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New Fairness Opinion Rules Approved by the SEC

A financial advisor’s view of the fairness of the consideration to be paid in a
particular merger or tender offer, and the related analyses, provide a board with significant
information with which to evaluate a proposed transaction. In its evaluation of a business
combination proposal, a board is entitled to rely on the expert advice of the company’s financial
advisors. The financial advisor’s analyses and opinion presented to a board, combined with
presentations by management and the board’s own long-term strategic reviews, provide a
substantial foundation for the exercise of the directors’ business judgment. In transactions
requiring stockholder action, fairness opinions are important in supporting the recommendation
of a board set forth in the documents provided to stockholders. 

The use of fairness opinions in transactions has come under increased scrutiny, in
part, because of potential or perceived conflicts of interest that could exist between a financial
advisor and the company that engages the financial advisor.

Partly to address these concerns, the SEC recently approved new Rule 2290 of the
Financial Industry Regulatory Authority, Inc. (“FINRA” which is a successor to the NASD), 
concluding a process begun in 2004 to consider these issues. (The final rules are available at
www.finra.org/web/groups/rules_regs/documents/rule_filing/p019261.pdf.) Rule 2290 addresses
additional required disclosures and procedures to be used in connection with the issuance of
fairness opinions by member firms. Although, in most respects, the new rule codifies what has
become common practice among firms rendering fairness opinions, there are several new
disclosures that generally will require the content of fairness opinions to be modified.

The disclosure rules are meant to inform public stockholders about potential
conflicts of interest and apply to any fairness opinion that is expected to be provided or described
to the company’s stockholders (for example, in a proxy statement or a 13E-3 transaction
statement or a Schedule 14D-9). The procedural rules require greater specificity by member
firms in their internal supervisory procedures, are meant to identify and manage potential
conflicts of interest that could arise in the context of rendering fairness opinions and apply to all
fairness opinions.

New mandated disclosures that currently are not routinely included in fairness
opinions include a statement as to:

• Whether the fairness opinion was approved or issued by a fairness committee of
the member firm; and

• Whether the fairness opinion expresses an opinion about the compensation to be
paid to the company’s officers, directors or employees, relative to the
compensation to be paid to the company’s public stockholders.
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The following disclosures, generally consistent with current practice, will now be
mandatory under Rule 2290:

• Whether the member firm acted as a financial advisor to a party to the transaction
and whether it will receive compensation that is contingent upon the completion
of the transaction, for rendering the fairness opinion or serving as an advisor, or
whether it will receive any other significant contingent compensation;

• Any material relationships that existed during the past two years, or that are
mutually contemplated, between the member firm and any party to the
transaction in which compensation was received or is intended to be received by
the member firm; and

• Whether any information that formed a “substantial basis” for the fairness
opinion has been independently verified by the member firm, and, if so, a
description of the information or categories of information verified. (Where no
information has been independently verified by the investment banker, a broad
statement to that effect will be sufficient.)

The procedural rules require member firms to maintain written procedures for
approving a fairness opinion. The written procedures must include the circumstances under
which a fairness committee will be used to approve or issue a fairness opinion. The written
procedures also must include the process for selecting personnel to act as members of the
fairness committee, their necessary qualifications, and the process for promoting a balanced
review on the committee, which must include approval by persons not on the transaction team
for the relevant transaction. Moreover, a member firm’s written procedures must state the
process for determining whether the valuation analyses used in the fairness opinion are
appropriate.

The disclosure and procedural requirements of Rule 2290 should address many of
the concerns arising from potential or perceived conflicts of interest resulting from relationships
and arrangements that are not inappropriate but may be of interest to stockholders in determining
whether or not to support a particular transaction.
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