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The legal adviser’s role is integral to the
successful completion of an MBO. Smoothly
guiding management through the complex
and pressurised process is a diplomatic as
well as legal exercise. Nick Johnstone spoke
to a number of experienced legal advisers
for a rundown on the issues confronted in
an MBO.

For management teams taking on a mid market business, an MBO
is usually o first time experience and a dawnting one, Bevond
understanding o legal process that can last anything from three
months 1o over a year, lawyers must be able to advise on deal
struciure, negotiate warranties and hold the hands of a manage-
ment team more accustomed to dealing with the every-day run-

ning of i business than the legal labyrinth

Knowledge is everything
One of the most challenging aspects for a legal team s oblmning
warranties from the vendor. The MBO team’s advizers wall almost
imvariahly struggle 1o secure a full set of warmnties from an
owner-mandager, as the vendor is sure 1o claim that the manage-
ment team knows just as much about the target, including all its
potential labilites

John Thelwall of Park Woodfine Heald Mellows explained that
the MBO team’s negotiating position hinges on their involvement
i the company prior to the deal. I the team s at director level
in i larger business, then s reasonable that they should have an
intimate knowledge of the company,™ he said. *On the other hand,
if they are at manager bevel amd buying out an existing owner, |
can expect 10 be looking for much more in the way of warranties”

It is mo secret that nmy MBCY team can expect warmntics given
by a seller to be significantly fewer than those offered in a simple
trade sale. An even greater challenge for the lawyers, however, is
the sdded component of equity funding. The imcrensed use of ven-

ture capital in MBOs has added significantly to the liwver’s remit



as i hand-holding negotiator in recent years,
As David Bright at Horsey Lightly potnted out,
the demands of a private equity sponsor tend 1o

exacerbate an already delicate warmnty negotia-
tien process. “The management’s offen extensive
knowledge of the business can be problematic
when the MBO has venture capital backing,
because investors are likely 1o seek more warran-
ties than tend to be required by management or
offered by the seller,” hee said. “This is often an
area of significant negotiation.”

A buyer's market

The credit squeere has created a buyer's market
i which warrantes have become cusier o seoure
from a vendor, A vear ago, vendors would typi-
cally have been obstinate about giving them away,
Even the number of wirranties offered by the
MBO team wis limited, as Vs were aggressive
on price and could expect o take litthe comfort
from a rensaction.

Now, explained Manhew Martin at Manches,
it is an easier task for advisers to negotiate war-
rantics from the vendor, “This is because equity
sponsors are looking for more securnity in the
businesses they're investing . 1T the vendor 1=
particularly intent on selling the company and is
putting it up for auction, we are more likely 1o
secure o full set of warranties because the seller

is looking for the highest figure available™ Last
December, David Tighe led a Manches team
e advised

hix client that cooperation by offenng a full set of

advising the vendor on one such deal

warranties was the way to get the best price under
the current market conditions,

Draved James ot Moorhead James explained thay
the process had become more of a nisk 1ssue than
a knowledge issug in the current climate, “It’s
now easier to make the argument that the funder
is getting nervous when the vendor i=n't prepared
to give warranties,” he said. “The credit crunch
has made some tansactions go on longer than
hoped, because people are taking time to make

themselves more comfortable in terms of negotiat-
ing their position agminst the vendor than they
might have done one or two years ago.”

By returning 1o a more traditional, even-lunded
position, the market now places management teams
and thetr advisers in an even tighter position disnng
the transaction process, On one hand, legal pdvisers
typically recommend that the MBO team adopt
o ‘Business as usual " approach 1o the company
throughout, fulfilling their official duty to the seller
as well as delivening warrantics to any third party
buver on the seller’s behalf.

Yet managers are consistently aware that they ane
soon 1o be under the acgis of the very same buyer.
The adviser must therefore navigate the manage-
ment through this potentially suffocating process,
ensuring they exercise the necessary diplomacy
whilst bargiining for them if unreasonable demands
are made

Relationship counsel
This uncomfortable half-way house was described
by Kevin McCarthy of Misheon de Reva as a man-
agement squeeze, “1ts a difficult position to be in,
because the MBO feam 15 with the seller today b
with the buyver twmorrow, and they look nervously
in both directions,” he smd, “1t%s crucial o prevent
the management’s nervousness from becoming a
reason for the trnsaction 1o f@ll over. Priviite equity
buvers are generally very experienced operators
but, noncthebess, transactions can falter if manage-
ment become overly anxious and start to dig their
heels

Whilst the MBO team'’s financial imvolvement
might be fairly mimimal, their influence on the
deal’s outcome 1s crucaal, “The role of the adviser
to mamagement 15 therefore a facilitating one to
some extent,” said Kevin MeCarthy. *It's oil on the
wheels of the transaction, and you have to carefully
look after their position while, at the sime time,
getting the deal done™

The degree of power 1o be

viclded by a private

equity sponzor post=deal can create further legal

challenges during the deal process. Whilst a man-
agement team might know the business and feel like
the company 15 under their commumd, the weight of
funding wwested by 2 sponsor gives them ultimate
jurisdiction, and accordingly, the Tunder's approach
will usually be o take it or leave it" offer. Privide eq-
uity offers set out the ongoing information required
by the sponsor post-deal, such as audit accounts

and budgets, as well s tying the team into various
restrictions as 1o where their power stops.

