Protecting Your
Piece of the Pie

Puttingtogether an effective
shareholders agreement

Whether you're ashareholder in a privately held company with
twoshareholdersor 200 shareholders, itis usually agood ideato
enter into an enforceable shareholders agreement. A shareholders
agreement definesthe privileges, protections and obligations of
the shareholders of acompany.

properly structured shareholders agreement serves the
interests of both the minority shareholder(s) and the
controlling shareholder of a company (where one
exists), although typically it is more important from the
standpoint of a minority shareholder. A minority shareholder is
defined as one who holds 50% or less of the outstanding voting
shares, and therefore cannot unilaterally control the affairs of the
By Howard company. There are a number of provi-
Johnson, CMA sions commonly found in shareholders

agreements that, when activated,
affect the value of the company's shares.

Triggering events

Shareholders agreements typically contain provisions
that either permit or require the sale of individual
shareholdings in various circumstances. It is important
that parties to a shareholders agreement understand
and distinguish the various potential future events that
might affect their shareholding interests. These 'trigger-
ing events' may include the:
e death of a shareholder;
e permanent disability of an employee/shareholder;
e retirement of an employee/shareholder;
e termination of a shareholder's employment;
* marriage breakdown of a shareholder; and
¢ insolvency or bankruptcy of a shareholder.

When properly structured, a shareholders agreement can ensure a
shareholder who is terminating his or her association with the corpora- I B
tion that there will be a market for his or her shares at a price he or she !
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and all other shareholders believe to be fair. Italso pro-
vides continuing shareholders with control over outside
parties becoming shareholders.

For each triggering event, the shareholders agreement
should set out how the transaction is to be effected (i.e. pur-
chase of shares by the other shareholders, or by the company
and subsequently cancelled), the method of determining the
transaction price, and the terms of payment.

Alternative ways to determine 'value'

Shareholders agreements sometimes specify how fairmarket
value (or some other definition of value) is to be determined.
The most common methods of establishing value are: (1)
agreement by the shareholders; (2) predetermined formula; (3)
independent expert; (4) arbitration; or (5) a combination of the
latter two where there is disagreement among experts.

As arule, the best approach is for the
shareholders periodically to agree upon
the value (or values) of specific share-
holdings for various purposes, and
to stipulate them in writing.
Where this is done, it is impor-
tant that the values be updated
on a regular basis, usually annu-
ally following receipt of year-
end financial statements.
However, this approach is often
impractical due to the difficul-
ties in getting agreement among
shareholders as to appropriate
ammial values
Where valuation formulasare
used, they often are based on some
predetermined multiple of historical
accounting earnings or book value.
The use of predetermined formulas
may result in inequities for several
reasons. In particular, business val-
ues are influenced by factors both
internal and external to the busi-
ness, and any given formula does not
reflect such changes.
Where an independent expert is
called on to determine value, either
periodically or where atriggering event
occurs, the parties to a shareholders agree-
m ent should be satisfied that the person or firm
select ed is knowledgeable about the nature of the
bamimes= 2 nd that all relevant factors will be considered.
A shareholders agreement sometimes will specify the per-
son or firm who is to perform the valuation or it may contain a
list of valuation firmsor individuals from which the sharehold-
€IS can agree 1 select when required. Often, the campany’s
auditors are precluded from acting in the role of independent
valuation experts due to their real or perceived conflicts of
interest with one or more of the shareholders of the company.
Value agreed by arbitration can be an expensive process,
depending upon the availability of apipeal from such a value
determination. Further, it often is difficult for the different
parties to reach a consensus regarding which valuation firm to
use, although in many cases the valuation fim or list of accept-
able firms is set out in the agreement. Binding or non-binding
arbitration or mediation can be established such that:
e asingle arbitrator is selected who in essence acts for both
parties; or
o each party retains an expert who provides his or her respec-
tive opinions in a court-like environment to a single arbitra-
tor or arbitration panel that reaches its own view based on
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Businessvalues are influenced by factors both

internal and external to the business,and any
givenformula does not reflect such changes.

the information presented; or
e each party retains an expert who provides his or her respec-
tive opinions to a single arbitrator or arbitration panel
which, based on the information presented to it, selects one
of the views presented without alteration (a so-called ‘base-
ball arbitration®).
In some cases, the decision of an arbitrator may be over-
turned if it can be proven that all of the relevant facts were not
considered.

