Until the SEC sharpened its definitions in 2005, these companies were often called “blank-check” or “blind-pool” companies. Many in the industry use these terms interchangeably; however, there are fine distinctions in meaning, which sometime become problematic. (See Chapter 10 for details.)

Another type of public shell, the SPAC, is created to raise large sums through an initial public offering with the intention of giving this money to a private company in a specified industry or sector with which the SPAC will later merge. The SPAC is promoted as a one-stop shop that allows a private company to obtain both public status and needed capital without engaging a third party to raise money.

It has become popular for PIPE investment banks and investors to manufacture nontrading public shells from scratch to use in their reverse merger transactions. These shells are generally referred to as Form 10 shells because of the SEC form used to take them public. (Until February 2008, when it was eliminated, Form 10-SB was used.)


Value of Shells 

Economics 101 explains the supply and demand forces that influence all markets, including the market for shells. In the early 2000s, this market saw rapidly growing demand outstripping a dwindling supply of shells. Later in the decade, the proliferation of Form 10 shells and other factors mostly evened out supply and demand, and average prices have dropped fairly substantially. However, the value of the average shell has about doubled from the average price circa 2000.

To identify and value an appropriate shell for a specific company’s purpose, it is necessary to understand six important characteristics of the shell:•  How it was created
•  Whether it has assets and/or liabilities
•  Whether it is a trading or a nontrading shell
•  Whether it is a reporting or a nonreporting shell
•  The size of its shareholder base
•  Whether it is clean or unclean



Together, these six characteristics give the prospective buyer a way to gauge the shell’s value and utility for the purpose at hand. Some publicly trading, clean, OTC Bulletin Board shells have been sold for $1 million (although prices in mid-2009 are less than half this amount), plus an ongoing equity interest for the former owners of the shell. Prices generally go down from there based on whether or not the shell is trading, where it is trading, the size of its shareholder base, and the other factors described above.


Creation of Shells 

Public shells are created in one of two ways. Some are created from scratch when a founder or group takes public an empty company whose  business plan is to acquire a private company. Either a public offering is undertaken under SEC Rule 419 (or, in the case of a SPAC, through an exemption under Rule 419), or a company voluntarily subjects itself to the reporting requirements of the SEC by filing Form 10. (See Chapters 13 and 14 for details.)

Other shells are created after the termination of operations of a “real” company. In other words, if a company went public through an IPO or reverse merger, operated a business, and then was either sold, went out of business, or otherwise became dormant, the resulting entity will be a public shell. If SEC filings are kept up-to-date, the stock can continue to trade, though exchange-listed companies often are moved down to the OTC Bulletin Board, where the shell can be marketed to private companies for a potential merger. Some have taken over a struggling or dormant private company for the purpose of creating a public shell by putting it through bankruptcy and using a little-known provision of the bankruptcy code to allow free-trading shares to be issued to creditors and others in the reorganization.


Assets and Liabilities 

Some shells, such as SPACs, have significant amounts of cash. Other shells have little or no cash, so if capital is needed, funds will have to be raised through other methods.

Some shells have other valuable assets, such as an old claim the company is asserting against a third party from its operations. For example, one shell that a client looked at was in litigation against a customer to collect a large, old receivable. The lawyer had taken the case on contingency, so no additional legal fees would be payable after the merger. This asset was included as part of the value of the shell. Other shells have potentially valuable intellectual property.

In some cases shells carry old liabilities on the books. These are presumed to be assumed by the buyer upon the merger, and have to be included in the value of the shell. For example, if a shell shows $100,000 in old payables, the value of the shell to a buyer is reduced by that amount. More commonly, the promoter of a shell seeks to eliminate these liabilities or convert them to equity prior to or upon closing a merger.

Occasionally a shell promoter will suggest that creditors owning old payables will never seek to collect. In that case, an indemnification arrangement with control persons of the shell may be in order. Our experience has been that even if creditors have not sought payment, once they learn of the impending merger, they are much more likely  to seek payment. State law governs, but the statute of limitations on contract claims typically is six years from when the claim accrued. (Tort claims are subject to a different, usually shorter, limitations period.) However, at times this can be extended if the creditor reasserts the claim.


