Memo To:  Zantaz Litigation Committee Counsel

From:         Gerald V. Niesar

Dated:        September 10, 2004

Re:  Plaintiff's Demands in the Derivative Action

I.   Background.  (All amounts and dates approximate)

In Mid-2000 Zantaz raised approximately $40 million via sale of Preferred Stock (Series D) which was sold to a number of Venture Capital Funds ("VCs").   The sale price was $8.00 per share.  Those VCs packed the Board of Zantaz with their representatives.  The only other Board members were Ralph Mele, then CEO and, some time later, Steve King who came in as CEO while Mele moved up to Chairman.   At that time, ZANTAZ was at the early stages of implementing its business plan of providing a solution for the major investment banking firms who were seeking an auditable archiving and retrieving system for all emails, as mandated by SEC regulations.  


It was proposed then to file an S-1 Registration Statement for an IPO, and we understand the price proposed was in the range of $20 to $25 per share.   Robertson Stevens was selected as lead underwriter, and restructuring activity was under way to prepare for the IPO, including proposed reincorporation in Delaware.   Bill Bankert, Ralph Mele, and Randy Gausman, all considered founders of Zantaz, were actively solicited by the Wealth Management Group at Morgan Stanley, a member of the proposed underwriting syndicate, to set up an elaborate estate plan on the belief that they would each own hundreds of thousands of shares of Zantaz, worth well into the upper $20s, with an expectation that the after-market trading would take the stock as high as $100 per share.  We have a draft of the Registration Statement. The draft, completed sometime after March 31 but before May of 2000, lists only three then-current customers for the Digital Safe, and notes four other agreements were signed but not yet implemented (page 42 of the draft).


The IPO did not happen due to the DotCom meltdown.   However, Zantaz had a huge cash reserve and proceeded to expand its services so that by the year 2002 it was servicing most of the major wire houses.   


Much of the money raised in the Series D round was invested in another branch of the original Zantaz technology, a division called Persist.   We do not know how much of the Series D money was used for this purpose.  We do know that, immediately before the 2002 burnout offering of Series E shares, Persist was spun off to a corporation owned by affiliates of the VC Board members of Zantaz, without shareholder approval, valuation analysis, competitive selling or any of the other business efforts that would seek to obtain the best deal for Zantaz and the shareholders, generally.  We understand that, to this day, Zantaz continues to pay for equipment that is being used by Persist.   According to press reports in December, 2003, Persist was acquired, or is under contract to be acquired, by Hewlett Packard.  We do not know the consideration the spinout company shareholders received or will receive as a result of this acquisition.   We do know that the result of the Persist spin-out/acquisition by HP is that a massive company is now set up to become a competitor of Zantaz in its core business.


It is our understanding that during 2000 and 2001, Incentive Stock Options were granted at exercise prices of $2.50 per share.  It is pretty much standard that the ISO grant price is 10% of what the Directors determine would be the price at which Preferred Shares would be sold at that time.   Thus, the Board felt the preferred price should then be around $25 per share.


We also understand that preliminary inquiries were received from IBM, Iron Mountain, Oracle and possibly one or two other major companies seeking to acquire Zantaz.  The IBM discussions were supposed to be at a price of around $10 per share; Iron Mountain is reported to have indicated it would pay $150 Million for the company; we have not heard any number mentioned in connection with Oracle.  We further understand that the interest of these companies increased as Zantaz expanded its revenue business.


On more than one occasion during 2001, announcements (pronouncements) were made by senior management (Mele [and others?]) to the effect that Zantaz would never have to raise money again, and it would only raise money in an IPO in order to get liquidity for the shareholders.   At one time a party was held to celebrate the Company achieving cash-flow-positive operations.


II.  The Early 2002 Activity.

In the early months of 2002 Bankert and certain other shareholders sold in private transactions approximately $500,000 of stock at prices between $10 and $15 per share.  These sales were entirely based upon information that was released by Zantaz, including financial statements, and announcements of contracts it either had in hand or was negotiating (all of the latter of which were eventually achieved).


In about May of 2002 various shareholders tried to obtain a copy of the Year 
End 2001 audit but the Company said the statements were being revised due to certain matters relating to stock options.   Meanwhile it was learned that Zantaz had decided to sell off "Persist" in order, it was said, to concentrate on the core Digital Safe business, and stop the ongoing investment in the Persist Technology which was not producing revenues.


