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The contingent value right (“CVR”), an in-
strument in which an acquiror commits to pay 
additional consideration to a target company’s 
shareholders upon occurrence of specified pay-
ment triggers, has long been a creative structuring 
tool for M&A dealmakers.2 Beginning in the late 
1980s, CVRs were used in several high-profile 
transactions in order to guarantee the value of 
shares received as merger consideration. In recent 
years, CVRs have been used more frequently to 
bridge valuation gaps relating to uncertain future 
events, such as whether a milestone (for example, 
receipt of FDA drug approval) will be achieved, 
the level of future sales of a business or a product, 
or results of specific events such as a litigation or 
an asset sale. The recently announced $20 billion 
acquisition of Genzyme by Sanofi-Aventis, which 
began as a hostile deal and involved a CVR tied 
to FDA approval and a number of production 
and sales milestones, is the largest deal ever to use 
such a CVR. Despite a resurgence in recent years, 
CVRs are still a rarely used tool in large pub-
lic transactions, in part due to their complexity 
and risks. However, they are an important deal 
technique, which can assist M&A dealmakers in 
solving valuation and deal risk issues. This article 
seeks to navigate the M&A practitioner through 
the intricacies of the CVR structure, highlighting 
both the potential advantages and the pitfalls.

The Anatomy of the CVR
Although CVRs are customizable contractual 

instruments that have been used to address a 
wide range of issues, it is worthwhile to focus on 
some of the key features that are most often seen 
in the two main types of CVRs: price-protection 
CVRs, which give downside protection to target 
shareholders with respect to the value of shares 
issued as consideration in the transaction; and 
event-driven CVRs, which may give additional 
value to target shareholders depending on speci-
fied contingencies.

Price-Protection CVRs
Price-protection CVRs are used in transac-

tions in which the consideration includes publicly 
traded securities, generally acquiror’s stock. The 
purpose of this type of CVR is to provide assur-
ance to the target’s shareholders as to the value of 
the consideration over some post-closing period. 
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These CVRs typically provide for a payout equal 
to the amount, if any, by which the specified tar-
get price exceeds the actual price of the reference 
security at maturity of the CVR, making their val-
ue inversely related to the price of the underlying 
security. Such value protection, which is similar to 
a put option granted to target stockholders, rep-
resents additional value for target shareholders. 

Price-protection CVRs made their first high-
profile appearance in Dow Chemical’s acquisition 
of approximately 67% of the shares of Marion 
Laboratories and combination of Marion and 
Dow’s pharmaceutical division, Merrell Dow, in 
1989. In that transaction, shareholders of Marion 
(renamed Marion Merrell Dow) received CVRs 
issued by Dow whose value was tied to the per-
formance of Marion Merrell Dow’s shares. The 
Dow Chemical/Marion transaction (like the 1990 
Rhone Poulenc/Rorer Group transaction) was 
unusual in that the reference security was the 
common stock of the target, which remained a 
separate public company, in contrast to the more 
typical situation where acquiror shares are the 
reference security.

The price-protection CVR rose to prominence 
with its use to decide the epic takeover contest 
between Viacom and QVC for control of Para-
mount Communications in 1993 and 1994. Af-
ter several rounds of bidding, in which each of 
Viacom and QVC had proposed transactions 
including cash and stock consideration, Viacom 
tipped the scales in its favor with the addition of 
a CVR that offered Paramount shareholders an 
additional payment to the extent that the market 
value of Viacom stock was less than specified tar-
get prices on the first, second or third anniver-
sary of the closing (at Viacom’s election). Viacom 
also used a CVR in its purchase of Blockbuster in 
1994, offering Blockbuster shareholders the right 
to receive up to an additional 0.13829 of a share 
of Viacom Class B common stock, with the exact 
fraction dependent on the market prices of Via-
com Class B common stock during the year fol-
lowing the closing. Price-protection CVRs have 
also been used in recent years, although their use 
has been less frequent than the event-driven vari-
ety described below. 

Target Price, Caps & Maturity Dates. Typi-
cally, the CVR has a maturity of one to three 
years, and at maturity the holder receives a pay-
ment of either cash or securities, subject to a cap, 
if the market price of the acquiror’s stock is be-
low a “target price.” For example, in the Viacom/
Paramount deal, the package of consideration 
received for each Paramount share included, 
among other things, 0.93065 of a Viacom CVR 
per share. Viacom was required to pay holders of 
the CVRs the amount, if any, by which the target 
price exceeded the “current market value” at the 
maturity date, which was defined as the median 
of the averages of the closing prices of Viacom 
shares during each 20 consecutive trading-day pe-
riod that both began and ended in the 60 trading 
days immediately preceding (and including) the 
maturity date.3 The target price has typically been 
set above the pre-announcement trading price of 
the securities to which the CVR is tied, thereby 
effectively guaranteeing some level of price ap-
preciation, but it could also be at or below the 
preannouncement price. Price-protection CVRs 
typically also include a “floor price,” which caps 
the potential payout under the CVR if the mar-
ket value of the reference shares drops below the 
floor and thus acts as a “collar.” For example, in 
the Viacom/Paramount CVR, the first-year floor 
price was $36, meaning that the maximum pay-
out to CVR holders would be $12 ($48 target 
price minus $36) because any share price below 
$36 effectively would be treated as if it were $36 
for this purpose. Floor prices vary, but have often 
been set at 25-50% discounts to the target price.