Trading Versus Nontrading Shells 

Shells are also distinguished by whether or not their stock is trading. Shells formed from scratch, except SPACs, generally do not and cannot have their stock trade prior to a merger. Public shells resulting from former public operating businesses typically do continue trading.

The marketplace for shells deems trading to be a positive, and generally values a trading shell higher than one that is not trading. This is not completely rational.

Assume that a trading shell, which was formerly a real operating business, has 1 million shares trading in its public float. Upon a merger, a formerly private company negotiates to take over 90 percent of the shell, obtaining 9 million new shares out of 10 million then outstanding. These newly issued shares cannot trade until they are registered with the SEC, which can take months.

In the meantime, only 1 million out of 10 million shares (those originally held by the owners of the shell) are tradable. Further, in most shells, one or two people control a significant majority of the stock. Assuming that two-thirds of the stock is so controlled, and that those controlling shareholders will not be selling, that leaves 333,000 shares in the “real” public float. Thus, 333,000 out of 10 million shares may be actively trading after a merger, or barely 3 percent of the stock.

Further, those holding the 333,000 shares typically will have been holding them for a long time. They probably purchased the shares at a higher price when the business was operating. At the time of the merger, there is really only one thing they want. They want out. Immediately following a merger, there is typically a strong sell-off of what little float there is, providing downward pressure on the stock price postmerger. Thus, until a large portion of the remaining 9 million shares are registered and increase the public float, the company never gets to real trading.

Trading shells have another risk factor. In some cases, insider trading takes place in the shell’s stock prior to announcements relating to the potential deal. In this case, those doing the trading are not the only ones liable. As we will discuss later, if the person trading illegally also controls the shell, the shell itself can be liable on an “alter ego” theory.  The private company that merges into the shell inherits this potential liability, if it exists.

PRACTICE TIP

Watch the trading of the shell’s stock throughout the transaction and consider backing out if insider trading is suspected.



A nontrading shell has none of these problems—no unexplainable downward pressure, no insider trading, and so on. Trading can be achieved fairly quickly following a merger with a nontrading shell if the company immediately registers its shares. Real trading can begin in the same three- to four-month time frame as with a trading shell.

Our clients have learned this, and as a result, currently more than fifty PIPE investment banks, investors and others have engaged us to manufacture nontrading Form 10 shells for them. They see no problem with the lack of trading in the shell, for the reasons stated above, and prefer a totally clean entity with no history to “scrub.”


Reporting Versus Nonreporting Shells 

Some public shells report under SEC rules; others do not. A reporting company is obligated to file quarterly, annual, and other regular reports with the SEC and is subject to other rules regarding insider trading, soliciting proxies, and the like.

Most companies that trade on the Pink Sheets may do so without reporting. The mechanics vary, but if a company does an IPO, it is subject to reporting requirements only for one year. After that year, the company may cease reporting and the stock may continue trading. The only requirement is that certain basic information must be provided to brokerage firms who are making a market in the company’s stock. None of the other stock exchanges permit this. Cromwell Coulson, chairman of Pink OTC Markets, Inc., the company that operates the Pink Sheets market, has implemented some higher-level trading opportunities for companies that disclose more information than is currently required.

A third category of companies is known as “voluntarily reporting.” These public companies are not subject to the reporting requirements (i.e., they have passed the one-year required period) but they have chosen to continue to file quarterly and annual reports with the SEC, have their financials audited, and make other filings.

What does this mean for the valuation of public shells? The marketplace generally assigns a higher value to a shell that is required to report and is current in those reports; however, some players take  the opposite position and will assign a higher value to a voluntarily reporting shell, or even a nonreporting shell, because it is obligated to disclose less information. The reason for this is that certain filing requirements leading into and after a reverse merger might be avoided if the shell is not obligated to report. Only reporting companies have to file the disclosure document required by the 2005 SEC reverse merger rulemaking. Only reporting companies have to mail a document to shareholders prior to closing a reverse merger if a change in the control of the board is contemplated. (It almost always is.) Only reporting companies’ officers, directors, and 5 percent or greater shareholders have to report their ownership. Only reporting companies are required to use an SEC-approved proxy statement when shareholder approval of a matter is required.

