Volatility: a plug for M&A transactions?

Various legal mechanisms exist to cope with market volatility and
mitigate risks, allowing M&A transactions to continue in a safe and
secure environment for the parties involved.
In recent months several circumstances are creating
considerable market uncertainty. High inflation, higher
volatility, the current war in Ukraine, or the enduring
effects of the COVID-19 crisis, among others, are
impacting significantly on trading and stock markets.
This uncertainty is unlikely to subside, at least in the
short term.
Fortunately, various legal mechanisms exist to cope with
market volatility and mitigate risks. These mechanisms
can be adapted to each particular situation, allowing
M&A transactions to continue in a safe and secure
environment for the parties involved.
Transactions involving a consideration combining cash
and stocks are among the M&A transactions most
affected by this volatile scenario. These transactions can
be carried out based on a fixed exchange rate, which
in practice is the most common method. However,
because this situation of uncertainty is likely to continue,
there may be room for other options that could be more
effective in reducing risk and volatility.
The fixed exchange rate method is open to potential
variations in the quoted value of the shares to be
exchanged, resulting in potential price rises or falls in the
quoted value of the shares between the time of execution
and the closing of the transaction. In these situations,
the parties may set the price using as a reference, for
example, the price of the shares in the week prior to
closing, the day before the transaction or choose a
volume-weighted average price (VWAP) to mitigate the
possible impact of those critical days that have caused
significant volatility in the value of the shares.
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In the case of a floating exchange rate, the seller is
protected from the potential adverse effects of volatility
and from a drop in value of the buying company’s
shares. This method involves a fixed cash value of
the consideration at the time of closing, and a floating
number of shares to be issued by the purchaser, which
will be determined based on the value of the shares at
the time of closing or the VWAP during a period prior to
closing. Conversely, new shareholders will not benefit
from a potential increase in the value of the shares.
It is possible to curb the potential risks of choosing a
floating exchange approach by using a “collar”. A collar
protects both parties and ensures that the purchaser
issues a fixed number of shares on execution of the
transaction, as will be the case for shareholders, who
will receive a specified number of shares. If the collar
is not met, the risks would be the same as in a fixed
exchange transaction.
Another option available are “walk-aways”, giving
the option to withdraw from the deal in the event of a
significant drop in the value of the purchaser company’s
shares below a certain price and within a certain period
prior to closing. In view of the current regulatory situation,
it is likely for the parties to put in place mechanisms
in case regulatory approval for the transaction is not
obtained. These mechanisms include a reverse break
fee payable by the purchaser in the event that closing is
not attained, or a ticking fee, whereby the consideration
rises for each day of delay in closing.
The parties involved in the transaction and their advisors
should analyze, on a case-by-case basis, which of
the above instruments is the most suitable to mitigate
volatility and risks. Although uncertainty is expected
to persist indefinitely, ‘M&A must go on’.
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