
tressed capital markets are spurring 

many companies to seek alternative 

sources of financing, including PIPEs 

(Private Investments in Public Equity) 

and related products. Many larger and 

investment grade companies can still access 

public markets - albeit at inferior pricing 

as compared to prior to the coronavirus 

pandemic - but some smaller, medium sized 

and speculative grade companies (and those 

with no credit rating) may find it more 

difficult, inflexible, time consuming or even 

impossible to issue bonds or raise equity in a 

conventional manner. The Harvard Law School 

Forum on Corporate Governance in its 2017 

paper titled The Economics of PIPEs reported 

that, ‘firms raising funds through PIPEs 

tend to be small, with 93% of common stock 

PIPE issuers having a market capitalization 

below $1 billion’. In stressed markets, larger 

companies have jumped in.  

The volume of US PIPE issuance is also rising 

because the need for alternative financing is 

somewhat counter cyclical. It peaked at circa 

$120bn in 2008, and has been less than $45bn 

every year between 2009 and 2019, with the 

highest volumes seen in 2012 and 2016, after 

two minor credit market routs: the European 

sovereign crisis in 2011 and the mainly 

energy-related widening of credit spreads 

seen in 2015. PIPEs are now picking up again, 

with 2020 year to date issuance as of April 

ahead of 2019. 

Customised deal structures 
A private deal can provide more flexibility for 

both sides in negotiating terms. PIPEs and 

credit deals can offer investors the chance 

to buy equity at a discount, and/or obtain 

a premium yield on debt. Conversely, some 

PIPEs can even command a premium and/or 

reduce interest costs for issuers, especially 

where they include equity kickers such as 

warrants, and/or creditor protections from 

being higher up in the capital structure. 

“This can result in pricing and terms being 

attractive to companies and investors,” says 
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Ele Klein, Schulte Roth & Zabel partner who 

heads the firm’s top-ranked PIPE practice and 

serves as co-chair of the global Shareholder 

Activism Group and as a member of the firm’s 

Executive Committee. The Harvard Law School 

Forum paper reported that the combination of 

discounts and warrants means, ‘Over the year 

following the issuance, PIPE investors average 

a 12.1% abnormal return relative to firms 

with similar characteristics’. 

For now, most deals involve common stock, 

but Klein expects to see “more deals involving 

equity linked securities such as convertible 

preferred stock and convertible bonds over 

time, and more appetite for building senior 

and secured structured deals higher up the 

capital structure”. 

Equity issuance prices, conversion prices or 

warrant prices can be fixed or variable and 

resettable. Where they vary, there can be 

floors or caps. These fluctuations are one way 

to reduce investors’ equity market exposure. 

“Funds following arbitrage or market neutral 

strategies can structure deals that allow for 

equity hedging, or even embed hedges in the 

structure. Some 144A deals are structured so 

that the company issues a convertible bond 

and equity at the same time as a hedge,” 

explains Klein.

Other provisions can also be customized. 

Dividend or coupon payments could be cash 

pay - or payment in kind (PIK), accumulating 

more debt typically to be repaid at maturity. 

“Deals based on registration statements 

generally do not involve lockups. Some 

deals involve restricted stock, which might 

be functionally locked up for 3-12 months 

because of registration requirements. Such 

equity will normally be valued at a discount 

until it becomes freely tradable,” says Klein. 

Faster capital 
Investors might need to wait some months to 

monetise their positions, but some companies 

cannot afford to. Time is of the essence 

for firms that have seen revenues drop 

precipitously or even disappear, and that 

could be close to breaching debt covenants, 

in the wake of the Covid-19 crisis. PIPE 

structures can raise emergency cash very 

quickly: “an overnight deal can be possible 

(though an existing registration statement 

is needed to do freely tradable stock). This 

is much faster than roadshows, which can 

take weeks or months,” points out Klein. 

Pure PIPEs and 144A deals make use of an 

exemption under the Securities Act of 1933 

while “Registered Direct” (RD) deals or 

“shelf takedowns” use a shelf registration 

statement.

PIPEs can also be faster when they do not 

need to be offered to all shareholders. The 

UK has recently seen over a dozen deals after 

disapplying preemption rights for equity 

issuance up to 19.9% of a company’s capital; 

the US has never statutorily had preemption 

rights and has not necessarily required 

shareholder approval for issuance up to 

20%. More sizeable US PIPEs have recently 

been expedited by one exchange relaxing its 

requirements; “..the NYSE requirement for 

shareholder approval for certain issuances, 

has been partly waived until June 30, 

and this is likely to be extended if current 

conditions continue,” says Klein. “Most deals 

are being done on the NYSE or Nasdaq, but 

they could be done on the OTC or Pink Sheet 

markets. Some overseas companies with a 

US listing, including Canadian and Chinese 

firms, may also use PIPEs,” he adds.