Alistair Lathnm ot Stamp Jackson and Procter
pointed to this as a potential source of considernble
comention, “The contention anses because any oq-
ity sharehobders imvolved want to be in control of
absolutely evervthing, while the MBO team actually
s themselves as the company, and therefore want
full control for themselves,” he said

“In short, the biggest tssue for the MBO team is
the concept in equity financed deals that they are in
fact not the buyer. Neweo and the equity financiers
are, The MBO team are there to run the business bul
have 1o get consent from the equity sponsors before
they make any significant moves.”

Investing in management
More than simply imvesting capital, equity sponsors
facilitate ongoing growth by investing an MBO
team with responsibility for Meweo, Among the
advizer’s concemns are guaranteeing the team's
expertise to the sponsor and 1o cach other, as well as
balancing interests within the team itself.

“Ohive MBO team member uswally emerges as
leader from the outset, but its rare that the dynam-
ics of the team remain the same throughout the bay-

ot and post-deal,” said Matthew Martin, “ln one
deal 1 advised on, the FIY appeared 1o be a weak link
a1 first, while one salesperson seemed o nse sbove
the rest s a strong leader, By the end of the deal,
these roles had changed completely, and the FD had
outshone the other guy. Equity sponsors tend to be
aware that these changes happen, and already have
contingency plans in place.”

Whilst the existing relationships within the
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management can be integral to the fabric of the
company, there i no guarantee of common inter-
est= in the MBO process, and this is capable off
fractuning the most ostensibly robast bonds

According to Gerard Cranley at Howard Ken-
pedy Solicitors, existing ties can be an advantage,
particularly when there is no competing bidder,
“However, situations invelving auction processes
and competing bids can place strains on the best
of relationship=," he said. “Generally, as long as
best practice procedures are followed and the par-
ties have respect for each other, these problems
can be mannged.”

John Thebwall said this imvolves sitting down
with the buyvers at o very early stage to find out
whether they have a common set of aims, “This
rinses the question of whether it is appropriate to
be advising them as individuals as well as a team,
or whether some of them huve different nterests
and therefore ought to be secking independent
advice

“IT the MBO team members are at director
level with specific areas of responsibility, the next
question is whether those directors should warrant
their expertise to the other directors. A produc-
tien director mught, for example, know that a bad
batch has gone out, and would therefore antici-
it repercussions afier the deal. Legal warrmies
guarantee such roles are adequately fulfilled.”

Securing the bonds

Amaong the many criteri for equity sponsorship
is inevitably the guaranteed unity of a cobesive
MBO team. Duncan Reid at Ward Hodowoy
explained that if MBO team members are long
acquainted, the adviser's job is considerably
easier, as they all understand their own clearly
defined roles.

“It’s important that the priviite equaity house

feels that the management appenrs as a united
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front,” he ssid. “Omne way of doing this s trying

1o spend as much time as possible with them as a
team, bailding up tha relationship so that we're not
dealing with thewr individual interests.”

Advisers also widely recommend that manage-
mient teams are fronted by 4 spokesperson 1o deal
with the legal intricacies of the MBO on behalf of
their colleagues, This leaves the remainder of the
MBO team 1o continue with the dwy-to-day running
of the business, only needing 1o appear a1 hinge
points during the deal process. Communication
efficiency and costs are also streamlined, and this
comes with the added bonus of appeaning to private
ecpuily as a management team cohesive enough 1o
depend on one another.

David James at Moorhead James said: *Ouite of-
ten, the MBO team implicitly trust each other. One
of two of them will be delegated with all the kel
negotiations and the others are more than happy
just 1o let them get on with it,” he said. “Some have
never been through the process before, while mem-
bers such as the financial director are perhaps more
likely 1o have previous experience of an MBO.
When the completion mecting goes on all nght,
for instance, its helpful thar they can reassure oher
memibers of the team that it's all termbly pormal.”

Legal due diligence

An antegral part of the legal process in an MBO

is the legal due diligence questionnaine which an
adviser will submit to the vendor, Due diligence
results can make or break a deal, and advisers will
generally approach the equity sponsors and the
MBO team first to establish what information is
required.

