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General Facts:


Aroma Essence , Inc. (referred to as "AEI" or the "Company") is a Delaware Corporation engaged in the manufacture of flavors and fragrances.  Founded by Pedro Aroma in 1956, the shares of the Company's stock are now owned by the third generation of the Aroma Family, consisting of 22 Aroma cousins, each of whom owns an equal amount of AEI stock.  None of the Aroma cousins, other than Pedro Aroma III, are involved in the operation of AEI's business.  Pedro Aroma III is the President of the Company, and spends most of his time playing golf with and entertaining executives of AEI's customers, who are primarily in the beverage and cosmetic industries.  The day to day operations of the Company are run by William Capable, who has obtained his Masters of Business Administration from Olin School of Business and is largely responsible for the very efficient business practices of AEI.


The founder of the Company, Pedro Aroma, was a very talented and unique individual.  He was born in Argentina, and immigrated to the United States as a young man.  He attended Washington University, where he obtained a masters degree in chemistry.  In addition to his scientific talents, Pedro was an astute art collector.  Although not reflected in the financial statements of the Company, the Company procured many fine pieces of art in the 1960's, including the famous sculpture, The Nose, which was sculpted by Andrew Stench, when he was a visiting professor of art at Washington University.  In addition to being very valuable, this sculpture is considered a family heirloom, and the Aroma Family takes pride in having the Company lend The Nose to various museums for special exhibitions.


AEI's success stems from the unique chemistry of the fragrance and flavor formulations developed by its founder, Pedro Aroma.  These formulations have remained secret over the years.  The only person employed by the Company who knows all of the elements of the formulae for the Company's products is Jacques Odor, who was selected by Pedro Aroma before Pedro's death for this job because of Jacques' trustworthiness and renown olfactory talents.  The Company owns a number of trademarks, including the mark Smell of Pedro™, which is used in the cosmetic products of its customers.  Products containing the Smell of Pedro™  mark sell at a higher price than competing products because of the recognized fragrance associated with the trademark, which has not been duplicated by competing cosmetic products.  Because of Jacques' unique position with the Company, he has a long term employment agreement with the Company, which expires in three years.


Attached to this document are selected financial statements for AEI.  As indicated in the financial statements, AEI's business is profitable.  As a result of the profitability of the business, the shareholders of AEI want to share in the success of the Company.  They also resent that Pedro Aroma III earns a substantial salary of $350,000 per year and enjoys many employment perquisites, such as a new car every year, membership in a prestigious country club, boondoggle trips to exotic resort areas attending international fragrance conventions, and use of the corporate plane.  It is estimated that Pedro Aroma III's total employment package, including such perquisites and other employment benefits, costs the Company approximately $600,000 per year.


At the last shareholders meeting, Pedro Aroma III announced that the growth rate of AEI's earnings may possibly increase in the future based upon its new beverage supply contract with the international beverage company, New Age Beverages.  It is not yet known how much additional profit will be realized because of the contract, and the contract is terminable upon 30 days notice by New Age in the event that New Age is not satisfied with the product or services being supplied by AEI.


AEI has two factories which produce the Company's flavor and fragrance products, one located in St. Louis, Missouri (which is owned by AEI) and the other located in Indianapolis, Indiana (which is leased).  Each of the factories employ about 120 employees, and the employees at both facilities are represented by a Union, the International Brotherhood of Fragrance Workers.  While relationships with employees have been generally good, there are two pending lawsuits brought by employees alleging that the Company has permitted a hostile work environment in violation of laws against sexual harassment.  


A byproduct of the production of AEI's products is a petroleum based product which the Environmental Protection Agency has determined to be hazardous and requires special handling and disposal.  AEI is aware of this potential problem, but has never performed environmental testing at its facility to determine whether there is any residue of the byproduct at its facilities.


Taste and Smell, Inc. ("TSI") is the primary competitor of AEI, and competes for many of the same customers as AEI.  TSI has about $120 million in annual sales, but is only slightly more profitable than AEI.  In particular reference to the supply of fragrances used in cosmetics, such as hand lotions, there are eight competitors, with TSI having a 32% market share, AEI having a 20% market share, and the remaining six fragrance suppliers approximately equally sharing the remainder of the market.