Sometimes, as protection against short-term 
fluctuations in share prices, a CVR provides 
that the acquiror may extend the maturity date. 
Typically, any such extension carries with it an 
increase in the target price and the floor price (of-
ten in the range of 5-10% per year). For example, 
in the Viacom/Paramount CVR, Viacom had the 
right to extend the maturity date two separate 
times, in each case by one year. But whereas at 
the first maturity date, the target price was $48, 
it rose to $51 on the second maturity date and to 
$55 on the third. Similarly, the floor price rose 
from $36 on the first maturity date, to $37 on the 
second and to $38 on the third. While Viacom 
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did not exercise this extension right, issuers tend 
to like the option, which can, if exercised, send a 
bullish signal to the market. 

Cash vs. Stock. A threshold issue in any CVR 
negotiation, irrespective of the nature of the pay-
ment trigger, is whether the CVR will be payable 
in cash and/or securities. If a CVR is to be settled 
in stock, the parties also will need to determine the 
valuation of the shares issuable at settlement. The 
shares are usually valued pursuant to a formula 
based on trading prices (which may, in the case 
of a price-protection CVR, be the same formula 
used to determine the “current market value” 
for purposes of determining whether payment 
is due) or, much less frequently, a predetermined 
price.4 Occasionally, parties include a mechanism 
(similar in effect to the “floor” concept discussed 
above) that limits the number of shares issuable 
on settlement of the CVR to protect against dilu-
tion in the case of a large stock price drop.

In order to provide additional flexibility, the ac-
quiror may be given the right to settle the CVR 
in either cash or stock, at its election.5 In the Via-
com/Paramount CVR, Viacom not only could 
elect between cash and stock, but could use any 
type of Viacom securities. 

Redemption and Early Termination Provi-
sions. Some CVRs permit the issuer to redeem the 
CVRs, usually at a price equal to the target price 
less the current market price of acquiror shares 
as of the redemption date, discounted back from 
the maturity date. Although an issuer may prefer 
the optionality of being able to redeem the CVRs, 
exercising that right may, depending on the stated 
discount rate, send a bearish signal on expected 
future price appreciation.

Price-protection CVRs also sometimes have 
early termination provisions, which provide for 
the CVRs to expire automatically in the event 
that the current market value of the acquiror’s 
stock exceeds the target price (or some higher 
price) during the measurement period.6 To pro-
tect the holders of CVRs against short-term price 
appreciation, the early termination provision is 
often structured to require sustained price appre-
ciation (for example, over a period of 30 consecu-
tive trading days).

While less common, a redemption or early-ter-
mination feature can also be included in an event-
driven CVR. For example, the Sanofi/Genzyme 
CVR included a redemption option for Sanofi 
in the event that the CVR traded below a speci-
fied price and certain sales milestones were not 
met, with the redemption price being the volume-
weighted average CVR price over a specified for-
ty-five trading period prior to redemption.

Prohibition on Share Repurchases. Price-pro-
tection CVRs also typically will restrict the issuer 
and its affiliates from purchasing the issuer’s own 
stock (and, occasionally, hedging activity) during 
the valuation period, in order to limit the poten-
tial upward pressure on acquiror stock that could 
lessen the value of the CVR, but typically repur-
chase announcements have not been restricted.

Protections Against Extraordinary Transac-
tions. Price-protection CVRs often provide that 
certain sale transactions by the CVR issuer, such 
as certain mergers or a sale of substantially all of 
its assets, require the issuer to make an early set-
tlement of the CVR obligation by paying to CVR 
holders the difference, if any, between the target 
price (discounted back for this purpose from the 
scheduled maturity date to the date of the disposi-
tion) and the value of the consideration received 
in the transaction (or the floor price, if greater). 
CVR agreements also typically prohibit the CVR 
issuer from engaging in certain mergers or in a 
sale of substantially all of the assets unless the 
successor entity assumes the CVR obligations.

