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§1.03 DEFINITIONS AND COMMONLY USED TERMS

Throughout this publication the term ‘deal mechanics’ is used to refer to a range of
completion mechanisms, completion accounts, purchase price adjustments, and
locked box arrangements. For the sake of clarity, these terms are defined below:

- Completion mechanism: a transaction procedure involving completion ac-
counts and purchase price adjustments or alternatively a locked hox,

- Completion accounts (or ‘closing date accounts’): the accounts drawn up as at
the completion date, by either purchaser or seller, in accordance with the
provisions of the SPA, in order to establish, under the terms of the SPA, the
purchase price adjustments to be made to the preliminary (er provisional)
purchase price agreed by the parties.

- Purchase price adjustments: the adjustments to the preliminary purchase price
to reflect the actual values in respect of, most commonly, net debt and working
capital and, in some transactions, certain other defined iterns and which,
added to or deducted from the preliminary purchase price, represent the final
purchase price and from which equity value is derived.

- Locked box: the arrangement whereby the parties to a transaction agree on a
fixed price with no subsequent adjustments, based on a balance sheet date
before signing. The date is often that of the last audited financial statements.
This avoids the necessity to prepare completion accounts, The purchase price
is fixed on the basis of that historical balance sheet date and reflects, inter alig,
the levels of cash, debt, and working capital at that date. Locked box
transactions are economically, though not legally, backdated transactions.

§1.04 CASES

The cases referred to in this book have two sources:

- A proprietary data set of over sixty cases with aver 1,000 individval claims,
These are primarily international arbitration cases which the atithor and his
colleagues have worked on over the last fifteen years. Given the contidentiality
of these cases, they have not provided any specific information on any actual
case. In all instances names and details have been changed in order to
maintain confidentiality.

- Cases in the public domain which the author references as appropriate,

It should also be pointed out that the discussion of the cases in this book, which

come from a variety of different legal jurisdictions, relate to financial and accounting
questions, not points of law.
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§1.05 TYPES OF M&A DISPUTES

An M&A-related dispute is defined here as any dispute, whether litigated, arbitFated,
mediated, or prosecuted, arising from the sale of one business, or part of one business,
to another or a merger of two businesses. .

M&A transactions are often long processes, and disputes arise at different gtages.
Most Mé&A-related disputes occur after closing. However, this is not necessarily the
case as shown in Figure 1.1.

Figure 1.1 Transaction Timeline
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[A] Pre-signing

A typical pre-signing dispute relates to letters of intent,.exclusivity, confidenti.ali_ty
agreements, or break-up fees. The example below is a @sp.ute about an exclus%v?ty
agreement that is part of an otherwise non-binding indicative offer. An exclusivily
agreement is an agreement used in M&A transactions to ensure that the counterparty
deals only with a single, named party for a certain period.

Example of a Pre-signing Dispute over Exclusivity Agreement (United States Court
of Appeal for the 1st Circuit)’

Gemini v. AmeriPark is a US case that relates to an exclusivity agreement enterfed 'ullto
by buyout firm Gemini to finance the proposed acquisition by AmeriPark Qf MileHi, ’a
competitor. AmeriPark and Gemini executed an ‘Outline‘ of Key Transac.tmn Terms’,
which specified the terms of the proposed financing. Wlule_tl_le rest of this Ferm .sh‘eef
was expressly non-binding, the paragraphs entitled ‘Exclusivity’ and Copfldenﬂahty
were binding. The exclusivity provision in the term sheet mirrored th.at. in a separate
arrangement between MileHi and AmeriPark. The part of the exclusivity agreement
relevant here included the following wording:

3. United States Court of Appeal for the 1st Circuit, Gemini Investors Inc.—v. Ameripark Inc. 2011.
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AmeriPark “agrees not to discuss this opportunity or reach any agreement with any
Derson or entity regarding financing for this Transaction or the pursuit of any sale
or major other financing™ for a certain period.

The term sheet contemplated a recapitalisation of AmeriPark and aredemption of
the shares of Greenfield Partners LLC, a large shareholder in AmeriPark, AmeriPark
therefore required Greenfield's approval for the proposed financing.

As work on the MileHi acquisition progressed, AmeriPark management began to
distrust Gemini and, before the exclusivity period expired, asked its shareholder
Greenfield whether Greenfield would be interested in financing the MileHi acquisition
instead of the Gemini-led financing. Also during this period, AmeriPark management
approached the CEO and sole shareholder of MileHi, the acquisition target, about the
possibility of seller financing. After some negotiation, the CEQ and shareholder of
AmeriPark agreed to finance the acquisition, and AmeriPark purchased MileHi using
seller financing. Gemini had been dropped from the deal.

Gemini sued AmeriPark for breach of the exclusivity provision by pursuing
financing for the MileHi acquisition from both Greenfield and the MileHi shareholder.
At trial, the parties had differing views about the meaning of the exclusivity provision
in the term sheet. AmeriPark argued that the phrase ‘any person or entity’ referred to
the persons or entities expressly set forth elsewhere in the term sheet - investment
banks, PE funds, etc. As the funding did not come from any of those sources,
AmeriPark argued that it was not in breach.® Gemini’s counter-argument was that the
exclusivity provision was unambiguous and prohibited discussions with ‘any person or
entity” which included Greenfield and the shareholder.