In any case, there are ways to structure deals 

around these requirements. For instance, a 

financial hardship exemption can be availed 

of to bypass shareholder approval, and Klein 

expects that a growing number of firms will 

exploit this.

PIPEs also provide another capital raising 

avenue for companies that might be 

temporarily restricted from other sorts of 
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offerings for e.g. if Covid-19 is delaying their 

public reporting; RDs require that firms are 

up to date with SEC reporting. (In the UK, 

the FCA regulator has actually requested that 

firms delay reporting dates by two weeks 

to allow them to account for the impact of 

Covid-19.)

A wide spread of asset managers and 

accredited investors are taking advantage of 

these opportunities. Almost any equity fund, 

hedge fund, and private equity or venture 

capital fund, could subscribe for PIPEs. There 

are a few dedicated PIPE funds while a variety 

of other hedge fund strategies, including 

activists, convertible arbitrage, credit and 

multi-strategy funds, may selectively and 

opportunistically invest in PIPEs.

Activists
Klein is renowned for heading up SRZ’s 

leading activist practice. “Most PIPE deals 

are passive investments, but activists bring 

not only capital but also knowledge and 

expertise: as in the 2019 Papa John’s deal 

with Starboard Value, which named Starboard 

CEO, Jeffrey Smith, as Chairman of Papa 

John’s, providing leadership as well as capital. 

Every situation is different. Activists may seek 

protective provisions, such as a board seat or 

covenants,” explains Klein.  

PIPEs can feature on both sides of an activist 

battle. As lower equity valuations might 
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attract more M&A, some companies are 

putting in place “poison pills” to deter 

acquirors. PIPEs can be used by companies, 

including cash-rich firms, as part of their 

defence tactics to try and fend off a hostile 

takeover.

Distressed debt
The pandemic might result in the biggest 

distressed debt cycle since 2008 and PIPEs 

could play a role here as well. “Companies 

going through bankruptcy and insolvency 

processes can also sometimes raise capital 

through PIPEs, subject to the approval of 

courts, though it is complicated to put in 

place protections to do such deals on a 

priority basis,” says Klein. “In more troubled 

companies, investors may seek collateral, 

restrictive covenants, put rights and event 

of default redemptions,” he adds.

US Government 
Whether and where the US Government 

might fit into alternative financing 

remains to be seen. “In some cases, if 

the Government is providing substantial 

bailouts it may remove the need for 

alternative financing. In other cases, it is 

too early in the process to see how and 

where the Government takes equity or 

loans”, says Klein.

“Overall, PIPE deals can be a win-win 

situation for everyone,” Klein sums up. THFJ

2

October 2018

2

2

aggregate client orders while accommodating 

differing arrangements regarding the payment 

for research that will be required under MiFID 

II. After MiFID II goes into effect, some clients 

within a given aggregated order may pay 

total transaction costs that include the cost 

of execution as well as research services, 

while other clients may pay different amounts 

in connection with the same order (i.e., for 

execution only) because of varying research 

arrangements or because the investment adviser 

elected to pay part or all of the research expenses 

for such clients with its own funds. 

This no-action letter allows investment advisers 

to continue to aggregate client orders while 

accommodating differing research payment 

arrangements, provided that:

•  The investment adviser implements procedures 

designed to prevent any account from 

being systematically disadvantaged by the 

aggregation of orders; and 

•  Each client in an aggregated order will continue 

to pay/receive the same average price for the 

purchase or sale of the underlying security and 

will pay the same amount for execution.

Division of Trading and Markets No-
Action Relief
The third no-action letter4 allows an investment 

adviser that pays for research through an RPA to 

continue to rely on the safe harbor provided by 

Exchange Act Section 28(e) when the investment 

adviser makes payments for research to an 

executing broker out of client assets — alongside 

payments to the executing broker for execution 

— with the research payments credited to an RPA 

administered either by the executing broker or 

a third-party administrator. This no-action relief, 

however, will only apply if the following four 

conditions are satisfied:

•  The asset manager makes payments to the 

executing broker-dealer out of client assets for 

research alongside payments through an RPA to 

that executing broker-dealer for execution;

Implications
While the steps taken by the SEC no doubt 

temporarily reduce the burden on US broker-

dealers and asset managers of complying 

with MiFID II, preserve investor access 

to research, and accommodate the EU’s 

changes without materially altering the US 

regulatory approach, it remains to be seen 

whether this interim approach to addressing 

conflicting US and EU requirements will be 

viable in the long run. 