Anti-dilution Adjustments. Because price-pro-
tection CVRs are tied to the market value of ac-
quiror shares, such CVRs typically include provi-
sions that adjust the target and floor prices upon 
certain events relating to the acquiror’s shares, 
such as a stock dividend or stock split and, in 
some cases, certain mergers. In the case of a CVR 
that may be settled in stock, a stock-for-stock 
merger might also result in an adjustment of the 
securities issuable at maturity of the CVR. Any 
adjustment triggered by a stock-for-stock merger 
would, of course, need to be harmonized with a 
provision requiring the issuer to make an early 
settlement of the CVR obligation upon certain 
mergers, if one is included. CVR agreements do 
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not, however, typically provide for an adjustment 
in the event of a below-market issuance.

Event-Driven CVRs
In recent years, CVRs have more frequently 

been used by acquirors and targets as a means of 
bridging a valuation gap with respect to a con-
tingency. For example, such CVRs have included 
payouts dependent on financial performance met-
rics, achieving milestones such as FDA drug ap-
proval or receiving royalty payments, or proceeds 
from litigations, sales of assets or tax refunds, 
among other triggers.7 CVRs of this type have 
been particularly common in health care and 
biotech M&A deals, accounting for more than a 
majority of all such uses. The prevalence of event-
driven CVRs in the healthcare and biotech indus-
tries is explained by the disproportionate impact 
that even a single successful drug could have on 
the valuation of the target, and because such com-
panies are familiar with the use of milestones in 
commercial arrangements, such as licensing and 
R&D agreements. For example, Sanofi-Aventis’ 
recent agreement to acquire Genzyme for $20 
billion and Celgene’s 2010 agreement to ac-
quire Abraxis BioScience for $2.9 billion both 
employed CVRs with payments dependent on 
achieving certain drug-related milestones. In the 
Sanofi/Genzyme transaction, each CVR provided 
for additional payments (up to an aggregate of 
nearly $4 billion) based on FDA approval, a pro-
duction milestone and four different product sales 
milestones.

Event-driven CVRs can be structured to relate 
either to contingent assets or to contingent li-
abilities. For example, a CVR that provides for 
additional payments based on proceeds from a 
lawsuit against a third party may be viewed as 
a pass-through of a contingent asset.8 In con-
trast, a CVR also can be structured to address a 
contingent liability, such as a pending litigation 
against the target, by setting aside value to cover 
any eventual liability. For example, the target’s 
shareholders can be issued CVRs that provide for 
payment of a sum that decreases with the size of 
the ultimate liability. A CVR structured in this 
manner would, however, require establishment of 

benchmarks for the expected amount or range of 
the potential liability, which may have a negative 
impact on settlement negotiations. Another po-
tential method of addressing a potential litigation 
liability is to issue CVRs to the acquiror’s share-
holders that would ultimately be settled with a 
number of shares that increases with the size of 
the ultimate judgment or settlement in the litiga-
tion, thus diluting the interest of former target 
shareholders. 

An event-driven CVR that is tied to financial 
performance metrics, such as EBITDA or reve-
nues, is effectively the public M&A version of an 
earn-out. For example, when Fresenius agreed to 
acquire APP Pharmaceuticals in 2008 for $23 per 
share in cash, it included a CVR that could deliver 
an additional $6 per share in cash, depending on 
whether APP’s aggregate EBITDA for 2008, 2009 
and 2010 (taking into account certain adjust-
ments in connection with asset sales) exceeded a 
specified threshold. 

Event Triggers. A key economic and legal term 
of an event-driven CVR is the definition of the 
payout trigger. For example, if the relevant trigger 
is FDA regulatory approval, the parties will need 
to specify whether approval given subject to con-
ditions (e.g., subject to including certain labeling) 
would still result in payment.9 The payment trig-
ger might also require that the regulatory approv-
al be granted for at least a specified time period. 

Some CVRs employ multiple triggers. For ex-
ample, the Sanofi/Genzyme CVR employed four 
separate product sales milestones that looked at 
drug sales both during specified periods and on 
a rolling basis (with some overlap permitted be-
tween two of the four triggers), in addition to two 
triggers based on FDA approval and production 
milestones. In Ligand’s 2009 agreement to acquire 
MetaBasis Therapeutics, separate CVR instru-
ments were used to reflect the separate triggers (in 
that case, four CVR agreements were used).

Another variable in the event-driven CVR is the 
duration, which depends on the nature of the trig-
ger and how soon after closing the contingency is 
expected to be resolved. CVRs tied to financial 
performance metrics or drug approval often use 
multi-year periods, with one to five years being 
common. In CVRs where regulatory approval 
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must be obtained before the product can be sold, 
the measurement period may not start until the 
approval is obtained or the first sale is made.