Gemini lost in a jury trial in Federal court, The court concluded that the
exclusivity provision was ambiguous (which an appeals court confirmed). Further, the
court considered that the discussions with Greenfield about the Gemini financing were
necessary in the context of a redemption of the Greenfield stake.

It was pointed out by attorneys Kirkland & Ellis that if the court’s Iagic is
extended, a PE sponsor ‘obtaining a broadly-worded exclusivity at the end of an
auction nevertheless would be exposed to being displaced, during the ‘axilusivity
period, by a management buyout or a transaction led by a significant taiget share-

holder. Equally, a lender which bargains for exclusivity to finance an acquisition would
be at risk of being dislodged by the target’s or buyer’s existing lender whose consent
may be required’.® It can be important to consider carefully when drafting exclusivity
agreements how to specify the parties to whom exclusivity shall apply.

[BI  Closing Period

Signing and closing typically do not occur on the same day as there are usually
conditions to be met prior to closing. The purpose of closing conditions is to ensure that

4. Ibid., emphasis added.
5. Ihid.

6. ‘Exclusivity’ - Not as Preclusive as It Sounds?, Kirkland & Ellis LLP, Kirkland M&A update, 19 Jul.
2011.
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legal and other requirements have been satisfied, and that, when control is transfeged
{o the buyer, the business is the cne that the bu._yer coptracted to bl;]y. Chosl;éng
conditions may include regulatory approvals, finarllcmg, thlrd—pgrty and t;hare1 older
consent, bring down of representations and warranties, the rfrtentlon of key emp gyeet's,
or the non-occurrence of a material adverse change (MAC) since an agreed date, just to
ﬂame"?hf:r‘: lis scope for the parties to fall out over whether closing (?onditi(m_s hgve
heen met or over breaches of pre-closing covenants if these are subject to differing
lmerp;ia::faﬁple of a closing condition that can lead .to di.sagreement is the MAC
clause.” The purpose of a MAC clause (if a closing condition) is to protect the buyer by
avoiding that a deal closes if a materially adverse ch_ange has occprred. There are
different types of MAC clauses. A ‘Company MAQ' is tested relative to the}target
company. It references material adverse changes in the ta(rget company’, such as a
reduction in sales or EBITDA by a certain percenlagg. A ‘Market MAC _referjenc_e]i
changes in the overall market situation. A MAC claus.e inan SPA may belz al{gnet x?x(rilt
that in an azqwsition debt financing agreement (especially in PE t_ransactlons}, the i ;é
being that, iu1 the event the senior lender considers an advgrse ch.ang:' tobea M
event and debt financing is not available, the buyer can avoid closing.

A key element of a MAC clause is the definition of what ch.anges or events are
‘material’. A MAC clause may specify specific changes or events or include mllly general
wording (often in combination with carve-out clauses that exclude cer_tam eventst‘l).
Buyers will prefer broad MAC clauses. A broad MAC clause, however, increases the

isagreement.

SCOPeTf Ell; ?)fr ?0 establishing a material adverse event is generally high, and most MACs
do not lead to the transaction not closing. For example, Delaware.courts had never
allowed a MAC clause to invalidate a deal until Akorn, Inc. v. Fresenius Kaf?[ (C.A._No.
2018-0300-JTL (Del. Ch. Oct. 1, 2018)) in which a combipat_ion o.f multiple serious
misrepresentations and a sustained and substantial decline in fli.laDClal performance of
Akorn’s business led to the court’'s conclusion that a material adverse event had
occurred (Akorn is appealing). After signing, Akorn had announced Vear—over‘-year
declines in quarterly revenues and earnings per share of 29% and 96%, respectively,
followed by even greater declines in subsequent periods. - _

In almost all other cases, rather than leading to a transaction not closing, alleged
MACs create leverage for renegotiating the price to avoid or settle a legal challenge.
This is what happened in the acquisition of Yahoo by Verizon.

Example: MAC Clause in the Acquisition of Yahoo by Verizon

In Verizon’s acquisition of Yahoo for USD 4.8 billion in July 2016, the SPA included a
MAC clause; the MAC event was defined as one that would ‘reasonably be expected to

5 i iti be representations (or both).
7. MAC clauses are often closing conditions, but can also ]
8. Even if very similar or identical wording is used, however, there can be a disconnect between the

two MAC clauses. For example, cases may be heard in different courts.
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In a transaction, the value of the firm is commonly referred to as ‘enterprise
value’, but also as the ‘headline price’ (often in the letters of intent issued in the early
stage of a deal), the 'value of the operations’, or the ‘cash and debt free price’.

