
 

 

Fairness Opinions come under Greater Scrutiny – 
Success Fees paid for Fairness Opinions May End 

InterOil Corporation v. Mulacek 2016 YKCA 13 

On Halloween, 2016 (October 31, 2016) three judges of the British Columbia Court 
of Appeal (Newbury JA, Saunders JA and Groberman JA) played a “trick” on 
investment bankers.  The decision challenges existing practices relating to fairness 
opinions in M&A transactions.  In light of the decision, all professionals providing 
advice in M&A transactions should reconsider their current practices. 

The Court of Appeal overturned an order of the Yukon Supreme Court approving a 
plan of arrangement providing for the acquisition of InterOil by Exxon Mobile 
Corporation for US$2.5 billion. In its decision, the Court of Appeal strongly 
criticized a fairness opinion given by Morgan Stanley for lack of disclosure of its 
analysis and lack of independence as a result of a success fee.  

InterOil Corporation is a Yukon Corporation, but its contacts to the Yukon and to 
Canada end there.  It holds a 36.5% joint venture interest in a developing oil and 
gas field in Papua New Guinea.  Its shares are listed on the New York Stock 
Exchange. 

InterOil had been exploring a “Whole Company Transaction” since mid 2015.  In 
May 2016, when InterOil’s shares were trading at US$31.65 per share, InterOil 
entered into an arrangement agreement with a company called “Oil Search” that 
valued InterOil’s equity at US$2.1 billion or $40.25 per share plus a contingent 
value resource payment.  Before the arrangement with InterOil was voted upon by 
the InterOil shareholders, Exxon made an unsolicited offer to buy all the shares of 
InterOil for $45 per share, plus a capped contingent value resource payment, and 
paid a “break fee” of $60 million of the Oil Search agreement.  InterOil entered 
into an arrangement agreement with Exxon and the arrangement was approved by 
80.6% of the shares of InterOil voted at the meeting (72.6% of the issued shares), 
representing approval by 58.5% of the issued shares. 

The arrangement was approved by Veale J. of the Yukon Supreme Court on 
October 7, 2016 (2016 YKSC 54).  On October 19, 2016 Frankel JA of the British 
Columbia Court of Appeal (sitting as a chambers judge of the Yukon Court of 
Appeal) issued an order staying the completion of the arrangement pending an 
expedited hearing by the Yukon Court of Appeal.  The appeal was heard on 
October 31, 2016 and the court overturned the order of the Yukon Supreme Court 
in an oral decision. Reasons of the court were issued on November 4, 2016. 
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The information circular for the meeting of shareholders of InterOil was not remarkable in its contents.  It contained 
the usual disclosure regarding the background for the arrangement, the deliberations of the directors, the advice from 
legal counsel, the reasons for the recommendation of the board to shareholders to approve the arrangement, and a 
fairness opinion of Morgan Stanley.  The disclosure was very similar to most other information circulars for similar 
transactions.  The fairness opinion of Morgan Stanley was in the usual form, a description of the information relied 
upon, several disclaimers, and the usual conclusion (without reasons or published analysis) that the arrangement was 
fair, from a financial point of view, to the shareholders of InterOil. 

In approving the arrangement, the judge of the Yukon Supreme Court made several findings of fact: 

• The board of InterOil had failed to provide proper corporate governance. 
• The disclosure to the InterOil shareholders was deficient. 
• The fairness opinion of Morgan Stanley was deficient. 
• The board of InterOil, in relying upon the fairness opinion, failed to discharge its fiduciary obligations. 

In spite of these failings, the Judge approved the arrangement, deferring to the vote of the shareholders stating that 
“…at the end of the day it is the shareholders that have spoken in favour of the Exxon Arrangement.  Judges are not 
business people and are not in a position to judge these investments.”  In so doing, the lower court relied on Magna 
International Inc., 2010 ONSC 4123 for the significance to be placed on the shareholder vote.  The lower court failed to 
take into account that, in Magna, there had been an order from the Ontario Securities Commission requiring 
supplemental disclosure on certain matters so that by the time of the hearing for approval of the arrangement before 
the courts, the shareholders had received full disclosure, so that their vote was an informed one.  At issue in the 
Magna decision was the “value” of the consideration paid for the controlling interest of the Stronachs, a matter over 
which shareholders may have greater knowledge, when fully informed, than a court. 

The Court of Appeal rejected this approach stating “[i]t is the court’s task to decide whether the proposed 
arrangement has been shown to be fair and reasonable.” 

While the deficiencies in proper corporate governance were one of the factors in the Appeal Court’s decision not to 
approve the arrangement with Exxon, the more important aspect of the decision is the Court’s comments upon the 
fairness opinion.  It is this aspect of the decision that may change the practices of boards of directors and their 
advisors in obtaining fairness opinions as part of the matters considered by boards of directors when recommending 
approval of an M&A transaction. 

In the hearing of the application to approve the arrangement before the Yukon Supreme Court, the appellant 
submitted opinion evidence of Peter Dey (a former partner of Osler, Hoskin & Harcourt LLP, former chair of the 
Ontario Securities Commission, the author of the Dey Report on Corporate Governance and former chair of Morgan 
Stanley, Canada). In accepting his evidence, Veale J. wrote that “[t]he Fairness Opinion obtained by the Board was 
deficient and indicative of a failure to discharge its fiduciary obligations.”  The deficiencies noted were: 

• The failure to address the value of a significant exploration property of InterOil and the cap on the contingent 
resource payment to allow shareholders to determine whether the Exxon offer reflected that value. 