Determination of Amount of Payout. Another 
key economic term of an event-driven CVR is the 
formula for determining the amount of the pay-
out. Where the trigger depends solely on whether 
a milestone such as regulatory approval is met, 
the payout is often a binary event, although it can 
depend on other variables, such as timing of ap-
proval or attached conditions. Where variables 
tied to financial performance are incorporated 
into the trigger, the CVR might provide for a 
range of payments depending on the results (e.g., 
one of the Celgene/Abraxis CVR triggers provid-
ed for payment of 2.5% of annual net sales be-
tween $1 billion and $2 billion, an additional 5% 
of annual net sales between $2 billion and $3 bil-
lion and an additional 10% of annual net sales in 
excess of $3 billion). Earn-out CVRs might also 
include special rules for calculating the relevant 
measurement metric.

Support Obligations. Because an acquiror fre-
quently can influence the ultimate payout on an 
event-driven CVR (such as through its investment 
and marketing efforts), targets negotiating CVRs 
often add provisions designed to align incentives.

For example, where CVR holders are entitled 
to a large share of proceeds from a particular liti-
gation, the target may want to give the acquiror 
incentives to maximize such recoveries. One way 
to do so is to provide the acquiror an economic 
stake, which is why CVR agreements do not gener-
ally assign 100% of the litigation proceeds to CVR 
holders. Such CVRs also may impose a duty to 
prosecute the litigation in good faith with a view to 
maximizing the value of the proceeds. In addition, 
such CVRs often cede direct control over the day-
to-day conduct of the litigation as well as authority 
over whether to accept a settlement agreement to 
a representative of the CVR holders or to a group 
that includes such a representative.

In CVR instruments where the payout depends 
on FDA approval or other product development 
milestones, parties often require the acquiror to 
undertake a specified level of efforts to achieve 
the milestones. The consequences of not having 
such covenants were illustrated in the 2003 OSI 

Pharmaceuticals/Cell Pathways CVR, in which 
the payment trigger was tied to the FDA’s accep-
tance of applications for either of two drugs by 
a specified date; two years prior to the deadline, 
OSI stopped developing both products. A typical 
covenant is for the acquiror to use “commercially 
reasonable efforts” to continue development of 
a particular product. Another efforts standard 
sometimes used is “diligent efforts,” occasion-
ally with specific language defining this standard. 
The Sanofi/Genzyme CVR used both a specifi-
cally defined “diligent efforts” standard for some 
purposes as well as a “commercially reasonable 
efforts” standard for others. In other situations, 
issuers retain the “sole discretion” to make de-
cisions with respect to matters that may affect 
whether the CVR triggers are satisfied (as was the 
case, for example, in the Ligand Pharmaceuticals/
Pharmacopeia CVR).

Reporting Obligations and Audit Rights. Event-
driven CVR agreements may require the issu-
ing company to provide periodic reports to CVR 
holders of information relevant to the value of 
the CVR, such as the performance of the relevant 
operating segment, product line or loan portfolio 
on which the value of the CVR depends. For ex-
ample, in the Fresenius/APP CVR, Fresenius was 
required to provide “adjusted EBITDA” in detail 
(along with a reconciliation to a traditional GAAP 
measure) in its annual and quarterly reports filed 
with the Securities and Exchange Commission (the 
“SEC”). In the Sanofi/Genzyme CVR, Sanofi was 
required to make available (with the trustee and 
on its website), among other things, quarterly sales 
and production information.

In addition, in some cases, the CVR agreement 
expressly provides for audit rights. Acquirors 
often insist on clauses that limit the audit right, 
for example limiting it to once per year and upon 
reasonable notice; targets may request audit 
rights to extend for some period beyond the CVR 
measurement period. Further, the parties need to 
decide who pays for such audits. In the Celgene/
Abraxis CVR, for example, the parties agreed 
that holders of a majority of CVRs could request 
one audit per year, but that the requesting CVR 
holders would bear the cost of any audit (through 
a reduction in future CVR payments) unless the 
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issuer underpaid by more than 10%. In contrast, 
the Fresenius/APP CVR contained no limits on 
the number of audits, and allocated the costs of 
the audits to the issuer.

The Pros and Cons of CVRs
While the advantages and disadvantages of a 

CVR structure are best understood in the context 
of a particular transaction and largely depend on 
the type of CVR employed, there are several com-
mon themes that should be kept in mind when 
considering a CVR structure.