Finally, in late May it was learned that Zantaz was proposing to sell a new round of Preferred Stock at a price that equated to about $1.364 per share.   About July 1, 2002 documents were distributed to shareholders to approve amendments to Articles and other matters in order to effect that offering.   About two weeks later, another set of voluminous documents was distributed which now revealed that the offering was going to be on terms and at a price that equated to approximately $.343 per share, when one considers the price for the Series D Preferred Stock, and that fact that purchase of a share of that Stock got the purchaser long term warrants to purchase and additional two shares at $.05 per share each. This was the deal that was actually done.  However, when one factors in the extra shares issued (mostly to the VCs represented on the Board) due to the antidilution clauses in the Series D and Series C shares, the actual price per share of the stock sold in that offering was really only $.295 per share.


III.  What the Board Did To Establish The Series E Offering Price.

The short answer is that they apparently sat around and decided how much of the Company they needed to acquire to prop up their Fund portfolios that were laden with failed companies.  In discussions with the CFO we learned that they had no valuation done, they did not shop the offering to other potential purchasers, they made no attempt to arrange a Strategic Partner deal with IBM or another of the companies that expressed interest in an acquisition, they did not engage an investment banker to assist in placing the securities, they did not respond to notes from shareholders offering to pass on names of investors who indicated they would purchase stock at prices in the range of $10 to $15 per share, and they did not even have a business plan/offering document with which to attempt to promote the sale of a piece of Zantaz to interested investors.  In fact, one email from the Chairman said that the Board wanted to keep the terms of the proposed transaction secret until the offering was presented as a completed deal.  Therefore, we conclude that the price set by the Board was entirely dictated by how much they thought they could get away with, and how low a price they could set in order to effect a major shift to themselves of the equity ownership of the company from Founders, early stage investors, and current and former employees who had acquired stock upon exercise of options.


IV.  What Was A Fair Price For The Series E Round?

Based upon all information we had at the time, the investor interest, the subsequent performance of the Company which verified its prospects in 2002, the interest that had been expressed by possible acquirers, and by comparing the 2002 prospects of the Company with its prospects in 2000 when the sophisticated investors bought stock at $8.00 per share and were proposing to sell a lot more to the public at over $20 per share, we believe the bare minimum fair price for stock in 2002 would have been $10 per share.  (This, of course, does not factor in the damage that may have been done by the Persist sale to insiders; we do not have enough information to know what additional recovery rights the Company has, and had at the time of the 2002 Series E burnout offering, stemming from that unlawful transaction.)


Shortly after the Offering was approved by the requisite affirmative votes necessary to create the new Preferred Stock, a meeting was held at Zantaz to which Bill Bankert, G. Niesar and P. Bessette were invited by the CFO (Siskowski) and CEO (King).  Holly McMann, an assistant to Siskowski, was also at the meeting.  King and Siskowski said the purpose of the meeting was to improve communications with shareholders which they said they realized were not as complete and useful as they should have been.  This meeting was to "clear the air".  There was a lot of discussion by King and Siskowski, and almost nothing was said by Bankert, Niesar and/or Bessette.  Holly did not say anything at all; presumably she was there as a note taker for King and Siskowski.  King and Siskowski talked quite a bit about the huge pending Department of the Interior (DOI) contract.  They had expected it would have been signed and be producing revenues at the beginning of the year, but it was taking the government a long time to get it officially approved, and this was a large part of the reason why Zantaz needed to raise more money.  They said the company went to "great lengths" to get financing before deciding the only source would be those already invested at the Board level.  [We had previously asked for a copy of the business plan and other offering materials they used to solicit funds but were told they had no such formal document and relied, instead, on some PowerPoint Slides, and if investors to whom they showed these slides wanted more information they would respond to those "due diligence" requests on a case-by-case basis.  They did send us a copy of the PowerPoint Slides which are extremely limited and essentially useless information for a prospective investor who is not already intimately familiar with the Company.]  

In connection with this meeting we were given more recent interim financial statements than had been distributed during the vote solicitation.  Moreover, we were given copies of internal projections which showed the Officers and Board believed Zantaz would be cash flow positive in late 2002, and P&L positive in 2003, or mid-2004 at the latest.  (But, days earlier while trying to get the final swing votes, the Officers had told key common stock shareholders that the only alternative to the dilutive offering was bankruptcy; certainly at no time before the vote had any of the positive information been revealed to the voting shareholders.)   It should be noted that, as we fully expected at the time, the actual results Zantaz experienced in the next 18 months significantly beat the projections, at least with respect to business landed.   Thus, the only reason why cash was being used at a faster rate than the cash flow projections forecast was to fund equipment and personnel expenditures necessary to support new business that came in at a rate much faster than had been contemplated in the forecast information we were provided at the 2002 meeting.  Quarterly reports distributed by King emphasized throughout that period that Zantaz was consistently beating its projections and was growing at rates that far exceeded expectations.