[B] The Equity Value Bridge

In a share deal, the buyer and seller ultimately have to agree on the price for the equity.
While a number of valuation approaches are available, the starting point for valuation
in most (though not all) transactions is enterprise value, to which adjustments are
made for debt and debt-like items and for cash and cash equivalents in order to arrive
at a value for the equity. In practice, cash and debt-like items are usually combined
under one heading, ‘net debt’,

This is depicted in Figure 2.1 in a simple version of what is known as the equity
value bridge:

Figure 2.1 Eguity Value Bridge
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Enterprise value is typically measured by discounting free cash flows or using a
multiple-based method, such as a multiple of Earnings before Interest and Taxes (EBIT)
or Earnings before Interest, Taxes, Depreciation and Amortisation (EBITDA). (Some
valuation approaches value the equity - for example, the dividend discount model and
the discounted net abnormal earnings models — however these are less common in
practice.) Common approaches to valuation are discussed in Chapter 11.

Enterprise value encompasses all the operating assets and liabilities necessary to
carry on the business. It assumes, critically for transactions, an appropriate, or normal,
level of working capital at the date on which closing takes place (or other relevant
date). The level has to be agreed between the parties. The value they agree is
commonly referred to as the ‘reference values’ with any variances from this being
reflected in an adjustment. Enterprise value also assumes that capital and revenue
expenditure have been maintained at appropriate levels and that the business is not
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underinvested’. What level of investment is considered ‘appropriate’ is a matter for
Hegonl?lzlcl):ebz;“\:\fej]rllailir? 2gtjlsz£ment in respect of net debt, the final purchase price in
a transactim; will typically also incorporate adjustments in respect of Workjng capital
and, less frequently, capital and revenue expenditu_re. The.:se are cgllect}vely r.eferrefjl To
as purchase price adjustments. They are discussed in outline later in this section and in
i ters 4, 5 and 6.

depth%i; (tjl?s playman purchase price adjustments may seem qqite straightforwe_lrd.
However, even in a relatively uncomplicated transaction, an inorlelate amount qf UlT.lE'
can be expended, particularly by the accountants and lawyers acting for each 51_de, u;
rehearsing the various arguments as to whether an item should or should not be treate
a5 an adjustment and how it should be measured.

[C] The Uncertainty Inherent in a Transaction

Ultimately, the biyer and seller have to reach agreement on the items to be t.reated as
purchase prize adjustments, namely: what items are to be Lreate.c_l as z?n ad]ust‘ment,
how they.areto be defined and measured, and the process for doing this. All this - or
at least’a detailed mechanism to this end - needs to be formulated ciearly m- t_h_e SP{\.
One af tne difficulties, however, is in knowing precisely what assgts iand llat.JmUes will
e 1o the balance sheet when the deal closes. A business is not Sla.th, it (and its balai.lce
tlieet) changes every day: sales are made, inventory levels rise and fall,_credltor
accounts are settled, capital expenditure is incurred, and so on. The 1a‘test 11_1depe.n-
dently verified figures available to the purchaser are probably thg audited ﬂnanc1.al
statements prepared at the previous year end. For more up—tcll-ldate flgures.he or she w1.ll
rely on information obtained during the course of the dug d111§@11§e. Inevitably there is
an element of uncertainty (in some transactions anxiety) in the mind of the buyer as to
what assets and liabilities he will get when ownership transfers. Thls concern may
become heightened once the SPA is signed: there is generally no going back.

[D] The Transaction Timeline
As indicated above, there are usually conditions to be met prior to closing, and it can

take some time before these are fulfilled. A typical timeline for a transaction where
signing and closing accur on different dates is shown in Figure 2.2.

11
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Figure 2.2 Transaction Timeline

Closing period Post-closing period

4 > B
Intent to Final purchase
do the deal Signing Closing price

Examples of closing conditions include governmental or regulatory approvals, trans-
action financing, third-party and shareholder consent, bring down of representations
and warranties, the retention of key employees, and the non-occurrence of material
adverse changes. Closing periods can range from a few weeks to several months and
can be significantly longer, for example, in regulated industries or where antitrust
issues are involved.

The existence of this interval between signing and closing, which can be difficult
to predict accurately, gives rise to further uncertainty as to the precise assets and
liabilities to be transferred at closing. Clearly, the longer the closing period, the greater

the uncertainty; however, even in a relatively short closing period, significant changes
can occur,

[E] The Purpose of the Completion Mechanism

The purpose of a completion mechanism is to set out a clear and unambiguous process
which will ensure that the parties to the SPA obtain what they bargained for. Ironicaii V.
many post-M&A disputes originate from disagreements over the very mechanisms ‘hat
were put in place precisely for this purpose. A sound completion mechanism should
ensure that both buyer and seller get what they understood they negotiateg resulting
in a ‘clean’ transaction.

More often than not, the main concern (at least up to completion) is on the part
of the buyer. The buyer will seek to incorporate into the SPA measures to safeguard his
or her interests, including for the period from signing to completion, during which the
target business remains under the stewardship of the seller. This is not limited to
financial and accounting matters; the buyer will usually be protected by covenants
concerning the operation of the business during the closing period.

One of the buyer’s principal worries here is that the seller could ‘extract value’,
or that value could ‘leak’, between signing and closing, and that this is not reflected in
the final purchase price, resulting in the buyer taking over a business worth less than
what it believed it was getting.

If the SPA does not contain a completion mechanism that adjusts the purchase
price or prevents value leakage, then there are a number of ways in which a seller could
potentially extract value. These include:

12
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- dividend payments; _
- adjusting transfer prices used in transactions between related parties;
- inter-company charges;

- management compensation;

- advisory fees;

- waiving liabilities.