Potential Advantages
Valuation Gaps. As noted above, a key use of 

CVRs has been as a tool for bridging valuation 
gaps, especially in relation to a significant con-
tingency. In some cases the parties will be able 
to reach agreement on the appropriate valuation 
of a large part of the target business, but have 
fundamental disagreements as to the likely future 
value of a significant contingency. For example, 
after Sanofi-Aventis launched a hostile bid for 
Genzyme, it took months of negotiations over 
valuation before the parties bridged the gap with 
a CVR. As the CEO of Sanofi-Aventis noted, the 
parties agreed on 90 percent of Genzyme’s value, 
but “10 percent of $20 billion is a lot of money.”10

Increased Deal Certainty. A CVR also can pro-
vide an acquiror with protection similar to that of-
fered by a closing condition without threatening 
the overall transaction. For example, if an acquiror 
has concerns about the likelihood of a develop-
ment-stage drug receiving FDA approval or about 
the risk of an adverse judgment in a significant 
litigation, it might resist doing an acquisition until 
the contingency has been resolved, either as a con-
dition to signing or closing, which may be unac-
ceptable to the target. In this situation, a CVR can 
allow the parties to agree to a transaction without 
significant non-consummation risk. In addition, 
an acquiror may also be comfortable with more 
streamlined due diligence with respect to certain is-
sues when the value of certain contingent assets is 
made the subject of a contingent payout.

Financing Issues. Some parties may perceive 
financing-related benefits from the use of a CVR. 
First, by reducing the total consideration required 
for the payment at closing, the CVR can act as a 
form of deferred financing, which can be an ad-
vantage depending on the acquiror’s needs and 
ability to obtain financing on acceptable terms 
through other means. A related point is that the 
delay in payment in a price-protection CVR gives 
the acquiror’s management team time to realize 
value from synergies, which may reduce the odds 
that the CVR payment will be triggered. As Dow 
Chemical’s corporate director of mergers and ac-
quisitions explained when discussing the Dow 
Chemical/Marion transaction, Dow viewed the 
CVR, which provided for a cash payment if the 
trading price of the combined company’s com-
mon stock fell below specified levels, “as a non-
cash currency, which, in the event that Marion 
Merrell Dow’s stock appreciated, would not have 
to be paid off.”11

Market Perceptions. A CVR also can be benefi-
cial in terms of market perceptions. For example, 
a price-protection CVR can signal management’s 
confidence in the combined company’s future 
performance, as an acquiror’s agreement to use 
a CVR whose value increases inversely with its 
stock price is generally perceived to be a bullish 
signal. 

Potential Drawbacks
Execution Risks and Potential for Dispute. 

A key disadvantage to CVRs—and the likely 
reason for their relatively limited use—is their 
complexity. Because CVRs are highly structured 
instruments with many variables, a large num-
ber of legal and other issues can arise in their ne-
gotiation and implementation. CVR agreements 
are lengthy and involve many issues that require 
detailed negotiation and careful drafting, thus re-
quiring time and resources that can otherwise be 
devoted to other aspects of the deal. Moreover, as 
discussed in more detail below, the inclusion of 
CVRs as a component of the deal could impose 
requirements under the federal securities laws 
that potentially lengthen the timeline to closing. 
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The complexity noted above can lead to a re-
lated disadvantage—risk of potential litigation. 
One possible type of dispute and litigation ex-
posure involves claims that the acquiror did not 
use adequate efforts to cause satisfaction of the 
CVR trigger conditions. A typical CVR likely 
would not entitle its holder to fiduciary protec-
tions under the law of most states and, in fact, 
most CVR agreements include express language 
limiting a CVR holder’s rights to those set forth 
in the agreement.12 However, as noted above, par-
ties often impose efforts standards such as “com-
mercially reasonable efforts” or “diligent efforts” 
that are vague enough to provide the basis for a 
challenge. In addition, a CVR, as a contractual 
instrument, may be deemed to include an implied 
covenant of good faith and fair dealing, thus cre-
ating the possibility of claims that the acquiror 
breached an implied obligation to use efforts to 
enable the CVR holders to achieve the earn-out, 
although such a claim may be difficult to sustain, 
particularly where contractual language grants 
the acquiror leeway in running the acquired busi-
ness post-closing.

Valuation. While CVRs may be useful tools 
for bridging valuation gaps, they may also create 
their own valuation issues. The largest potential 
source of disagreement during the negotiation 
process is over the selection of performance met-
rics or price-protection targets, and the valuation 
of the CVRs. Discussions with respect to the “in-
trinsic value” of CVRs can be tricky because par-
ties considering CVRs often conduct valuation 
negotiations on parallel tracks, one in which the 
CVRs are included in the deal consideration and 
one in which they are not. In such situations, an 
acquiror (in the case of a price-protection CVR) 
or target (in the case of an event-driven CVR) 
may be bullish about its prospects when discuss-
ing a deal not including CVRs, but be less willing 
to stand behind such valuation claims when the 
parties are seeking to construct and value a CVR.