King/Siskowski said that, with the Series E funds, they were now "out of survival mode" and would not need to raise any further cash.  They believed that Zantaz would try for an IPO in 2004 if market conditions improved so that there was an active IPO environment at that time.


V.   What Are The Damages That Were Caused By The Directors ?

We do not have enough information to determine the full extend of the recoverable damages.   However, we should point out that they caused the following "classes" of damage to Zantaz by devaluing the Company through sale of the Series E stock and warrants to themselves:


1.  Primary Dilution:  By this we mean the dilution that resulted from the sale of Series E Units to the Culpable Directors and their VC Funds and other Affiliates.


2.  Secondary Dilution:  By this we mean the dilution that resulted from the sale of Series E Units to persons who were not the Culpable Directors or their Affiliates.


3.  Tertiary Dilution:   By this we mean sales of securities in transactions that occurred after the Series E devaluation event at prices that were much lower than would have been obtained if the Series E round had been sold at a fair price.   Examples of this class of damaging transactions are:



A.  In early 2003 a Series E Warrant was issued to a lender at $1.00 per share for 1,000,000 shares. 



B.  Also, in early 2003 a transaction appears to have occurred with I Witness whereby 700,000 Series E shares were issued at a deemed valuation of $1.26 per share.  [One of the current Directors, Robert Troy, lists on his Website that his Fund was an I Witness investor.  Zantaz received no benefit whatsoever from this acquisition, other than the $300,000 I Witness had remaining in cash at the time of the acquisition.]



C.  In 2002 all Stock Options had to be revalued, or cancelled and reissued at much lower prices due to the Series E devaluation. (At year-end 2001 the average exercise price was $1.17 per share, whereas at year-end 2002 it was $.37 per share.  It should be noted that, under generally utilized price ratios between Preferred Stock and common stock options and sales to employees, the Board had determined that the true value of Preferred Stock was at least $11.17 per share, using the average price of the options outstanding at year-end 2001; as noted above, we understand that options had been issued at prices as high as $2.50 per share.)



D.  In late 2003 a $20 million equity transaction was completed with a Venture Fund, which purchased 25% of the Company for $20 million.  Had the Series E round been sold at a fair price, the dilution from that transaction would probably have been less than 50% of what it actually was.


[Note:  None of this discussion attempts to deal with the Persist transaction.  See later discussion regarding this.  Suffice it to say here, that the spinoff, and then the 2003 quick sale to HP for a quick buck may ultimately prove even more damaging to Zantaz than the burnout financing.]


VI.   What Should Be Recovered From The Directors?

With regard to the Primary and Secondary Dilution effects, a simple calculation would be to take the number of shares actually issued, and to be issued upon exercise of Warrants and as a result of the anti-dilution clauses, and reprice them at $10 per share.  We have calculated that the total number of shares in this calculation would be 38,312,897.   These shares were, and will be, issued for new money into the Company totaling $11,294,298.   The fair price for these shares was at least $10 per share, which would produce $383,128,970 for the Company.  Subtracting from that number the amount the Company will actually receive leaves a damage claim amounting to $371,834,672.  


Another way this damage claim can be approached is to require the Culpable Directors and their Affiliates to disgorge enough shares to eliminate the dilution that resulted from selling the shares at an average price that was only three percent of the fair value of such shares.  (Using a rounded average per share burnout price of $.30, and a fair price of $10 per share, one sees that the actual proceeds are only 3% of what should have been received.)   Thus the Culpable Directors and Affiliates should return to Zantaz 97% of 38,312,897 shares, or 37,163,510.  (Note that the Culpable Directors and Affiliates should include not only all affiliated VC Funds, but also the Law Firm that advised them, as the Law Firm appears to have been an active participant in the pricing scheme, and partners in the Firm were significant purchasers of the Series E shares.)   It should further be noted that many of the shares constituting the 38,312,897 have not yet been issued; we calculate there are about 21,960,214 shares subject to Series E Warrants, and the shares that will eventually be issued, but for this lawsuit, as a result of the antidilution clauses are also not yet outstanding.   