Value leakage is discussed further in §7.03. . . N

Leaving aside the possibility of a seller’s less than hpnourable intentions, it is
sensible for both parties to protect themselves from being dlsaclivantaged as, a result of
movements in the balance sheet in the period up to closing. Whllelthe buyer’s concerns
probably outweigh those of the seller during that time, the boot is rather more on the
other foot when it comes to the preparation of completion accounts, as shall be seen
later. .

Traditionally the solution to the problems outlined above has bt.een to_ prepare a
set of completior accounts. These incorporate the various pur(?hase price adlustmmt’s,
computed on the basis agreed by the parties and documented in tl_we SPA, and result in
the establisnment of the final purchase price.

However, an alternative approach has emerged in the early 2000s, name_ly the
‘looked box’. In this scenario, the parties agree on a fixed price in the SPA with no
stbs=quent purchase price adjustments. ' _

Figures 2.3 to 2.5 show the two principal completlolll mechanisms that are
available in a private M&A transaction, the purchase price ad]ustmeqt and the loc1_<ed
box, as well as a combination of the two, a hybrid completion mechanism. Each option
is discussed further below.

Figure 2.3 Purchase Price Adjustments
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Figure 2.4 The Locked Box
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[F] Relevance of Items Leading to Purchase Price Adjustments in a

Locked Box Transaction

Thg purpose of a locked box mechanism is to eliminate adjustments to the purchezs
price sgbsequent to closing by computing an equity value based on a historical ba'an;é
sheet-, Le., prior to the closing date. The agreed equity value is a fixed purchase :t)rice
that is not subject to any post-closing adjustments. It is a final price. |

. The term ‘purchase price adjustments’ typically refers to adjustmen’s inade to the
preliminary purchase price following the completion accounts process.-lv should be
noted that similar adjustments are made, or should be made, in agreeing the fixed
purchase price in locked box transactions, only they are incorporatéd into the fixed
purchase price.

The use of the term ‘purchase price adjustments’ here is therefore generic: it

refers to ftransactions involving completion accounts as well as to those made.in
agreeing the fixed purchase price with a locked box mechanism.

Example of Enterprise Value, Equity Value, and Double Counting (German courts)'*

14. g(t}‘gl,:i(Sep. 2004 - XII ZR 19'4/[]].,_NJW—RR 2005, 153, OLG Koblenz, 13 Jul. 2001 - UF 248/00
_ _oblenz 2002, {52, (simplified here). See also a discussion in: Wichter, M&A Liti m’on,
3rd Edition 2017, RWS Verlag Kommunikationsforum GmbH, p. 665 ’ & ,
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The case shows that the interaction between the individual elements of the equity
bridge in Figure 2.1 can lead to confusion and double counting. This is a divorce case,
and the aspects of interest here concern the valuation of the husband’s business, a
machinery, and equipment maker. The owner’s wife was entitled to one-half of the
value of the husband’s increase in net assets over the duration of the marriage. The
dispute was over the valuation of the increase in the value of the shares in the business
which were part of the husband’s net assets.
The balance sheet of the husband’'s company is shown in Table 2.1.

Table 2.1 Balance Sheet as of 31 December 1995

EUR Thousand

Manufacturing facility (building) 132
Other assets 54

Total liabilities 492
Net assets -306

On 31-Occember 1995, the company reported negative net assets of EUR 306,000.
Acednding to a property expert, the fair value of the manufacturing facility (with a book
valse of EUR 132,000) amounted to EUR 319,000.

An expert valued the business at EUR 260,000 (enterprise value). The expert then
deducted the negative net assets, arguing that a buyer of the business would be willing
to pay a positive amount only if the net asset value was not negative. On this basis he
determined the equity value to be ~EUR 46,000 (= 260,000-306,000). Note that this
figure included the same net operating assets — in particular, the facility — twice: in
enterprise value and in the deduction of the book value of net assets. However,
possibly because this was a negative number, the judge at first instance decided to add
to the equity value the fair value of the manufacturing facility of EUR 319,000. The
value of the shares was thus determined as -EUR 46,000 + EUR 319,000 = EUR
273,000. By adding the fair value of the facility, this value now included the manufac-
turing facility three times, with three different values:

- book value of EUR 132,000;
— the value included in the enterprise value of EUR 260,000;
- property value of EUR 319,000.

The first Court of Appeals'® decided to eliminate the book value of the facility
from the negative net assets which is calculated as -EUR 306,000 - EUR 132,000 =
-EUR 438,000. It determined that the equity value amounted to EUR 260,000 (EV) -
EUR 438,000 = -EUR 178,000. The court then added the fair value of the manufactur-
ing facility of EUR 319,000 to obtain EUR 141,000. As the book value of the facility had
been removed, this valuation of EUR 141,000 included the facility two times.