Buy/sell provisions

In addition to the triggering events discussed above, share-
holders agreements often provide one or more shareholders
with the right, or the obligation, to put (sell) their sharesto the
other shareholder(s), or to call (buy) the interest of the other
shareholder(s). Similar to other triggering events, a put or call
option will allow the transaction to be effected at a pre-estab-
lished price, a predetermined formula, by independent expert,
or arbitration when exercised.

A shareholders agreement may also provide for reciprocal
buy/sell provisions, often called a 'shotgun’ clause. Shotgun
clauses most often are encountered in situations involving two
equal (50/50) shareholders, and stipulate that one shareholder
can offer to sell his or her shares to the other shareholder at a
price and on terms specified in the offer.

The shareholder receiving the offer must either: accept the
offer and acquire the shares of the offering shareholder at the
price and terms specified in the offer; or reject the offer, which
requires the shareholder receiving the offer to sell his or her
shares to the offering shareholder at the price and terms speci-
fied in the offer.

Whichever course of action is adopted by the shareholder
receiving the offer, it results in a binding agreement of pur-
chase and sale between the shareholders. Assuming the share-
holders are of relatively equal negotiating strength, a shotgun
clause tends to ensure the liquidity of each shareholders inter-
est. Consequently, it establishes what the parties believe to be
a fair price for the shares.

Issues may arise in a shotgun clause where the shareholders
have materially different negotiating strength. This might
include circumstances where one of the shareholders has
access to greater financial resources, or where only one of the
shareholders is actively involved in the business, and therefore
is more knowledgeable about the operations and future
prospects of the company. In some circumstances, particularly
in the case of small businesses, one shareholder may enjoy
‘personal goodwill” — being the benefit that accrues to the
business by virtue of the good name, reputation, knowledge,
and so on, of a particular shareholder, and which is not trans-
ferable by contract or otherwise. Accordingly, the business
may be worth considerably more to a shareholder that has per-

sonal goodwill compared to a shareholder that does not.

Right of first refusal

Shareholders agreements often include right of first refusal
provisions. Among other things, these provisions allow con-
tinuing shareholders to accept or reject proposed new share-
holders. There are two distinct ways right of first refusal claus-
es can be drafted. In the first approach, sometimes referred to
as a ‘hard’ right of first refusal, the shareholder wishing to sell
solicits third party offers. T he shareholder(s) holding the right
of first refusal is then presented with the best third party offer
received and is given the opportunity to purchase the selling
shareholders’ interest based on the price and terms of that
offer. If he or she elects not to purchase the shares within an
agreed period of time, the selling shareholder can then sell his
or her interest to the party making the offer on those same
terms.

Inthe second approach, sometimes referred to as a 'soft’
right of first refusal, the shareholder wishing to sell his or her
interest establishes a price and terms of sale, which is presented
to the shareholder holding the right of first refusal. If he or
she elects not to acquire the shares within an agreed time peri-
od, the selling shareholder is fi-ee to sell his or her interest in
the open market at a price and on terms that are no less
favourable than what was offered to the other shareholder(s).

The hard right of first refusal typically is preferable from the
point of view of the person holding the refusal right. Third
party purchasers rarely will spend a significant amount of time
assessing a potential share acquisition in the face of an overrid-
ing right of first refusal. T he softright of first refusal typically
is better from the vendor’s perspective. Although it forces the
prospective vendor to be disciplined when establishing the ini-
tial price and terms offered to the shareholder holding the first
refusal right, in the event the offer is not accepted, the vendor
is able to deal with third party purchasers unencumbered by a
first refusal right.

Coattail and mandatory sale provisions

Many acquirers of privately held company shares will close a
transaction only if 100% share ownership is delivered. Lnsuch
circumstances, the controlling shareholder will not want to
have a transaction thwarted by one or more minority share-
holders. Therefore, shareholders agreements frequently stipu-
late that if an offer is received for all of the outstanding shares,
which is acceptable to a specified majority of shareholders, that
all shareholders are obliged to tender to the offer on the same
terms and conditions. These ‘mandatory sale provisions' pro-
tect the liquidity of a controlling shareholder or a group of
shareholders that represent control.

At the same time, a shareholders agreement should ensure
minority shareholders the opportunity to sell into a third party
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offer at the same price and terms as accepted by the majority.
These ‘coattail’provisions protect the liquidity of all share-
holders in the event of such an offer.

