Zantaz


Page and FN references are to the Litigation Committee Reports.

Failure to make adequate inquiry.
I. At the July 24, 2002 Meeting with Bankert, Bessette, Niesar, Siskowski and King.


1. Siskowski presented their then current projections through 12/31/03, by month.  These showed actual results for Q1 and Q2, plus projections for July 02 through December 03.  These were represented to be essentially the projections relied upon by the Board in determining “valuation” for the Series E offering.  They show:



A. $7,368 new investment in July 02 (with $1.9 million being applied to repayment of the budget loans).

B. The Company achieving cash flow breaks even six months later (January 03) and remaining with positive cash flow each month thereafter; accumulating an additional $2.3 million in surplus cash during 2003.

C. The lowest cash balance would be in January – February 2003 ($2.125 million).

D. The Company achieving its first net profit in December 2002 and remaining with a net profit from operations thereafter.

There is no indication that the Committee challenged the defendant Directors, or King and Mele, regarding why these very positive projections would lead them to believe the Company was on the verge of bankruptcy.  Or why an investment banker would not be interested in earning a commission to sell securities on better terms.  Or why no company, such as Iron Mountain, would have an interest in either a strategic partnership or outright acquisition.

2. Siskowski and King were asked whether they had prepared a formal business plan to attempt to interest prospective investors.  They rather off-handedly said they made a few presentations with some power point slides and would send additional information if requested (See Pg. 39).  They did not distribute the projections to interested investors, nor did they provide them to any of the shareholders asked to vote on the various Series E financings.  They said they had not considered retaining an investment banking firm to assist in locating interested investors.  They said that they had not seriously tried to sell the Company because no one was interested in buying it.
There is no indication that the Committee challenged any of these inactions. 

II. Revenues (Market Valuation – Pg. 41)

A. There is a big point about valuation based upon revenues.  In FN 28 it is said that “by July 2002 the Company projected revenue for 2002 would be approximately $8 million.”  However, the projected revenues given to us in July 2002 were $11.046 million. 
B. The same footnote says that Zantaz’s “actual revenue in 2002 was just over $5 million.”  This demonstrates that the Committee did not adequately investigate the financial information presented.  While “revenues” for audited financial statement purposes were $5.344 million in 2002, this does not include $2.950 million of deferred revenues in that year.  Zantaz was always receiving cash payments of large amounts that had to be set up as “deferred revenues” because it represented the obligation to store information for a number of years.  For example, in 2003 actual revenues were $18,393,434 excluding an increase in deferred revenues in the amount of $7,465,744 which would put 2003 actual “cash receipts” at almost $26 million, almost exactly consistent with the July 2002 projected revenues for 2003.  A similar reconciliation for 2002 would show that the projected revenues were on target, not short as the Committee maintains.
III. Valuation for Outside Investors vs. Valuation for Inside Investors.

In July 2002 the Board considered that the valuation of Zantaz (pre-money) was at least $48,000,000 (Page 1 and Page 36-37) in connection with a proposed $5 million funding mostly to non-insiders.  However, when the board decided to change plans and raise $11 million mostly from insiders one month later, they “determined” that the valuation of the company was now only $16 million – one-third of what they determined approximately one month previously.  There is no indication that the Committee probed the Board or King/Mele regarding this precipitous one-month drop; nor that the Committee challenged the amount being raised at this low valuation; nor that the Committee asked how the Board justified the low valuation in light of the July projections which were presented to Bankert/Niesar/Bessette at that time.
IV. Delay in Seeking Financing.

One interpretation of the history of Zantaz that appears obvious from the Committee’s historical review is that the Board delayed any serious effort towards obtaining additional funding until the Company was on the verge of a liquidity crisis.  There is no indication that the Committee investigated why, in the year 2001 while the Company had almost $20 million in cash, it did not retain investment bankers to help plan and raise additional capital.  Instead, the Committee accepts as a given that it was reasonable, rational and not part of any plan to allow the funds to be so depleted that “it would have been a breach of [the Directors’] fiduciary duty” to use any of the Company’s remaining cash to retain an investment broker.  (FN 29)  But there is no indication that the Committee ever inquired into the reasons why no investment banker was retained on a commission basis, to assist in preparation of a business plan, fairness of opinion, and capital raise when the Company could afford to do so.  There is no indication that the Committee inquired into the reason why the Board wanted to keep secret its plans to have a down round financing, as stated in the Mele email to Bankert.

V.  The Committee Acted Upon Incorrect Information. 

There are numerous instances in the report that show the Committee received inaccurate, or simply false, information upon which it apparently based its recommendation.  These include, inter alta:
· Page 15 – In early to mid-2001, Zantaz was dependant on one customer.  (Dan Bankert; Bill Bankert?)
· Page 20 – “According to Mr. Niesar, Mr. Bankert sold his Zantaz stock for estate planning purposes.”  This is false; Mr. Niesar did not say that, nor was it true in fact.  Mr. Bankert sold stock to obtain funds for living purposes and another venture which he wanted to pursue.

· Page 21 – “Iron Mountain also was not interested in investing in Zantaz.”  But Bankert and others were at a meeting where they said they would be in interested in purchasing Zantaz for $150 million.
· Page 40 – “Despite repeated attempts by Mr. Mele to follow up on Messirs Niesar and Bankert’s assertions, they never provided Mr. Mele with the names of such investors.”  No one from Zantaz, specifically including Mr. Mele, ever attempted to contact Mr. Niesar or Mr. Bankert for such information whether by mail, email, telephone call, fax or in any other way.  After Niesar’s letter to Mr. Chu, Mr. Bankert expressed, in person, to both Mr. Mele and Mr. King that he had investors who wanted to invest in Zantaz but neither they, nor anyone else, ever asked for any contact or other information concerning such potential investors.

· Page 43 – The Common Shareholders, in sufficient numbers, consented to the financing.  However, they were not given any information about the Company’s prospects (i.e., the projections, contracts in the pipeline, etc).  Instead, informally they were threatened with a bankruptcy filing if they did not acquiesce (Bankert/Gausman/Others?)
· Page 50 – Mr. Bankert contacted Todd Carpenter, an attorney with WSGR, counsel to Zantaz, regarding his desire to dismiss the complaint. (False)
· Page 52 – “The Series F round of financing was even more dilutive than the Series E round of financing.”  I don’t understand this statement – it is inconsistent with King’s statements in press releases concerning the later financing.  But, in any case, if the Series E burnout round were not done, the valuation of the Company would not have been so depressed.  Since the Board “convinced” themselves that the Company was essentially worthless in 2002, they poisoned the valuation later, despite Zantaz’s spectacular performance.
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