15. OLGR Koblenz 2002, 152 — FamRZ 2002, 1190.
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of the operations. This Suggests that the value of the facility could only be added if it

part of normal operations. It is not known how the
lower court ruled. '

§2.02 PURCHASE PRICE ADJUSTMENTS: OVERVIEW

[A] Introduction

As discussed above, purchase price adjustments represent adjustments between

enterprise value (a debt and cash-free basis with a normal level of working capital and

ue (after the deduction of net debt at
closing).

In a ‘traditional’ transaction involving a completion accounts process, purchase
price adjustments are made to a preliminary purchase price by measuring (subsequent
o completion) the relevant balance sheet at the closing date. In a locked box
transaction, such adjustments are made to a historical balance sheet, i.e_, at a date prior
to closing. Purchase price adjustments are summarised in Table 2.2.

Table 2.2 Purchase Price Adjustments

Adjustment
Net debt
Working capital*

Purpose
To arrive at a debt-free, cash-free valuation

Primarily protects buyer against a seller reducing
working capital to decrease net debt

Capital expenditure* Protects buyer against a seller slowing down capital

expenditure to decrease net deht

Revenue expenditure* Used, notably, in businesses where certain revere

expenditure, e.g., marketing, research and
development, are key metrics. Protects buver against
a seller cutting expenditure to reduce iet Zebt

Typically used instead of — sometimes as a “floor’ in

addition to - a net debt adjustment. Far Jess
prevalent in recent years

Net assets/equity

Enterprise value Used in relatively rare cases where there is unusual

uncertainty over enterprise value

“Used in combination with net debt adjustment.

Each of these adjustments is discussed briefly below. More detailed an

alysis, together
with examples of disputes, is included in later chapters,

-_—
16. BGH 8 Sep. 2004 - XTIl 7R 194/01, NJW-RR 2005, p. 155.
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Earn-outs should not be confused with purchas? price .adjusLments Whlcg el;z:}z ;
different purpose from addressing changes in the closing period. Earn-ou]ts e;rli coened
compensation, whereas purchase price adjustments are not deferred, only ¢
closing. Earn-outs are discussed in Chapter 8.

[B] Net Debt Adjustment

The net debt adjusiment results in a valuation on a ‘Cash-free,. debtifre‘e’ basis. Thuls th_e
buyer is compensated for the level of debt taken over at closing; suml.arly, the seller is
compensated for any surplus cash (free cash) in the business at closing.

[C] Working Capital Adjustment

Since variations in cash and debt are, in part, dj_rectly attributal.:aleﬂto changes 1rll'1d$e
level of working capital, a net debt adjustu?eﬂt typically reqmres. alcorrdesr[]); de]jgt
adjustment in_iespect of (net) working capital. Net w_orkmgl capl‘[at an
represent the most common combination of purchase price ad]?ustmen Sfl ler ot
Thz-basic purpose here is to protect the buyer from actions hy.t e se o
maxinils=ihe cash - or minimise the net debt - position of the target busmessdatl(l: ?sflélrg
by-i=aucing net working capital. This is achieved as the.buyer paysl; ?]rjl a toje:m "
dollar basis — for working capital in excess of a level tr.mt 155 agreed by bo ,par o
‘normal’ (commonly referred to as the workjng capital referencg valge gr Wforang
capital ‘target’). Correspondingly, the buyer recewgs a purchas_e price ;{e UCtt;? oeve ri
shortfall against the reference value. If the complet.lon meghamcs WOr proti y,o e
movement in net debt that has to do with wpriqng capital is offset by the w g
capital adjustment so that the net purchase price is unaffected.

[D] Capital Expenditure Adjustment

A seller may be motivated to slow down capital expenditure in order }tlo rlglaxmujveo lt]lzg
cash position of the target business at closing. _As_a con—sequence, t e uyEer wrould
obtain an ‘underinvested’ business with an arn}ﬁclally high cash position (w

of the net debt adjustment). o
wou@rﬁzii)izs:lgithind a capital expenditure adjustmen.t is th.at it offsets j[hIS lngbecll"
cash position by correcting for any shortfall in_expendltur.e in the cflosmg feiﬂg)
compared with an agreed amount of aggregate capital expendlt.ure (or rebertince : and
The adjustment may be limited to a decrease in the pur‘che?se price, or go fo wayle "
also increase the purchase price if capital expenditure is higher than the re erenc? a\;ue.
Adjustments in respect of expenditure incurred in excess of the agreeq refe1."ence \;ders
are often subject to a ceiling in order to protect the buyer from .expend_nure 1tb cons o
excessive. A capital expenditure adjustment also has the merit that it can 'If use :
some cases to enable a buyer to exercise greater influenc_e over .w.fhat spemllc expen
diture is incurred by the target business up to closing if specific expenditures are
identified in the SPA.
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(a) a detailed, formal plan identify:
37.72); and

(b) a valid expectation in those affected
restructuring by starting to implement ¢
features to those affected (IAS 37.10).

ing the main aspects of the restructuring (IAS

that the entity will carry out the
he plan or by announcing its main

A restructuring provision should include only direct ex
restructuring, not costs that associated wi

Measurement requires considerable Judgment. It is not sur
provisions have been used asaw
accounting,

be similar dynamics at work in a sales process. [t is for
the quality of earnings analysis to identify these manipulations.