In addition to these critical valuation issues, it 
is also likely that target shareholders (including 
arbitrageurs who normally buy target shares) are 
not natural holders of CVRs, and as such may 
apply a discount in valuing them. In many cases, 
in order to enhance their value, the acquiror is 

required to make CVRs liquid by permitting the 
target’s shareholders to transfer them. In such 
cases, arbitrageurs or event-driven hedge funds 
often end up acquiring a significant percentage of 
such CVRs at a discount to their intrinsic value.

Effect on Acquiror and its Stock. One potential 
drawback of a price-protection CVR is the over-
hang associated with the potential payout. Unlike 
in the event-driven variety, where large payouts 
are generally associated with positive outcomes, 
a payout under a price-protection CVR highlights 
poor share price performance. Another potential 
drawback is the possibility that arbitrageurs, who 
tend to buy such CVRs and delta hedge their ex-
posure with acquiror’s stock, may generate un-
wanted trading activity in the acquiror’s shares.

In the case of CVRs where the payout is settled 
in stock, acquirors will need to reserve adequate 
shares and register (unless the underlying shares 
are registered at the time of the initial transaction) 
and list them. Likewise, if the payout is in cash, 
acquirors will need to arrange for financing in ad-
vance of its need, which has an associated cost. 
Target companies unwilling to assume the financ-
ing risk may seek to require acquirors to place 
cash in escrow to satisfy any CVR obligations. 
In addition, as discussed further below, acquirors 
may also be required to record the CVR as a li-
ability on their balance sheet, which may be sub-
ject to subsequent mark-to-market adjustments 
that could result in income statement charges.

Another potential disadvantage in the case of 
event-driven CVRs is that the acquiror may face 
significant multi-year operational restraints as a 
result of commitments to CVR holders. As noted 
earlier, CVR agreements may have significant 
support obligations with respect to milestones or 
other triggers, and such contractual restrictions 
may act to constrain the acquiror’s management 
team and board of directors in making operation-
al choices that would otherwise be preferable in 
the absence of such commitments.

Credit Risk. A CVR also exposes its holders to 
the credit risk of the issuer because it typically is 
an unsecured obligation of the issuer, which may 
not be repaid in full in the event of bankruptcy.13 
In fact, CVR agreements often contain provisions 
expressly subordinating the CVRs to senior obliga-
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tions of the issuer. In addition, CVR holders receiv-
ing securities of the issuer (e.g. stock) as part of the 
transaction consideration may even find that their 
bankruptcy claims arising under the CVRs can be 
subordinated to all other unsecured obligations 
(not only senior obligations) of the issuer under 
Section 510(b) of the Bankruptcy Code.

Disclosure. As discussed further below, the use 
of a CVR that requires registration under the Se-
curities Exchange Act of 1934, as amended (the 
“Exchange Act”) may impose additional ongoing 
disclosure and reporting obligations on an issuer, 
which, for some issuers, such as private or foreign 
companies, may represent a large burden.

Securities Law and other  
Legal Considerations 

Trust Indenture Act. Because of the typically 
large number of CVR holders, a trustee, rights 
agent or other representative is usually appointed 
to oversee the rights of CVR holders and to per-
form certain actions on their behalf. The powers 
and responsibilities of the trustee or representa-
tive depend partly upon whether the agreement 
needs to be qualified under the Trust Indenture 
Act of 1939, as amended (the “TIA”). Under Sec-
tion 304(a)(1) of the TIA, a security will be ex-
empted if it is not “(A) a note, bond, debenture, or 
evidence of indebtedness, whether or not secured, 
or (B) a certificate of interest or participation in 
any such note, bond, debenture, or evidence of 
indebtedness, or (C) a temporary certificate for, 
or guarantee of, any such note, bond, debenture, 
evidence of indebtedness, or certificate.” As a re-
sult, qualification under the TIA is necessary only 
in connection with debt securities, which may re-
quire difficult judgments in cases where the CVR 
combines elements of debt and equity.

Where the TIA applies, it requires that CVRs 
be issued under an indenture, and that a trustee 
be appointed to protect the rights of the CVR 
holders. Qualification under the TIA brings with 
it protections for CVR holders by mandating that 
certain provisions be automatically included in 
the CVR agreement or indenture. For example, 
Section 316(b) requires that the right of any CVR 
holder to receive payment generally may not be 

impaired without his consent. The TIA also au-
tomatically includes in each qualified agreement 
certain default provisions that can be modified by 
contract, including the Section 316(a) provision 
authorizing the holders of a majority of the CVRs 
to instruct the trustee to assert claims or exercise 
powers under the CVR agreement.