Alistair Latham explained that by ascertaining
the nature of due diligence questioning. advisers
can avold unnecessary hassle for the vendor. “That
would only sour i deal ot the outset and put the
MBO team on the back foot,” he said. *“The advan-

tage of doing it this wary is thit 11 saves time and
the MBQ team can explain the financial reasoning
behind the questions. Without answers, there is no
fimunce, and without fimnee, no deal™

According to Gerard Cranley, this focused due
diligence process is particularly relevant i the
lower end of the market where legal costs relative 1o
the size of the transachion are an ssue. “Clients are
increasingly pware that one way of controlling costs
is 1o carry out a carefully focused due diligence
exercise and agree some form of repont aflerwands
ruther than the traditional ome bundred page “brick”,
which is all too often distributed too lnte to be use-
ful in the negotanon process. In most cases, this
means carly identification of “icebergs” whach mught
sink a transaction rather than leaving those issucs to
be unearthed by the client from a full-form repon.”

The casily digestible due diligence report is not
simply a convenient way of communicating legal
complexities,; it is & erucial factor in the complet-
img of the transaction progess. This commercial
approsch is increasingly adopted by saovey advisers
hoping to find the pressure points early on,

Duncan Reid said: “We don't just tend 1o
regurgitane the documenation, we 1emd to deal with
commercil fectors on four different levels: those
that affect whether the deal is completed; issues
that affect price; factors that are important but can
be resolved dunng the transaction; and issues that
might need resolving post-deal,

“Ba, theyre categorised into those levels of im-
portance and presented 1o the private equity sponsor

i Uhst way

It is hardly surprising that the more complex
the deal's structuee, the more rigorously the legal
due diligence process must be handled. The need
for clear commumcation lines increases with
the number of partics involved, Elucidating this
poant, David Bright at Horsey Lightly drew on the
example of a recent deal invelving three companies



By returning to a more traditional, even-
handed position, the market now places
management teams and their advisers
in an even tighter position during the

transaction Process

with similar businesses being hived up into a
Neweo, owned by the munzgement leam as an
acquisition vehic |

“The management team were made up of the
direciors of the three compomies.” he sad. “This
meant that the management team were only oware
of the fssies |L'|;|.I||11: T therr [r.|:'r1r|||.'|r commpany
and not necessanly all issues affecting the other
two, In practice, this meant ensunng that there
was a sufficient flow of information through the
due diligence process so that each member of
the MBO team had as much core information as
possible, allowing them 1o make informed assess-

memnts.”

Looking beyond the present
The adviser’s involvement in Newco post-deal
may be imited, depending on the prefercnces of
# private equity sponsor, Often financiers will use
their own advisers for any significant transaction-
al issues following the MBO, However, il the deal
has been self-funded, trusty advisers can expect
continued imvolvement in the company, allowing
the minutiae of the due diligence repon 1o be
put on hold during the stressful penod of secing
through the MBO

Long term challenges can also rear therr heads

mid-deal when advisers draw the MBO team’s

attention to exit strategies, The legal adviser miust

gaim a thorough understanding of ¢ach member’s

agenda, and varying ages within the MBO team
can often have a sigmificant bearing on this. John
Thelwall explained that some may want to retine
while athers will want to continue, and it is the
adviser'’s role to confront this issue during the
MEBO process

“As an pdviser yvou would explore whether the
vearm itself has a mid wo long erm strategy, The
MEBO team are business focused, and it's o major

art of our job to say, "its fine todyy, evervihings

going swimmingly, but ot some point i the future,
one of vou will want put.™

It is neveriheless a challenge to pre-empt the
future intentions of every member of a manage-
ment team. According to kevin MeCarthy at
Mishcon, the most important thing is o get clewr
agreement between the MBO team and the incom-

mg r‘IJ[n.'II.1M'I s to whal muanagement e flr'L']".I.ri'd

e commit o going forward, “Oflen, the equity

Sponsor 1s |'|'1I}'|I!l!_' into the management team and

what they can deliver over ime. They will be tied
inte 3 specific time frame, and this agreement
simply unravels if one or two key members decide
1o move clsewhere

“The team rely on one another, so the key 15 o
determine exactly what they will commit to as a
unit - ance you have those parmeters, you can
negotiate accordingly, tying things {eam-outs, exit
stralegy. resiriclive covenants, leaver provisions)
tix thiat committed timeline,”

When MBO team members exit outside this
committed timeframe, the disposal of shares can
bBe a delicate issue, which bwvers will factor info
the Articles of Asseciation; the legal constitution
of Mewco, The way that shares are redistributed
depends on the sharcholding manager’s legal sta-
tus as a “good” or ‘bad’ leaver, As David Taghe at
Maonches LLP explained. if someone leaves after
three months, hiving contributed little to the com-
pany, it is pre-empied that this bad leaver's shares
will be redistributed unfaveurably for him

While the legal adviser 15 key o avoiding
ongoing disputes during the transaction process, i
is impossible to pre-empt every kind of eventual
iy, As Duncan Reid observed: *“The MBO team
are supposed 1o be able 1o run the business as

sophisticated managers,” he said. “we can’t run

il for them, but we can get them 1o go into these
things with eéyes wide open, ond knowledge of the

conseguences if things don’t work out.”
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