A way to reduce the risk of a dispute is to agree a fixed amount as a net debt
deduction for restructuring measures before signing. This amount may be determined
independently of the accounting and should be ¢
which the bid is based.

[E] Derivate Securities

{1 Introduction

So far in this section debt-like items that represent direct obligations to third parties
such as financial institutions (banks, lessors, factors
former employees (deferred compensation), or government agencies (taxes) have hear,
discussed. Companies can also enter into commitments that derive their value 1mui-
rectly (from underlying assets). Such arrangements are deriy

» futures, forwards, and Swaps. For example, the price of a call

» among other factors, on the stock price 1o which it
bears a (no-arbitrage) relation. Derivatives can be structured to depend ¢n the prices of

a variety of underlying variables, including share prices, commodity prices, debt

securities, indices, weather events, emissions, electricity prices, and many others,>®
The principal use of derivatives is to shift risk among investors. In the case of an

interest rate swap, for example, a tempany may have borrowed at a variable interest

, institutional investors, etc.),

that swaps variable against fixed intere
the underlying loan agreement, and th

erefore a financing activity. On the other hand,
a forward sale is common way of

selling commodities and can be viewed as an

58. John C. Hull, Options, Futures and Other Derivatives, (6th ed., Pearson 2006), p. 552,
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i ivati i her or
ting activity. The cost associated with derivatives used for hedgl.ng (Whe;me o
- : i ially the cost of removing expo
inc t) is essentially .
harged to the income statemen s ¢ ally . s e
HOI ?ﬂit gfrom everyday business activities, bringing the busumss to a l?'ﬁl olatle
Vota A;ain this cost could be an operating cost or a financing cost, depending
state. s ‘
rlying security or variable. . e
i gccgunting for derivative instruments, or hedge gccou_nUpg, saweitzlftandard
-eform with the recent introduction of IFRS 9, the new financial mstrutr)n e standard
Il; t replaced IAS 39. The reform can be viewed in part as a reS[_)OHSE. ly e
” ; : ighli i crisis.
tter to accounting issues that were highlighted by tlhe gloha] ﬁnalﬁcna e
B This section discusses the most common derivatives and then |

treatment in a transaction.

Financial Options

igati i uantit
Options give their holder the right, but not the obligation, to buy or s;l_l at;ﬁx?ﬁt?m aﬂg
: r duri ified time period in the s
i A e date or during a specifi :
asset eithet at some future da - —— -
Gf Zipeciﬁc price. There are two basic types of options: ‘call opﬁons gw;a t!tle1 Cgrtam
b 2 i i ‘ ions’ ight to sell an asset at ¢
; and ‘put options’ the rig
buy an asset at a certain price, a ; . ; : |
priZe Th2most common type of financial options are stock op(:iuons s o the price o
DRaptior | i lerivative security as its price depen :
Anoption is considered a ¢ : ] . s Coerh
Hie underll;ing share. The price at which an option can be exerc1.sedl15 C e e
- ise price’ or “strike price’. When the exercise price of a stock option 1s.equa ot
‘axercise . : ' .
11rrent price of the share, then the option is at-the-money. A call qpttlrcL)lI; fosa gt
i rcise price below the current share price is in-the-money. The .same.n; e
exfion with a strike price above the current share price. A cf"ill Dpt.lOﬂ with a tsh Cufrem
Ogove the current share price and a put option with a strike price below the
4 59
share price are all out-of-the-money.

Futures Contracts

; . ity ata
A futures contract is an agreement to buy or sell an asset in a SpQCIfl.Ed quantrllttyas 44
. : 5T -
certain time in the future, and for an agreed price. It is a derivative mf&une i
value depends on the price of an underlying asset, Futures1 c:(fntrius arbie e
; blicly observa ,
i i traded on exchanges at a pu
standardised instruments and ! et
allowing the parties to buy or sell them at any time when the markets are op

Forward Contracts

lee a flltlll‘es contrac [, a fDI WaId contract 1s a contract llla[ [E(]UH(ES tlle lloldEI to blly
Spe(_,lfled [)IICE at e Ihe dlffeIEIICE betﬂ]ee[

or sell ar [ a a SpECIfled flltlll"e 1 .

the two t [)ES Of [ﬂEHU&[NES 15 that .fOI WaId contracts are not IIOIHlaHy t1 aded on an

EXCha.llgeybUl m (lle ()UEI‘-thE-COLlIltEI mar ket. FOrWard contracts are often UbEd to

hedge foreign exchange exposure.

59. Ibid., n. 28, p. 657.
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Swaps

A swap is an agreement to exchange cash flows in the future at a certain formula. For
example, an interest rate swap may exchange floating interest payments for fixed
payments. At the inception of the swap, the total value of fixed interest rate cash flows
over the life of the swap is typically equal to the expected value of floating interest rate
cash flows. The swap is at-the-money, After some time, as the floating rate changes, the
Swap moves in-the-money or out-of-the-money. For a corporate, the purpose of a swap
is usually to reduce or eliminate risk posed by interest rate volatility.