The President of and majority shareholder of TSI, Mark Acquire, has been approached by a number of the shareholders of AEI expressing their interest in TSI possibly acquiring AEI's business so that they can realize the value of their AEI stock.  The AEI shareholders have explained to Mark that many of the Aroma cousins, while holding a substantial interest in AEI, do not have much wealth outside of their AEI stock.  Having spoken to investment bankers, the AEI shareholders have determined that they could realize value in their AEI stock by either selling the Company to TSI or another flavor/fragrance company, or by having AEI "go public" and engage in an initial public offering of AEI stock (so that their stock will be saleable on the public stock market).  The AEI shareholdes want to compare the possible offer that TSI may make for the Company to other alternatives, taking into account the financial, business and tax effects of each alternative transaction.  In order to entice Mark to make an offer to purchase the Company, they have given Mark the above information about AEI.


Mark Acquire is intrigued by the possibility of acquiring TSI's chief competitor.  In addition to eliminating a competitor, Mark believes that there are synergies and cost savings that can be realized in combining the two businesses.  In particular, Mark believes that he can consolidate some of the redundant manufacturing functions of the two businesses by closing AEI's St. Louis plant, thereby realizing cost savings of about $2 million per year.  


The business attorney for AEI and its shareholders is Tom Seller.  Tom is an experienced mergers and acquisitions attorney, and is capable in picking out issues and advising his clients regarding the tax and structural issues involved in an acquisition or sale of a business.  The AEI shareholders have suggested that the discussions concerning the possible acquisition of AEI be conducted through Tom Seller.


Mark Acquire and the AEI shareholders have each consulted investment bankers, who have stated that flavor and fragrance companies are generally valued on the market at an enterprise (i.e., debt free) basis of seven times EBITDA.  The only publicly traded fragrance company, International Smells, has its stock trading at ten times its net after tax income.


TSI is somewhat highly leveraged because it borrowed money to effectuate a buy out of its minority shareholders a few years ago.  As a consequence, TSI's only has the capacity to borrow about $20 million based upon TSI's balance sheet and cash flow.


You are the business attorney representing TSI.  Mark Acquire has told you about his discussions with the AEI shareholders, and has asked your advice concerning a possible acquisition transaction involving AEI.  Mark has explained that he wants to resolve all of the possible deal issues "up front", so that the parties don't expend wasted time and money before all of the significant issues are determined.  Mark has never acquired a business, and is depending on your advice concerning all aspects of the transaction.  Because Mark believes that there could be other possible suitors for AEI's business, and because he does not want AEI to "go public", he wants TSI's offer for AEI to be palatable to AEI, its shareholders and their counsel, Tom Seller.  At the same time, he wants to make sure that TSI obtains what it expects out of the acquisition without undue risk.

The Examination Question:


Mark Acquire has asked you for a memorandum which gives your analysis of the issues and your suggestions regarding the possible transaction for the acquisition of AEI's business by TSI based upon the above facts.  In particular, Mark Acquire has requested that your memorandum:  

· Address the alternative structures of the transaction and the purchase price, taking into account the financial, business and tax effects of such suggestions and alternatives, and the potential benefits and detriments of each such suggestion or alternative  

· Suggest the various steps, conditions and requirements for the completion of the transaction, and describe the contractual provisions and actions that you suggest with respect to each of such steps, conditions and requirements.

· Anticipate negotiating issues likely to be involved in the acquisition from both the perspective of TSI and the seller.  In that regard, you should identify key provisions of the acquisition agreement that you believe will be important issues in regard to the transaction, based upon the above facts.

· Give suggestions and raise anticipated issues involved in TSI's financing the possible transaction

· Make suggestions and identify possible issues involved in the realization of the possible synergies in combining the two businesses

· Identify the means by which TSI will be protected from any possible liabilities of AEI, except for those contained on AEI's balance sheet.

· Anticipate the response of Tom Seller, as capable counsel for AEI and its shareholders, to each of the alternatives, suggestions and issues raised by your memorandum.


From your prior experience with Mark Acquire, you realize that he does not like long tedious memos, and would prefer that your memorandum identify the issues and points in succinct language.  Mark does not want to read the actual provisions of an agreement; he merely wants you to identify the contract issues, from both the perspective of the buyer and seller, that would be involved in those suggested provisions.  Mark requires that all memoranda be typed, in at least 12 point type.  The memorandum should not exceed ten letter-sized single typed pages, with standard one-inch margins.
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