Transferability and Listing. A CVR can be 
transferable or nontransferable, even in large 
public company deals.14 Structuring a CVR as a 
transferable instrument enhances its value to tar-
get shareholders by ensuring liquidity for holders. 
Transferable CVRs are often, but not always, list-
ed for trading on stock exchanges.15 As discussed 
in more detail below, a transferable CVR is likely 
to require registration under the securities laws, 
which may create timing disadvantages, although 
the protections of the securities laws also might 
be viewed as increasing the value of the CVRs.16

Securities Act. The issuance of a CVR, even if 
payable in cash, may require registration under 
the Securities Act of 1933, as amended (the “Se-
curities Act”) if it is considered a “security.” In a 
series of no-action letters, the SEC has developed 
a multi-factor test that will be applied to deter-
mine whether a CVR is a “security” as defined 
in Section 2(a)(1) of the Securities Act. The SEC 
has indicated that the following five factors (with 
some variation in wording) are almost always re-
quired to be present to conclude that a CVR is 
not a security:

 (1) the rights are an integral part of the consider-
ation to be received in the merger; 

 (2) the holders of the rights are to have no rights 
common to stockholders such as voting and 
dividend rights; 

 (3) the rights bear no stated rate of interest; 

 (4) the rights are not assignable or transferable 
except by operation of law; and 

 (5) the rights are not represented by any form of 
certificate or instrument.17 

Although these five factors are generally con-
sidered the key determining factors in analyzing 
whether the SEC will consider a CVR a security,18 
no-action letters have also, on occasion, noted ad-
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ditional factors as supporting the conclusion that 
a CVR is not a security, including: 

 (1) the right is not dependent on the operating 
results of any party involved; 

 (2) almost all of the holders of the rights will 
continue with the surviving corporation as 
employees; and 

 (3) the value of the payments resulting from the 
rights is a small fraction of the overall consid-
eration.19

In particular, while the link between CVR pay-
ments and the operating results of the issuer has 
been listed as a factor in many no-action letters,20 
it has not been consistently applied. Even where 
the factor has been discussed, issuers have often 
been able to successfully argue that the CVR be-
ing issued does not depend on the overall operat-
ing results of the company, but rather on the re-
sults of a particular product or subsidiary (usually 
the target company).

If a CVR is deemed a “security,” its issuance 
can generally be registered on the same form as 
other types of acquiror securities, if any, issued 
in the transaction (on a Form S-4, in the case of a 
typical merger transaction). In the case of stock-
settled CVRs, the underlying shares will usually 
also be registered on the same form. Even if a 
CVR is a “security,” it may be possible to struc-
ture the CVR in a manner that does not require 
registration of its issuance under the Securities 
Act. For example, in the 1997 Eaton/Fusion Sys-
tems transaction, the target distributed transfer-
able CVRs to its stockholders via a dividend.

Exchange Act. CVRs may also give rise to 
registration and reporting obligations under the 
Exchange Act. Section 12(b) of the Exchange Act 
requires registration of any “security” listed on a 
national securities exchange. Even where CVRs 
are not listed, it may be necessary to register them 
under Section 12(g) of the Exchange Act, which 
requires registration of a class of “equity secu-
rity” that is held by 500 or more persons if the 
issuer has assets exceeding $10 million. The is-
suer must determine whether the CVRs fall under 
the definition of “equity security” in Section 3(a)
(11) of the Exchange Act, which includes specific 

instruments such as warrants but is also broadly 
defined to include “any stock or similar securi-
ty.”21 In practice, most CVR issuers who register 
under the Securities Act also register under the 
Exchange Act.

Where Exchange Act registration is required, 
such registration is usually effected on a Form 
8-A. If the issuance of CVRs has been registered 
under the Securities Act, registering the CVRs 
under the Exchange Act typically would not im-
pose a material burden; in fact, it often will be 
possible to simply incorporate the information in 
the Securities Act registration statement into the 
Exchange Act registration statement.

Securities Exchange Listing Standards. CVRs 
may be traded on a securities exchange, provided 
that the requisite listing standards are met. In or-
der to be listed on the New York Stock Exchange 
(“NYSE”), an issue of CVRs must meet the fol-
lowing conditions:

•	 At	least	1	million	CVRs	must	be	outstanding;

•	 There	must	be	at	least	400	CVR	holders;

•	 The	CVR	must	have	a	minimum	life	of	one	
year; and

•	 The	 CVRs	 must	 have	 a	 market	 value	 of	 at	
least $4 million.22

A CVR issue may be delisted from the NYSE 
when the aggregate market value of the publicly-
held CVRs is less than $1 million or when the 
related equity security to which the payment at 
maturity is tied is delisted. As a result, in the case 
of a price-protection CVR, delisting may be pos-
sible where the reference security is trading at a 
sufficiently high level.