{2] Treatment in Transactions

It is sometimes suggested in negotiations that all out-of-the money-derivatives should
be treated as debt-like. This makes sense when their holder has an obligation to make
4 payment to a counterparty. This is the case, for example, for an interest rate swap
where (from the larget entity perspective of a fixed-rate payer) the fixed rate exceeds
the variable rate. Such an obligation represents an economic burden at closing which
a buyer acquires and which - if not already reflected in the carrying value of the loan
- can be moved to the seller as a net debt deduction.

If a target company that is not a financial institution has entered into a currency
swap which, for example, requires it to make up the difference in value of a weakening
pound against US dollar, then it can also be argued that this commitment should be
treated as debt.

However, out-of-the-money derivative securities do not necessarily represent an
obligation to transfer value to a third party. For example, a call option that has a strike
price above the share price is out-of-the-money (from the Derspective of the option
holder). Similarly, a put option on a share with a strike price below the spot price is alsc
out-of-the-money. These out-of-the-money derivative instruments represent oniy.a
right, not an obligation, to transfer value 10 a third party. If they remain out'oi-the-
money, the option will not be exercised and their value will be zero at thietine of
expiration. However, before they expire, given the possibility that the share price
moves above the strike price and the options move into-the-money, e el out-of-the-

money options have a positive value., (While the intrinsic value of the option is zero,
the time value is not zero.) There is therefore usually no reason to deduct an
out-of-the-money option in these cases.

For most businesses that are not financial institutions, call or put options are not
d necessary part of operating the business. Acquirers should therefore value them
separately and (even if out-of-the-money) their fair value may be added to the
enterprise value. This essentially treats them like cash (or other non-operating assets),
reducing net debt.

Another case is the acquisition of a company that has issued share options (e.g.,
as employee remuneration). IFRS 2 requires a company to measure and recognise
share-based payment awards (to employees or other parties) in its financial statements
at the fair value of the goods and services received. They are expensed as vesting
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nditions are satisfied.®® Expensing share options has been required since IFRS 2 Wis
f:Osuecl in 2004. US GAAP has similar provisions in ASC Topu? 718, Cc:}rnpem:attmtO
lsSMtoc:k Compensation and in ASC Subtopic 505-50, Equity - Equity-Based Payments
61
1 Employees. ‘
. In pgeneral once the awards have vested, they represent ‘a rc:;?vard for .work
already performed, similar to other kinds of deferred compensation. . At the tt_1me iz;
hare-based award is expensed, it reduces EBITDA; howev?r, until an 0[; 1(?11 :
Z)(erci%ed it has not yet diluted the existing shareholders (if equity-settled), or becom
sh-relevant (if cash-settled). o
“ The treatment of stock options in an acquisition depends on whe]t;nt?_rt Ot; Tt)sg
outstanding options survive the transaction. The buyer may asst:jme or subs 193&1 e
t i i nati hed out or canc ;
! : the options may alternatively be cas .
target company’s options; : out or cancelled. I
i irer i lired to make an appropriate offe
some countries, an acquirer 1s regt : : ey o i SIS
ities i isitions der certain circumstances). is
securities in acquisitions (un : , o
alternatives is beyond the scope of this book. As a general rul;e, t1)1oweve}",.any ;?Is;; Zny
i i i the acquiring c
0 : Ot ding options to the shareholders o . :
i be s in the i i h all) fraction of private
i hase price at fair value. In the (sm. :
should be reflected in the purc (sm3
M&A acautzitions in which options are assumed by the acquirer, a net debt deduction
can bz wnpropriate to reflect the cost of dilution to existing shareholders.

Fl Deferred Revenue

[1] Introduction

Deferred revenue is reventue that has not been earned althou g? cash 1has been collg;t;c;
i ment. It is usually (though not necess
from customers in the form of a prepayr - usual e
i ? heet in current liahilities. Deferred re
reported in a company’s balance s _ enue |
asls}ect of revenue recognition that can directly affect net debt (for a discussion of

revenue recognition, see Chapter 9).

{2] Treatment in Transactions

Whether deferred revenue should be treated as debt or as working capital in a
ion i te and negotiation.
transaction is a frequent source of deba .
The case for treating deferred revenue as debt (usually advanceq by the chliy_erz hlz
as follows: the target company has received cash from customers that is ref:orde1 f111 e
balance sheet at closing. If there is no deduction in this respect, the buyer pays (_)r ri
cash by way of a dollar-for-dollar increase in the purchase price. However, it is the

; ide, EY,
60. Applying TFRS, Accounting for share-based payments under IFRS 2 - the essential guide,

i 2, b
61 EAf;elni?:lg!s[tjock options was part of the reforms a_fter the dc_)t—c_o_m bubble of the late 1990s. The
. resistance to expensing stock options from lobbyists was significant.
62. See §4.02. ‘
63. For example, The UK Takeover Code, Section D, Rule 15.
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buyer xlvho w%ﬂ incur the cost associated with earning the deferred revenue, and thj
cost will be incurred after closing. The receipt of cash (in the form of ’customes
: r
prepayments) and the disbursement of cash (to suppliers or employees to fulfil the
contract) do not match. A net debt deduction moves the economic burden of ici
the contract to the seller. e
The counterargument for treating deferred revenue as working capital (usuall
advanced by lthe seller) is this; receiving prepayments from customers is a recurriny
Part of operations, and a constantly revolving level of prepayments exists at any give;gl
tl;nfe. The target company will be able to fund the cash outflows to fulfil the contract out
oI luture prepayments that will have been i i
: received by th > o
o it y the time the costs become
] As can be seen, the treatment of deferred revenue is by no means clear-cut and
epends to a large extent on the nature of the target company’s business and/or th
prepayment. To illustrate, consider the following two extremes )

