


MANAGEMENT BUYOUTS

How decisions will be made

What does it take to succeed in a buyout? Profes-
sional skills in the target industry are a requirement,
although some of the most important parts of the
deal do not show up on your resume. They are not
the specific actions you take or documents you sign,
but the intangible qualities and tangible skills you
and your partners bring to the table. They have to
do with trust and relationships.

Your relationship with the buyout firm is defined
by a set of agreements — among them, governance.

Governance is the structure that defines how de-
cisions will be made after closing. It is important be-
fore you sign the deal to have detailed discussions
with your partner about governance issues. You
need to deal with these tough issues right at the out-
set or you will have to deal with them later under
circumstances where you no longer have any lever-
age. The term sheet should describe the governance
structure for the new company and address some of
the key issues you may face going forward. The eq-
uity partner usually wants a few members on the
board to be actively involved in the firm’s progress.
The agreement should specify how many people are
on the board, who will serve as chair, and the re-
spective responsibilities of the board and the CEOQ.

Also on the term sheet

The term sheet should also discuss whether you can
be fired and on what basis, and the nature of deci-
sions that are handled by management versus those
that are handled by the board. Among the key gov-
ernance issues are these:

Termination. If you are the CEO, on what basis
can you be fired? The equity firm usually controls
the majority of the company and can make these de-
cisions. Though it is unlikely, it is possible the buy-
out firm can turn around and fire you the day after
closing. Because they control the board and most
decision making, you need to define the bases upon
which they would have those kinds of conversations.
Usually they only consider firing you if you are
meaningfully off plan, but you need to negotiate all
severance arrangements up-front to make sure you
are fully protected.

Severance. Negotiate your severance deal to make
sure if they fire you, you have one full year of salary
for the CEO or CFO. If they fire you early on, with-
out cause, a small portion of your equity should vest
upon that termination.

Board. You need to have clear conversations
about how the management team is going to in-

teract with the board, and which investment pro-
fessionals at the firm will be your daily contact. Who
will be on the board? How often is the board going
to meet? Typically, in the first six months, the board
meets monthly and moves to quarterly meetings
after the critical post-closing period.

Scope of Control. You need to specify what is-
sues the board will control and which ones man-
agement will control. For example, you might ne-
gotiate specific clipping levels on expenditures. The
CEO may be able to approve expenditures under
$250,000. Anything above that goes to the board.
These levels depend very

much on the size of the com-
pany and the nature of its
business. Can the CEO unilat-
erally hire and fire key execu-
tives and enter into supplier or
customer agreements? Who is
responsible for approving ac-
quisitions, divestitures, and
sales of stock and issuances of

Though it is unlikely, it is
possible the buyout firm can
turn around and fire you the

day after closing.

debt? (Hint: Almost always, it’s
the board.) Make sure all governance issues are clear
to avoid setting up flash points for later conflicts.

Points of Contact. Discuss with investors how
their points of contact are going to work. Can they
call your direct reports without your knowing? Typ-
ically, the investor would call the CEO and CFO di-
rectly, who would route calls through to directors.
Most investors feel they can call anyone in the com-
pany anytime they want to. This is an issue that
needs to be clarified.

Board Composition. Who is going to represent
you on the board? For example, a seven-person
board may have two members from management
and five from the investor team. The CEO and CFO
often sit on the board. The investor may bring in
three people from within the firm and two outsiders
with specific industry experience. You also need to
determine whether these investors and directors are
going to have compensation. Will they receive op-
tions or draw board fees? Any compensation going
to the board is coming out of the company, which
means it is taken from your hide. Typically, repre-
sentatives from the investment firm do not receive
compensation. The outside directors get some stock
in the company, which is dilutive to managers. Di-
rectors may receive $50,000 in stock that vests over
three years if they serve on the board. Members who
leave the board forego a portion of the stock due to
these vesting provisions. B
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