With regard to the Tertiary Dilution, more work needs to be done to see what number of shares would need to be recovered in order to compensate the Company for the damage caused by the initial Series E devaluation.   However, it should be noted that some of the Tertiary Dilution might be eliminated as a result of addressing the Primary and Secondary Dilution.  For instance, it is at least conceivable that General Atlantic might be willing to reprice the recent purchase if a major restructuring of share ownership occurs.   Moreover, it should also be noted that when the Culpable Directors surrender enough shares to take the Series E price for their retained shares to a fair level, some of the Secondary Dilution will also be eliminated as a result of re-calculating the actual consideration paid for Series E shares, and adjusting downward the number of shares that then would be issuable to non-Culpable Director holders of Series B, C and D preferred shares due to the antidilution clauses relative to those Series.   


VI.   What Else?

A.  Persist.  We need full disclosure about Persist.  What was invested in the technology before it was sold off to the insiders' company; what are the terms of the technology licensing arrangements; and what were the terms of the HP deal, for starters.   As noted above, the long- term damage that will result from the Culpable Directors' "quick buck" mentality in selling Persist to themselves followed by the flip to HP may exceed the damage to Zantaz that the burnout financing caused.  But we need more information and analysis on the specifics in order to verify that.  


B.  Critical Path--1,850,000 Shares.  This fiasco during the Fall of 2003 should also be addressed as it is just one more instance of the Culpable Directors treating Zantaz as if it were their private property.  A Director (Robert Troy) had the opportunity to purchase 1.85 million shares of Zantaz Common Stock from Critical Path for ten cents per share.  Under a Founders' Agreement, the Company had the right of first refusal to purchase the shares.  The Directors decided the Company should not purchase those share; they then all agreed to waive their Affiliated VC Funds' rights of first refusal in order to allow Director Troy to purchase all of the shares.  (Thereby, incidentally, also breaching their fiduciary duty to their respective VC Fund investors, but who's counting breaches of fiduciary duty at this point?!)   Later, they all agreed with Director Troy that, if the Founders (principally Bankert) did not cooperate so that Troy could buy all of the shares, they would exercise their rights of first refusal to prevent Bankert, et al, from getting a significant number of them.  At the time all this was going on they were negotiating with General Atlantic to sell shares to GA for $.57 per share (ultimately 16 million shares).  Obviously, having Zantaz repurchase the 1.85 million shares at ten cents per share would have eliminated a significant amount of the GA dilution and would have been a very favorable deal for Zantaz.  But the entire Board wanted this benefit to go to Director Troy or no one.   A significant side effect of this ploy was that the Culpable Directors would now control a majority of the outstanding Common Stock, which was the one shareholder group that could conceivably thwart future burnout and other self-interest transactions through the power of its class vote. 


Ultimately, Troy dealt directly with Bill Bankert and agreed to "let" Bill purchase about ten percent of the Critical Path shares, which Bill then allowed Ralph Mele and Randy Gausman to participate in to the extent of one-third each.  But, the Critical Path shares purchase was completed within about two weeks of the announcement of the General Atlantic financing, and there does not appear ever to have been any consideration of having Zantaz purchase the shares, or offering the shares to General Atlantic as a sweetener in order to minimize dilution.  An analysis of the benefits the senior Preferred Shareholders realized by Zantaz not purchasing the shares at ten cents should be undertaken.  If the shares were repurchased at ten cents per share, we can assume there would have been a reverse dilution for purposes of the antidilution clauses in the Series D and E shares.  Moreover, as pointed out above, by placing all but a few of these shares in the hands of a Culpable Director, the Board effectively obtained absolute voting control of any and all transactions Zantaz might consider in the future.  


C.  Board Composition.   Having demonstrated, beyond a reasonable doubt, that they cannot be trusted to discharge even the most obvious and basic of their fiduciary duties to the Zantaz and its shareholders, the Board, other than the General Atlantic designees, should be required to resign and appoint true outside, experienced persons to the Board in their place, with appropriate protections via voting agreements, or a voting trust, to ensure Board independence until there is an IPO and we can get some oversight help from the SEC and general public.  


D.  Transaction Costs.   The Culpable Board consistently imposed very heavy transaction costs (primarily legal fees, we presume) in these burnout financings.   These fees should be recovered by Zantaz, either from the law firm or from the Culpable Directors.  


D.  Attorneys Fees,   Finally, any settlement needs to address attorneys fees and costs in this proceeding.  These must come from Zantaz or the Culpable Directors.  
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