Making the transition from nonreporting to reporting became easier after a little-known SEC telephone interpretation was given in 1997. A telephone interpretation is where the SEC staff answers in writing a specific question asked by an individual. These interpretations have for the most part been replaced in recent years by so-called “Compliance & Disclosure Interpretations,” or C&DIs, in which the SEC staff simply declares an interpretive position whether or not requested by someone. In any event, this particular 1997 “telephone interp” established that a voluntarily reporting company could become a mandatory reporting company by completing a Form 8-A—a relatively simple filing compared to the alternative, Form 10. To choose this option, the company must have voluntarily completed all periodic filings, and all information that would be in a Form 10 must be contained in those periodic filings. Thus, a voluntarily reporting shell that is current in its filings may be able to become a mandatory reporting company through a relatively simple filing immediately prior to completing a reverse merger.

There is a concern, however, that nonreporting or voluntarily reporting shells do not provide sufficiently reliable information for due diligence purposes. In general, I find that my clients prefer a reporting shell.


Shareholder Base 

In addition to public status, the other major asset a shell has to offers is a shareholder base. The only way meaningful trading in a stock can build is through the addition of a good number of shareholders. A public company with twenty or thirty shareholders is simply less valuable than one with two thousand or three thousand shareholders. Thus, one of the factors influencing how shells are valued is the number of shareholders.  The OTC Bulletin Board unofficially requires a corporation to have at least thirty-five to forty unaffiliated shareholders, each with at least one hundred tradable shares (known as “round lot shareholders”), to allow its stock to trade there. Thus, some of those who are manufacturing nontrading Form 10 shells add at least forty to fifty shareholders in each shell at some point. This permits them to market the shells as “Bulletin Board-ready.”

But be careful in doing due diligence on the shareholder base of a trading shell, especially if it has been in operation a long time. You may see a list of two thousand shareholders, but when mailings go out to them, it could turn out that a large percentage have “bad” addresses that are no longer active, effectively eliminating them from the shareholder base. We worked on a deal a few years ago in which a full 50 percent of the shareholder base had bad addresses from the early 1990s.

A second thing to remember in terms of the value of the shareholder base is the following a reverse merger and, typically, a contemporaneous financing, the shareholder base will represent a very small percentage of a company’s outstanding stock. Thus, it frankly is not realistic to depend on this base to develop trading if it represents only, say, 2-3 percent of the company’s stock. But the marketplace speaks—and disagrees with this concern.


Clean Versus Unclean Shells 

Another item that meaningfully influences a shell’s value is whether it is considered to be “clean.” (See Chapters 8 and 10 for details.) At this time, suffice it to say that problems in a shell’s past history or management can adversely affect its current value.


Cash and Carry Transactions 

More and more shells are being “flipped” for cash to buyers who will use them in a transaction later. This has occurred in Form 10 shells in particular. Some creators of these shells do so with the full intention of selling their interest to a third party for a small profit. It is important to structure these transactions in compliance with SEC interpretations that suggest that a private transfer of shell stock to a third party other than the company is not permitted.




Reverse Merger Deal Structures 

Now that we have explained much of the industry’s jargon, it’s time to describe in more detail how reverse mergers work. As explained earlier,  the private company takes over the public shell and instantly becomes public. The “reverse” happens because the public shell survives the transaction, although control of the new organization usually passes to the private company’s owners. The public shell must survive in order to maintain the trading status of the new enterprise and to avoid complex issues of being a “successor” to a public company through a process known as a “backdoor” registration.

The private company’s shareholders generally receive between 65 percent and 98 percent of the stock of the public shell, and often pay cash as well. The allocation typically gives the owners of the operating business control of the public shell. In addition to the factors affecting shell valuation described above, the percentage of shares allocated to the private company’s owners will depend on the value of the private business. A typical start-up will end up with a smaller share of the public shell than a company with $50 million in revenues and $2 million in profit.


The Reverse Triangular Merger 

When a public shell and a private company merge, they fall under the jurisdiction of the state in which they are incorporated. (Two corporations from different states also may merge; they then are subject to the laws of both states in completing a “foreign,” as opposed to “domestic,” merger.) In most states, companies that want to merge cannot do so without the approval of the shareholders of both companies. If the shell is reporting and is a party to the merger, this requires that a complex and cumbersome proxy statement be approved by the SEC and mailed to shareholders before a shareholders’ meeting is held. This process can be very expensive and time-consuming.

