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German Biotechs Embrace Reverse Mergers

New Transaction Model Attractive
to Companies that Are Seeking to Go
Public in the United States

Henning Mennenoeh, Peter Kohl, and
Wolfgang Kircher

any private German biotech com
panies are facing difficulties rais-
ing capital. In Germany, venture
capital is increasingly only available to a
small number of companies that receive rela
tively large funding. An IPO is an option to
few German late-stage companies. Many dif

nunc-
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As a result, German
biotechs are finding pub-
lic listings in more estab>-
lished markets increas-
ingly attractive. GPC
Biotech (www.gpc-
biotech.com), for
instance, is not only list-
ed in Germany but also
on NASDAQ. Other German biotech compa:
nies have explored creative transaction struc
tures, like the reverse merger into a publicly
held U.S. company, as a way to access U.S. cap
ital markets. Over the last year, this transaction
model has presented itself as an attractive model

ficulties and uncertairt
ties are none-the-less
associated with such
IPOs in Germany
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where low valuations and lack of oversub-
scription have been common problems.
Follow-on financings also prove more diffi-
cult in Germany than in countries with fur-
ther developed capital markets like the U.S.
or the UK.
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for German biotechs seeking to go
public in the U.S.

In May, private German biotech
company Micromet was formally
taken over by publicly held U.S.
biotech company CancerVax by way
of a reverse merger, creating a new
transatlantic, NASDAQ-listed
biotech company that was renamed
Micromet (Wwwv.micromet-inc.com)
and will be led by Micromet's CEO.
The new company’s drug develop-
ment pipeline focuses on oncology
and autoimmune and inflammatory
diseases. Although Micromet was
legally taken over by CancerVax, its
shareholders actually control the
new combined company, having
received 67.5%6 of the shares.

Advantages

There are several potential
advantages of a reverse merger for
a German biotech company.

Access to U.S. capital markets
facilitates raising capital. Asa U.S.-
listed company, the German
biotech will gain access to the U.S.
public capital markets for follow-
on financings.

In the current climate, large mar
ket capitalization companies in
Europe typically have sufficient lig
uidity on their home-country stock
exchanges, such as the Deutsche
Borse, to satisfy their needs. In con
trast, growth companies, such as in
the biotech sector, rely more heavily
on liquid markets (i.e., stocks with
high average daily trading volumes),
a strong technology-focused
investor base, and a well-established
legal and regulatory framework to
support their growth and permit
smooth exits for their investors.

Unfortunately, the German stock
market currently lacks the critical
mass to meet these needs of a grow
ing biotech company. Therefore,
the regulatory burdens that often
result from a U.S. listing are unlike-
ly to act as a deterrent for a German
biotech seeking to raise capital.

U.S. listing enhances share lig
uidity and creates potentially high-
er valuation. Although a German
biotech company may list its shares
as a foreign private issuer in the
U.S., many financial advisors
believe the public flotation of a
U.S. entity as opposed to a straight
flotation of shares of the non-U.S.
entity will enhance valuation and
U.S. investor acceptance.

Furthermore, some large U.S.
institutional investors are prohibit
ed by their organizational docu-
ments or regulatory restrictions
from investing in non-U.S. compa
nies. Allowing access to these
investors may result in greatly
improved demand for the compa-
ny’s shares and potentially
enhanced valuation.

Cash balance may add fresh capi-
tal to the company. A reverse merger
is particularly attractive for a
German biotech company interested
in a U.S. public listing if the U.S.
partner brings a considerable amount
of fresh capital to the combined com



pany. In the Micromet/CancerVVax

case, for example, CancerVVax had a
cash balance of approximately
$40-50 million, which the company
can now use to accelerate the devel

opment of its drug candidates and to
expand its drug pipeline.

It is true that there are potential
risks of unwarranted dilution as a
result of paying a significant premi-
um to the cash value of the target or
purchasing unrelated assets of limit
ed value. But these risks will more
often than not be outweighed by
the biotech’s access to fresh capital.

Product Portfolios

Additional product candidates
may expand existing portfolio.
Similarly, the attractiveness of
reverse mergers for German
biotechs may further be increased if
the U.S. partner brings in additional
product candidates that broaden
the product portfolio. In the case of
the Micromet/ Cancer\Vax merger,
CancerVax provided the combined
company with an additional pre-
clinical antibody program that
strengthened Micromet’s existing
pipeline of drug candidates.

Exit opportunity is created for
old investors. For shareholders in
German biotech companies, partic
ularly venture capital houses, the
reverse merger is a new way to
reach an exit. This aspect should
not be underestimated, as other
exit routes like IPOs and trade
sales have become increasingly dif
ficult in the German market.

It is not surprising that discus-
sions about a possible reverse
merger are often initiated by ven-
ture capital firms with sharehold-
ings in German biotech companies.
They are particularly attracted by
the prospect of getting the valua-
tion of their portfolio companies
to a level that rewards them for
their investments and opens the
way to a profitable exit.

A trade sale of an entire business
or merger under, for example,
Delaware law is attractive as it
allows for an approval by a simple
majority vote of stockholders, while
German law requires a 75% majork
ty of the votes cast. The ability under
Delaware law to easily squeeze out
minority investors not desiring to sell
is another significant selling point to
any potential acquirer.

Furthermore, familiarity of the
buyer with the legal issues, docu-
mentation, and due diligence of a
U.S. target company will certainly
enhance the likelihood of conclud-
ing a successful exit with a would-
be U.S. purchaser.

A U.S. listing is particularly
attractive to German biotech com
panies because it can offer several
options for obtaining follow-on
financings that would, in most
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cases, not be as readily available on the
German market.

Avoiding pre-emption rights and share-
holder approvals. The board of directors of a
German company generally can issue new
shares, either in a follow-on public offering
or in a private placement, only after having
first obtained shareholder approval and
waivers of shareholder pre-emption rights.
This is significantly more burdensome and
time-consuming than in the U.S., where the
management can complete a follow-on equity
fundraising quickly to take advantage of
favorable market opportunities.

Private investments in public equity
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(PIPEs). While U.S. PIPE offerings can
often be executed quickly and privately
(without advance publicity), and the pur
chase price payable by the investor is often
significantly below the market price of the
biotech company’s shares, German law is
less flexible.

It does not provide comparable special
rules on the issuance of shares to institu-
tional investors, and a share issuance at a
discount of more than 3-5% below the
market price is not possible, due to the
requirement under German law that the
issue price must not be substantially below

Better-developed market for convertible
bonds. Although convertible bonds are avail
able both under U.S. and German law,
Germany has a less well-developed market for
them, while U.S. investors typically have a deep
understanding of these instruments. In addi-
tion, complicated German legal procedures,
such as creating contingent share capital, have
restricted the market and therefore, the attrac-
tiveness of convertible bonds in Germany.

the stock’s fair market value.

Henning Mennenoeh is a partner at Hogan & Hartson in
Munich, Peter Kohl is a partner at Hogan & Hartson in
London, and Wolfgang Kircher is an associate at Hogan
& Hartson in Munich. Web: www.hhlaw.com. E-mail:
hmennenoeh@hhlaw.com.
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