In addition, investment advisers subject 

to SEC regulations that will be directly or 

indirectly covered by MiFID II will have to 

finalize any needed amendments to their 

expense review and allocation policies to 

confirm that they satisfy MiFID II as well as 

the new conditions and expectations set 

forth by the SEC and European Commission 

guidance. THFJ
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•  The research payments are for research 

services that are eligible for the safe harbor 

under Exchange Act Section 28(e);

•  The executing broker-dealer effects the 

securities transaction for purposes of 

Exchange Act Section 28(e); and

•  The executing broker-dealer is legally 

obligated by a contract with the asset 

manager to pay for research through use of 

an RPA.

European Commission Views
In a coordinated action, the European 

Commission published FAQ guidance addressing 

two concerns surrounding the application of 

MiFID II to EU asset managers and non-EU 

managers contractually required to comply 

with MiFID II unbundling rules (“Third-Country 

Delegates”) when they obtain research from 

third-country (i.e., US and other non-EU) broker-

dealers. 

The European Commission issued the following 

welcome clarifications:

•  EU managers and Third-Country Delegates 

may continue making combined payments for 

research and execution as a single commission 

to third-country broker-dealers, as long as 

the payment attributable to research can 

be identified separately. To this end, EU 

managers and Third-Country Delegates that 

operate an RPA for research payments must 

maintain a clear audit trail of payments 

to research providers and must be able to 

identify the amount spent on research with a 

particular third-country broker-dealer; and 

•  In the absence of a separate research invoice 

from a third-country broker-dealer, the EU 

manager or Third-Country Delegate should 

consult with the broker-dealer or other third 

parties with a view to determining the charge 

attributable to the research. In this case, the 

manager must also ensure that the supply 

of and charges for those benefits or services 

should not be influenced or conditioned by the 

levels of payment for execution services. 

FOOTNOTES

1.  Securities Industry and Financial Markets 
Association (Oct. 26, 2017) [SEC No-Action 
Letter].

2.  Section 202(a)(11)(C) of the Advisers Act 
generally excludes from the investment 
adviser definition any broker or dealer who 
performs investment advisory services (i.e., 
who, for compensation, engages in the 
business of advising others, either directly or 
through publications or writings, as to the 
value of securities or as to the advisability of 
investing in, purchasing, or selling securities, 
or who, for compensation and as part of 
a regular business, issues or promulgates 
analyses or reports concerning securities) and 
whose performance of such services is solely 
incidental to the conduct of his business as a 
broker or dealer and who receives no special 
compensation therefor.

3.  Investment Company Institute (Oct. 26, 
2017) [SEC No-Action Letter].

4.  Asset Management Group of the Securities 
Industry and Financial Markets Association 
(Oct. 26, 2017) [SEC No-Action Letter].

FOOTNOTES

[1]  Available here, https://www.sec.gov/litigation/complaints/2018/

comp-pr2018-190.pdf.

[2]  On July 27, 2018, Ligand was sued for $3.8 billion by investors in 

eight funds. This followed multiple class-action lawsuits, alleging 

securities fraud, filed against Ligand beginning in 2016.

[3] 15 U.S.C. § 78j(b).

[4]  17 C.F.R. § 240.10b-5(a)-(c). Rule 10b-5(a), (b) and (c) prohibits any 

act or omission resulting in fraud or deceit in connection with the 

purchase or sale of any security.

[5] 15 U.S.C. § 80b-6(4).

[6]  17 C.F.R. § 275.206(4)-8. Section 206(4) of the Advisers Act prohibits 

an investment adviser from, directly or indirectly, engaging in any 

act, practice, or course of business that is fraudulent, deceptive, or 

manipulative. Rule 206(4)-8(a)(1) prohibits an adviser to a pooled 

investment vehicle from making any untrue statement of a material 

fact or omitting to state a material fact necessary to make the 

statements made, in the light of the circumstances under which they 

were made, not misleading, to any investor or prospective investor in 

the pooled vehicle.

[7]  Investor alert available here, https://www.investor.gov/additional-

resources/news-alerts/alerts-bulletins/updated-investor-alert-

social-media-investing-0. See also SEC v. Craig, where the defendant 

manipulated the share price of two publicly traded companies by 

tweeting false and misleading information. Available here, https://

www.sec.gov/news/pressrelease/2015-254.html. See also SEC 

v. McKeown and Ryan, where the defendants used their website, 

Facebook and Twitter to pump up the stock of microcap companies 

and later profited by selling the shares of those companies. Available 

here, https://www.sec.gov/litigation/litreleases/2010/lr21580.htm.

[8]  Available here, https://www.fbo.gov/index.php?s=opportunity&

mode=form&id=cb35eb83b39b56d47aa531bd800dfcac&tab=co

re&_cview=0.