Shell companies that trade on the OTC Bulletin Board or Pink Sheets can circumvent this process by using a “reverse triangular merger.”

In a merger, reverse or otherwise, two corporations join together. One becomes the “surviving corporation”; the other becomes the “nonsurviving corporation.” The surviving corporation swallows up the assets and liabilities of the nonsurviving corporation and the latter simply ceases to exist.

In a reverse triangular merger, the public shell creates an empty, wholly owned subsidiary. The subsidiary then merges into the private company. This merger must be approved by the shareholders of the private company (who typically give their consent in writing). The  shareholder of the shell’s new subsidiary, which of course is the shell itself (acting through its board), must approve the merger. The shareholders of the public shell need not be consulted. (See FIGURE 3.1.)

FIGURE 3.1 Flowchart of a Reverse Triangular Merger

[image: 004]

Shares of the private company are exchanged for shares of the public shell. As a result, the newly formed subsidiary of the shell, as the nonsurviving corporation, disappears and the private company, as the surviving corporation, becomes a wholly owned subsidiary of the shell, with the  owners of the formerly private company owning the majority of the shares of the shell following the deal’s closing.

One major advantage of this structure is that the operating business remains intact. If it has valuable vendor numbers with customers, they do not need to change. Bank accounts, employer identification numbers, and virtually all contracts (even leases) remain the same because all that has changed is the ownership of the private company. And even so-called change-of-control default or consent provisions in contracts generally would not be triggered, since the same people control the enterprise both before and after the transaction.

This option is not available to shells that trade on a major market or exchange such as the Nasdaq because their trading rules insist that any reverse merger, including a triangular one, be subject to shareholder approval. They also require that companies present a “new listing” application when control changes hands. To complete this application, a company must meet all initial listing standards, not just maintenance standards, following the merger. Generally, the initial listing standards (relating to number of shareholders, share price, public float, size of business, etc.) are much higher and more difficult to meet than the maintenance standards.

Thus, to avoid having to seek shareholder approval, it is sometimes recommended that a Nasdaq shell delist from Nasdaq and move to the OTC Bulletin Board prior to the merger. A merger with a Nasdaq shell is possible, and I have participated in several. The parties simply have to be sure they have the patience to prepare and have approved by the SEC a proxy statement relating to the transaction.


Other Deal Structures 

Some reverse mergers are structured as exchanges of shares or simple asset acquisitions. This is sometimes necessary when the private company is a non-U.S. entity, because some state laws on mergers only contemplate transactions between U.S. companies. Sometimes the accountants advising the parties prefer these structures as well. At the end of the day, the transaction generally ends up as a tax-free reorganization under Internal Revenue Service regulations, and whether the deal is a merger, share exchange, or asset acquisition, the net result taxwise is typically the same (except that in the case of an asset acquisition, the private company’s existence generally ends). In general, the tax treatment of reverse mergers is very straightforward and in almost all cases the parties avoid the payment of tax as a result of the transaction.


Reverse Stock Splits 

It may be possible to complete a reverse merger with minimal involvement from the shareholders. But other desirable actions—including a reverse stock split or name change—may require shareholder approval.

A company generally must have shareholder approval if it wants to change the number of shares it can issue or the number of shares owned by the public. Every corporation, including every public shell, has a maximum number of shares of stock it is authorized to issue under its corporate charter (the document under which it was incorporated). This number cannot change without a shareholder meeting or written consent and, in the case of a reporting shell, an SEC-approved proxy (or “information statement,” if proxies are not being solicited). Each corporation also has a number of shares that people own, known as the  issued and outstanding shares. A corporation cannot have more issued or outstanding shares than those that are authorized.

In the process of completing a reverse merger, however, a public shell often finds itself with too many issued and outstanding shares and not enough authorized shares.

For example, assume a shell is authorized to issue 20 million shares. It has issued 10 million shares and it has negotiated a reverse merger which gives the owners of a private company a 90 percent interest in the merged entity. This means that the company has only 10 million shares available to give to the owners of the private company. Unfortunately, this is not enough to give the private company a 90 percent ownership stake in the company. (Providing 10 million shares gives them a 50 percent stake.)