• The failure to disclose the details of Morgan Stanley’s contingent success compensation. 
• The failure to provide shareholders with an independent financial fairness opinion on a flat fee basis, 

particularly where the CEO of InterOil had a financial incentive for the agreement with Exxon to proceed. 
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In addition, Veale J. found that the Fairness Opinion was also remarkably deficient (emphasis added) in the following 
ways: 

• It contained no reference to the documents reviewed. 
• It contained no facts or information to indicate what the opinion was based on. 
• It contained no analysis of the facts or information so that a shareholder could fairly consider the merits of 

the offer by Exxon. 

The Court of Appeal concluded that assessing whether or not an arrangement is  “fair and reasonable” “requires… that 
the court be satisfied that the shareholders were in a position to make an informed choice, both as to the value they 
would be giving up, and the value they would be receiving.”  

The Court of Appeal stated that the fact that Morgan Stanley had not attributed any specific value to the contingent 
resource payment, “together with the contingent nature of Morgan Stanley’s fee, clearly undermines the utility of the 
opinion to the directors.” 

The comments of the Court of Appeal on the fairness opinion of Morgan Stanley is consistent with recent cases in 
which Canadian courts and securities commissions have been critical of fairness opinions, and their utility for boards 
of directors as part of their decision making processes in M&A transactions.  These comments have been the subject 
of some debate, which was referenced, in part by the lower court.  

In HudBay Minerals Inc., (2009 Carswell Ont 2219) the Ontario Securities Commission stated at para. 264 that “a 
fairness opinion prepared by a financial adviser who is being paid a signing fee or a success fee does not assist 
directors comprising a special committee of independent directors in demonstrating the due care they have taken in 
complying with their fiduciary duties in approving a transaction.” 

In Champion Iron Mines Ltd., (2014 ONSC 1988) the Ontario Superior Court ruled that the fairness opinion was 
inadmissible and gave it no weight in the determination made by the court, as the fairness opinion did not comply 
with the rules of court relating to expert evidence. The court noted the often “cookie-cutter” appearance of fairness 
opinions.  

In subsequent decisions such as Royal Host Inc, (2014 ONSC 3323)  and Bear Lake Gold Ltd, (2014 ONSC 3428) the 
courts noted that a fairness opinion can properly be considered by a board and a court and it is not an expert report 
for the purposes of litigation.  

The comments made by the Court of Appeal in InterOil on the insufficiency of the fairness opinion should change the 
procedures now followed in M&A transactions in Canada in the following ways: 

• Fairness opinions cannot simply be a summary of the items reviewed and disclaimers by the investment 
bankers followed by a one sentence opinion. They must articulate the reasons for the conclusion and provide 
details of the analysis by the investment banker in arriving at its opinion. 

• The analysis must deal with all aspects of both the value that is being given up, and in the case of 
consideration payable in shares or other securities, the value received must be evaluated with disclosure of 
the analysis and reasons. 

• The fees paid to the financial advisor providing the opinion cannot be “success based” but must be a fee that 
is not contingent on the success of the transaction or the delivery of a favourable fairness opinion. 

http://www.canlii.org/en/on/onsc/doc/2014/2014onsc3323/2014onsc3323.html�
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• The investment banker receiving a “success fee” for the transaction is not disqualified from giving a fairness 
opinion, so long as there is another opinion from another qualified financial advisor who is paid a fee that is 
not contingent on the delivery of the opinion or the completion of the transaction. However the practice may 
emerge of splitting the roles of agent and financial advisor between two or more advisors. 

• The fees payable to the financial advisor must be disclosed. 

The most significant change emanating from the decision may be to change the fees payable to investment bankers or 
financial advisors for fairness opinions.  The decision of the British Columbia judges clearly indicates that fees paid for 
fairness opinions are not to be contingent upon the advice given or the completion or success of the transaction. 

The result should be a reduction of the fees paid for fairness opinions as issuers may resist the large fees that 
investment bankers have enjoyed when their fees are contingent, but rather negotiate fees that relate to the services 
rendered, regardless of the result.  There will be financial advisors who participate in the M&A transaction market 
who will offer their advice and “fairness opinions” for fees that are substantially less than the fees that the investment 
bankers have become accustomed to enjoy. 

The result is healthy for the M&A process.  Financial advisors who provide fairness opinions will be paid for their 
advice, not for success, similar to other professionals participating in M&A transactions.  A whole new group of 
professional financial advisors who provide reasoned analysis for reasonable fees (that are not contingent on delivery 
of a fairness opinion or the success of the transaction) will emerge. Full disclosure by bankers of their valuation 
methodology and of the facts on which their analysis is based, will provide the transparency required by boards and by 
shareholders to assess whether they should reasonably rely on their fairness opinions. 

Finally, the decided cases demonstrate that the most important criteria in determining whether a transaction will be 
approved by the courts is the process adopted by a board of directors in arriving at their decision to recommend a 
transaction, and the disclosure of the processes adopted and material information in respect of the transaction.  It is 
the role of legal advisors to advise on such matters.  Boards of directors should be requiring “disclosure and process” 
opinions from their legal advisors.  The receipt of this opinion would go further in protecting an M&A transaction than 
the fairness opinions upon which boards of directors have come to rely (and for which they pay large fees).  
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This bulletin is intended for informational purposes only and does not constitute legal advice or an opinion on any issue. We would be pleased to 
provide additional details or advice about specific situations if desired. 
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