Participation in a subsequent sale

In some cases where a shareholder disposes of his or her inter-
est to other shareholdersof the company, the acquiringshare-
holder(s) realizes a windfall profit shortly thereafter pursuant
to an en bloc (i.e. as a whole) sale of the companyto a third
party acquirer. T 0 alleviate such perceived unfairness, share-
holders agreements sometimes provide that during a specified
time period after the departing shareholder disposes of his or
her interest, he or she is entitled to participate pro rata in any
gain on the en bloc sale of the business to a third party. Such

worth $1 million. In some cases, a minority interest may be
worth significantlyless, depending on the circumstances.
However, shareholders agreements often specify that a par-
ticular equity interest is to be valued as a pro-rata portion of
en bloc fair market value (commonly referred to as “fair Val-
ue’);

o Wwhere the shares of the departing shareholder are to be
acquired by the company, an assumption should be stated
with respect to the source of funds. The en bloc value of the
shares of a business (and consequently the pro-rata value of
any interest therein) may be affected depending on whether
atransaction is financed using fundswithin the company or
from outside of the company. Specifically,where the busi-
ness must forego necessary operating expendituresor

When entering into a shareholders agreement, shareholders should

ensure that it adequately documents their collective intent with respect
to the terms and conditions of the transactions it provides for, and that the
value terms adopted in the agreement are carefully defined.

provisions can prevent one shareholder within a company from
actively consolidating the interests of other shareholderswith
the intent of deliveringthe companyen bloc to a third party
acquirer,and profitingas a result.

Value terms in a shareholders agreement

The provisions of shareholdersagreements pertaining to the
valuation of a particular equity interest are frequently inade-
quate. General terms such as ‘value’ or ‘fairmarket value’ are
not sufficiently clear, and leave open the possibility of differ-
ences in interpretation that can materially affect the derived
value of a particular shareholdersinterest. Therefore, it is
important that the shareholdersagreement clearly define how
value is to be determined for each triggering event. In particu-
lar, the shareholdersagreementnormally should address at
least the following with respect to value:

o whether the en bloc equity value of the company should be
determined on an intrinsic (i.e. ‘stand-alone’) basis, or
whether so-called “special interest purchasers’ should be
taken into account. A special interest purchaser is one that
believes it can realize post-acquisition synergies by combin-
ing the acquired company with its existing operations, and
therefore may be willingto pay a premium over the intrin-
sic value of a company. As a practical matter, in the absence
of open market negotiations, the quantification of post-
acquisition synergiesis highly speculative, and intrinsic Val-
ue normally is adopted as the appropriate value term;

e Whether or not a minority discount should apply. A minor-
ity discount is a reduction from the pro-rata portion of en
bloc fair market value that sometimesis applied to a minori-
ty interest given that a minority shareholder cannot unilat-
erally control the company. For example, if the en bloc
equityvalue of a companyis 5% mullion, it does not neces-
sarily followthat a 20% equity interest in that company is
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growth opportunities in favour of payments to a departing
shareholder, the en bloc value of the shares may suffer asa
result; and

e Wwhere the shareholdersagreement is activated due to the
death of a shareholder, and the purchase of the deceased’s
sharesis to be financed by life insurance held in favour of
the company, the Shareholdersagreementshould clarify
whether the life insurance proceeds are to be accounted for
as a component of en bloc value. Where life insurance pro-

ceeds are excluded, the survivingshareholdersmay realize a

benefit that would not have occurred in the absence of a
shareholder’sdeath.

For each triggering event, the shareholdersagreement
should set out the terms of payment for the acquired shares.

T he definition of fair market value contemplatesa cash-equiv-
alent transaction. Where paymentis made over time, and
market rates of interest are not paid on the outstanding bal-
ance, such factorsnormally should be considered in the deter-
mination of value. From the selling shareholders’perspective,
itis important to consider the covenant and security attached
to any amounts owing either by the company or the acquiring
shareholders.

When entering into a shareholders agreement, sharehold-
ers should ensure that it adequately documents their collec-
tive intent with respect to the terms and conditions of the
transactions it provides for, and that the value terms adopted
in the agreement are carefully defined. As circumstances
change over time, it is important to periodically review and
modify, if necessary, the provisions of a shareholders agree-
ment, and to consult legal, valuation, and other financial
advisorsas needed.

Howard E Johnson ( hjohnson@cvpl.com), CMA, is a partner with Toronto-based
Campbell Valuation Partners Limited, a consulting firm specializing in business
valuations, acquisitions, divestitures and financial litigation.
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