This problem has two solutions, both of which typically require shareholder approval. One option is that the 10 million outstanding shares can be the subject of a reverse stock split where each share is turned into, say, one-tenth of one share, so that the 10 million outstanding shares turn into 1 million. At the time of the split, each shareholder still owns the same overall percentage interest in the company. Most states’ laws require a reverse stock split to be approved by shareholders, through a proxy or information statement under SEC rules.

The other solution is to amend the company’s charter to increase the number of authorized shares. This also requires shareholder approval.

Either solution frees up the proper number of new shares for the former owners of the private company. Depending on the circumstances, it may be possible to postpone shareholder approval until after the merger so as not to delay the transaction.

Reverse stock splits are more common than increases in authorized shares. This is because promoters of these transactions generally seek  to limit the number of outstanding shares so as to increase the average per-share trading price after the merger. We discuss this further in Chapter 9.




Doing a Deal 

A reverse merger with a reporting shell (other than a SPAC or a shell formed under Rule 419, to be discussed in Chapter 4) generally follows the path we will describe here.

Both the private company and the shell engage in a due diligence review of each other’s finances, legal documents, and business. A merger agreement is then prepared and negotiated. In this document, which generally runs from twenty-five to seventy-five pages, each side makes certain representations, or statements of fact, to the other about its business and history.

If shareholder approval is required for any action, the appropriate proxy statement is prepared and filed. If a financing is to take place at the same time as the merger, documents relating to that are also prepared. This might include a securities purchase agreement, a registration rights agreement, and other documents such as the form of a warrant to be issued in a transaction. In many cases this also includes a full disclosure document, known as a private placement memorandum, or PPM. Any problems from the shell’s past, such as converting or paying off old liabilities, are cleaned up while the merger agreement is being negotiated.

If a change in the shell’s board is anticipated upon completion of the reverse merger (it typically is), an additional SEC filing known as a Schedule 14f-1 must be prepared, filed with the SEC, and mailed to shareholders of the shell at least ten days prior to closing the deal. This document looks like a typical public company proxy statement for a board election and includes information about the nominees for the board who will take over after the merger.

This filing is sometimes forgotten or ignored, but it is required. The legal section of this book covers a simple, legal way around this filing for those who wish to avoid it. Proponents of nonreporting shells often focus on their low filing and mailing costs, and the ability to avoid delays related to Schedule 14f-1, because the nonreporting shell is not subject to the rules that require that filing.

Under SEC rules passed in June 2005, one more document must be prepared before closing and filed with the SEC within four business days after closing. This document, to be filed as a “current report” on Form 8-K, must include all the information that would be included in  a Form 10 with respect to the merged company. This includes, among other things, several years of audited financial statements; executive compensation; related-party transactions; period-to-period comparative analysis; a full business description; and a list of stockholders, officers, and directors.

In other words, the filing must include essentially all the information that would be contained in a prospectus if the company were pursuing a traditional IPO. The very important difference, however, is that an IPO filing is reviewed and scrutinized in great detail by the SEC before becoming effective.

The Form 8-K to be filed after a reverse merger is not required to be reviewed, and is effective immediately upon filing. However, the amount of effort needed to prepare it is the same. Furthermore, although review is not required, the SEC always may choose to review any filing.
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STANDRD1  STANDARD2  STANDARD3  STANDARD 4.
Less than
50 shares $50,000

5-10M
shares $55,000
10-15M
shaes  $60,000
Over 150
shaes  $70,000

Notes ntal ees do ot applyt shares tranferred from
Nasda

Shareholds

Equity sam s $aM VA

Market Value

of Publcly

Held Shares* s $1h SIS $S20M

Market Value

of Listed

Securities NA VA $50M $75M or $75M
each for total
assets and
total revenue
(in latest
fiscal year
or2of last3
fiscal years)

Publicy Held Option 1: 500,000 shares and 800 sharehoders

Staresand  Option 2: M shares and 400 sharehoders

Numberof  Option 3 500,000 shares, 400 shareholders, and average

Sharehlders** _dail trading volume of 2000 share fo prio 6 months

Miimum

Market Price

Per Share $ 8 2 3