For a CVR to qualify for listing on NASDAQ, 
the issuer must have: 

•	 In	excess	of	$100	million	in	assets;

•	 Stockholders’	equity	of	at	least	$10	million;	
and

•	 Annual	 income	 from	 continuing	 operations	
before taxes of at least $1 million in the most 
recently completed fiscal year or in two of the 
three most recently completed fiscal years.23
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In addition, the CVR must have:

•	 At	least	400	holders;

•	 A	minimum	public	distribution	of	at	least	1	
million units; and

•	 A	minimum	market	 value/principal	 amount	
of at least $4 million.24

Accounting Considerations
Generally, the accounting treatment for CVRs 

under U.S. GAAP is governed, as of 2009, by the 
revised Statement of Financial Accounting Stan-
dards No. 141 (“SFAS 141R”), which mandates 
fair value accounting for contingent consideration 
in business combinations. Prior to the adoption 
of SFAS 141R, contingent payments were usu-
ally recognized only when the contingency was 
resolved.

Following the adoption of SFAS 141R, the is-
suance of CVRs that provide for payment in cash 
requires the establishment of a liability account 
on the issuer’s balance sheet equal to the fair val-
ue of the CVRs at the time of closing. The fair 
value of the CVRs will generally be determined 
by discounting the probability-weighted future 
payments at an appropriate risk-adjusted rate, 
or by using derivative valuation methods such as 
the Black-Scholes option pricing model. Since the 
fair value of the CVR is considered part of the 
consideration paid in the transaction, under the 
purchase accounting method for business combi-
nations mandated by SFAS 141R, the fair value of 
the CVR will also be reflected on the asset side of 
the balance sheet, generally by an equal increase 
in the goodwill account. Each quarter, the estab-
lished CVR liability is required to be marked-to-
market, with the resulting increases and decreases 
flowing through the income statement. At settle-
ment, any cash ultimately paid reduces the pre-
viously established CVR liability without further 
impact on the income statement (to the extent 
that the marked-to-market liability accurately 
predicted the cash ultimately paid at settlement). 

Where CVRs are to be paid in stock, the same 
accounting rules generally apply. As with cash-
settled CVRs, the issuer must establish an ap-

propriately valued liability that must be marked-
to-market. The only significant difference in 
treatment arises at settlement, at which time, 
since there is no cash outflow, the equity account 
is increased instead.

Tax Treatment
The federal income tax consequences result-

ing from the receipt of a CVR and the receipt of 
payments under a CVR depend on a variety of 
factors, including whether the target’s securities 
are publicly traded, whether the CVR has a rea-
sonably ascertainable fair market value, and the 
type of consideration payable under the CVR. 
Generally, in an otherwise taxable acquisition 
of a publicly-traded corporation, a target share-
holder who receives a CVR that has a reasonably 
ascertainable fair market value would be required 
to include the fair market value of such CVR in 
determining the amount of gain or loss recog-
nized in the exchange. In contrast, if a CVR re-
ceived in such transaction does not have a reason-
ably ascertainable fair market value, the selling 
shareholder may be able to defer the recognition 
of income until payments are received under the 
CVR. Use of a CVR in a transaction that other-
wise qualifies as a tax-free reorganization may 
not result in immediate taxation to the exchang-
ing shareholders or jeopardize the tax-free nature 
of the transaction if the CVR provides for certain 
features, including, that (i) it can only give rise to 
the receipt of additional stock, (ii) the maximum 
number of shares which may be issued is stated, 
(iii) not more than fifty percent of the total num-
ber of shares to be issued in the transaction are 
issued pursuant to the CVR, (iv) all the stock will 
be issued within five years, and (v) the CVR is not 
transferable.25 Accordingly, merger partners may 
be able to structure either a tax-free or a taxable 
transaction without having CVRs jeopardize the 
desired overall federal income tax treatment.

Conclusion
Recent mergers, especially in the healthcare and 

biotech industry, have returned attention to the 
use of CVRs as a way of helping parties bridge 
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valuation gaps or otherwise deal with uncertain 
future events. While the use of CVRs presents 
challenges, including complexity and dispute risk, 
CVRs present an attractive tool for dealmakers 
to get deals done in the face of uncertainty. As 
useful as they may be, CVRs are highly custom-
ized agreements with great variation and numer-
ous traps for the unwary. Lawyers must not only 
devote attention to difficult contractual terms, 
which can become the subject of dispute or litiga-
tion, but also be aware of securities law, account-
ing and tax considerations. Recent experience 
suggests that CVRs can be usefully deployed to 
solve some of the trickiest contingencies that par-
ties encounter in public M&A transactions and, 
as such, should be in every M&A dealmaker’s 
toolkit.
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