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NEWS IN BRIEF

ISSUERS FACE RESTATEMENTS
FROM ‘DOWN ROUND’ PROVISIONS

FIPE funds have been saddlng i1ssuers
with mullions of dollars in derrvatives ha-
bilities because of so-called “down rouwnd ™
provisions In stuctured deals, acoountants
say. The provisions require an issuer to
reset the price of warmants and comvertible
securities if 3 secondary offening is priced
lowrer.

For example, a company that 1ssued a
PIPE with warrants priced at $2 a share
and then 1ssued stock at 51, would have to
reset the price of the wamants to the lower
value and then cany the difference as a
liability on its balance sheet.

The Fmaneial Accounting Standards
Board's Emerging Issues Task Force con-
siders the down round resets a5 sweeteners
and requires compantes to canry them as
liabaliies rather than equity. “Companies
are reporting millions of dollars m liabih-
ties,” said Meil Pinchuk, 2 partner at the
accounting firm of Bemstem & Pinchuk
LIPm New York. “Most of the PIPE con-
tracts have these provisions. It hurts the
izsuers.”

Fiftv-one percent of PIPE deals
inchided warrants last vear, according to
PrivateRaise, DealFlow Madia's data ser-
vice. That's down from 57% m 2008 and
60% m 2007

Yongye International, a producer of
fertilizer 1 China, 15 one company that
was hurt by down round provisions, said
Pinchuk. The company 1ssued at least
four PIPE: in the last two years raising
%82 3 million, according to PrivateRaize,
DezlFlow Media's data service. This year,
Yongye, a client of Bemstein & Pmehuk,
kas had to absorb liabilities of about $7
malhon on its books, he said.

“We dealt wrth this 155ue with a com-
pany we took public m March ™ sa1d Greg
Wahl, managing partner of Anton & Chia,
an Imane, Calif -based accounfing firm.
“When vou're getting warrants worth 3
for 50 cents 1t's a buge liability for the
issuer. It1s a very contentious issue.”

2

Fund managers naturally want down
round provisions to make sure their mvest-
ments are protected. PIPE funds, however,
are stranghng the 1ssuers, said Wahl

“The problem 15 fund managers are
lockmg these provisions m the confracts,”
Wahl said. “There's got to be more zive
and take.”

FIPE funds should be taking a lon-
zer term view of thewr mvestments, but
typically don’t, ke said. “It's pump and
dump.”

Diown round provisions are a cost of
doing business for companies issuing
PIPEs, said Denmis Schall, 2 parmer with
the accounting firm Marcum LLP in New

fork. “PIPE transachons are expensive,”
be sad. “Compames looking to do a FIFE
are not profitable.”

The confroversy over down round pro-
tections has only started recently because
of the finanmal ensis and recession, said
Espen Fobak, president of Plaris Vahaa-
tions in New York.

“This has always been an 155ue but
people are just discovenng it now, becanse
the economy 15 in the crapper,” he sad.

FIPE 1zsuers will have to restate eam-
ings because of down round protections,
Fobak sad.

Cme of the reasons down round provi-
51005 are cropping up now 15 that they ve
been poorly understood by 1ssuers and
their zccountants, he said.

Robak 1z skeptical that PIPE funds
will be wilhing to negotate with issuers
to remove down round protectons. “There
may be some pushback from issuers, but
I don’t thunk 1t will happen very often,”™
be za1d.

Going forward, PIPE funds wall con-
tinue to msist on down round protec-
tions, Robak said. “Tt's a major value to
investors.”

Ome way of getting around the down
round protections is to 1ssue secunties
at a greater discount instead of warrants,
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PIPE Warrants

Continued from front page
Columbus Avenue Consulting. “They're
promarily dictated by volatihty and the
volatibity assumptions finds use.”
Accounting rules discourage valuing
waTants at zero even though the exasting
values are spuncus at best, Holman said.
Warrants are “particularty dufficult to
value” becanse they often convert mto
shares that aven 't freely tradmz or where the
underhying stock 15 not heavily traded. sand
Jeff Yager, a partner of the accountmg firm
MeGladrey & Pullen That can make vahis-
tons “extremely subjectve.” Yager sand.
About 3.4 hillien FIPE warrants from
5835 deals wall expire m the first half of this
vear, and 4.5 bilhon from 661 deals will
expire in the second half, according to an
astimate by SecondMarket, a provider of
trading platforms for 1lhquwd seourities.
Many of those may be out of the
money, however. Small cap stocks, as
measured by the Russell 2000 Index,
traded at lngher levels from October 2005
through October 2008 than they do today.
And warrants 1zsued from 2004 through
2009 had an average premmm of 115%,
according to PrivateRaise, DealFlow
Media’s data service.
SecondMarket recently launched a

DEALS WITH YALUABLE WARRANTS

I In the money

I Mot expired

=]
T
[0
500
400
E L]
Fall)

"mmmm;mm

(Doess Mok Indilde wamants of now-osfunct
Companies)

ESoura Poslnieko

THe PIPEs Reron 8 2010 DesFuow MeDa,

warrant management program because so
marry warrants will be expinng soon.

Maitt Norton, SecondMMarket’s baad of
market mtelligence, said many firms are
unaware of the value of ther wamants.

“A lot of folks we talk to are a hitle
embarrassed” about not know how much
their warrants are worth, he said. It can
zet messyv “to a point where [fimds] have
bundreds of different warrant positions.”™

Hilary Bergman, president of the Mew
York bounique brokerage Pelion Securi-
ties, has sigped up to use SecondMar-
ket's service. He believes mvestors with
potentially profitable warrant portfolios
pmupht not get thewr full value, or anv at all,
because of lack of attention. Many small-
er firms don’t have a person dedicated to
trackmg the warrants, be zad.

“Unless you've got an admamstrator
mianaping warrants for vou, yvou've got
these warrants pilmg up in the drawer and
you maght have a sigmficant corporate
event happen and you'll be totally choe-
less,” Bergman sard. Many small mrvestors
bolding warrants “probably had a lot of
money that could bave been exploited.”™

Bergman has warrants from many
transactions from both persomal capital
mvestments made as chief operating
officer of Pali Capital, a fund that
mvested m PIPEs=, and from placing
deals as a broker.

The typical duration for a PIPE
warrant 15 five vears and the median
warrant coverage has been 530%, con-
sistently since 2004, PrivateRaize
data shows. Meanwhile, the percent-
age of deals that contam warrants has
decreased from a hugh of 65% 1 2006
to 51% m 2009.

Most of the deals where warrants
that were 1ssued that are still m the
money took place mn 2009, Af least 237
PIPEs were 1s5ued last year that inchad-
ed warrants that remain m the money.
Thats partly because of the rum-up m
the stock market last vear and partly
because relatvely few of the wamants
med last vear have expored.

The valuations of warrants are
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zenerally calculated using the Black-
Scholes pnomgz model, the dommant meth-
od of valung ophons, accordmg to several
valuation experts. Importantly, the more
Iife 2 warment has left, the more it 15 worth,
Oither factors that determune a warrant’s
worth mchade the stock price, stike price
volatility, and the underlying haquidity.
Espen Robak, the president of Pluris
Valuation Advisors m Mew York, savs that
if a warrant falls just shghtly out of the
money, it lozes 2 tremendous amount of
1tz value because of the nizk, even 1f it has
plenty of e before it expies. “These are
highly illiqmd instruments,” Robak sad.

FAS 157's Shadow
Envelopes Warrants

Despate the difficulty valumg warrants,
1t 15 mmpertant to value them in a way that
15 compliant with the accounting rule FAS
157, according to Yager.

“Waluing wanants at zero would not be
acceptable mn mov book,” he said.

FAS 157, muplemented by the Fmanecial
Accounting Standards Board, tock effect
i 2008, The rule encourages strict valua-
tion of secunties and assets using cwrent
comparables in spmlar markets.

When FAS 157 first took effect, many
wvestors, meluding Blackstone Group
foundar Stephen Schwarzman complamed
that 1t skewad vahishons dowrwand, especial-
Iy dwme tmes when markets were ilhigud.
Crities arpued that thi= caused huge write-

Meow, however, firms have accepted FAS
157 and ave takmyz extra steps to complhy.

Columbus’s Holman, who has several
PIPE funds as chents, said the accounting
standard 1= leadmg some finmes to sell war-
rants Just to price them accurately.

“There’s a heightened awarensss of
the FAS 157 because of what happened
last vear,” Holman szid FAS 137 requires
that firms price mest securities at what
others are willing to pay for them and
not just what holders think they're worth,
This frustated some fimds that had to zo
through an mvolved and costly process to
value thewr secunties.
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