Example 1: Businesses Engaged in Large-Scale Construction

Two (almost) identical target companies are engaged in the construction of 1

plants. They are about to commence the censtruction of one such plant grgilllmwer
before closing, Company A receives a prepayment [from a customer of. 302/ efdlzly
contract value. It defers revenue, Company B receives a similar o dn
b payment, but a day
At closi S S

Cﬂmpc:;?ei,? should a buyer pay the same amount to acquire the shares of the twa

It seems clear that the amount of deferred revenue at closing (assumi

copstruction work takes place on the two dates in question) should be fhe dif}]mmg 1}0
price. This suggests a net debt deduction is appropriate. If the seller m;r;em(;:e:n
customer prepayments falling into the definition of working capital, it IS‘?‘ be
reasonable for the buyer to argue that reference working capital shofld njot in ‘fi?l: ( v
such .prepay.rnentS, so that, on closing, any prepayments over and abo““ly; ;;ﬂ‘- nee
working capital are effectively treated as reductions to working capital n“‘ ht E{EHCE
the pu'rchase price. This would achieve the same economic reseit :L'l ETLZ: o
deduction. Nevertheless, as discussed above (see §4.03), a buyer ma il 7 He' o
Aol ; y still prefer a net

Example 2: Business Engaged in High- i i
tions gaged in High-Volume, Individually Low-Value Transac-

A newspaper publisher routinely recejves payments on (prepaid) subscriptions f

lar‘ge number of subscribers. The aggregate prepayments vary from day to% . 1s ;om a
spike .dur'mg the holiday season, but individual amounts are small and it m 1): an1' oy
any difference when they are received. Whether any particular prepa menta' i ltﬂe Y
the day before or after closing is not material; there is always a level 03; v recelve_d
deferred revenue on any day of a month. FPEDAEReS o

In this case, the prepayments meet the criteria of working capital: i

nature, short-term conversion into cash, constantly revolvin (see I§)5 it e
deferred item is more likely working capital. . 4 . e
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The criteria that are touched upon in Chapters 2 and 5 when considering the
{reatment as debt or alternatively working capital generally apply here. When consid-
ering the treatment of deferred revenue, a question to ask is whether either the buyer
or seller should be concerned about the exact closing (or locked box) date. If a party has
reason to be concerned about the timing of a particular prepayment (as in example 1
abave), then there is a case for a net debt adjustment. The more important the timing
of payments, the stronger the case to treat as debt. 1f, on the other hand, the timing is
not important (as in example 2), then deferred revenue (if recurring) is more likely
working capital. It is the cases in between these two extremes that are often contro-
versial in negotiations.

An approach that is occasionally advocated is a net debt adjustment only for the
future cost of fulfilling the contract to which the prepayment relates, not the entire
prepayment received. The result is that, economically, the seller retains the profit
margin on the contract while the buyer recovers the future cost of fulfilling their
obligations under the contract, the reasoning being that the seller originated the
contract and should therefore obtain the reward. There are two arguments against this
approach. Tirsi, it is not clear why the seller should retain the economic rewards
relating to 4 particular contract only because cash has already been collected (as there
would e no reallocation of the contract margin if cash had not been received). Second,
ag-ecing an expected profit margin can be complex: The extent to which a seller should
beentitled to retain profits by moving certain costs to the buyer is not at all clear, not

even in concept.

[3] Deferred Revenue in Post-M&A Disputes

One reason deferred revenue is comparatively uncommon in disputes is that the
amount of cash received and deferred at closing leaves relatively little discretion on the
part of preparers of accounts.

The sample includes a dispute in which the parties had agreed on a net debt
deduction for the costs of fulfilling a contract for which the target company had
received a prepayment. When the completion accounts were drafted, the parties
disagreed on the allocation of overheads into the contract. This shows that, if the
method of measuring profit is not adequately defined in the SPA, the risk of a dispute
is heightened. But even if it is defined, estimating costs to completion can be far from
straightforward. Consequently, if the parties to a transaction wish to adopt this
approach, it may be preferable to use a fixed percentage margin to avoid problems after

closing.
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[G] Capital Expenditure Creditors

1]

Introduction

Capital expenditure creditors are usually reported in a company’s balance sheet in
current liabilities within an aggregate figure for creditors, and not separately disclosed.
Hence they tend to be regarded, prima facie, as part of working capital.

A net debt deduction for capital expenditure creditors is different from the capital
expenditure purchase price adjustment discussed in §2.02[D]. The purpose of the latter
is to protect a buyer from a seller delaying capital spend in order to maximise the cash
position at closing, and it acheives this by measuring actual (cumulative) capital
spending against a target level, adjusting for any deficit. Spending that was deferred

during the closing period would not necessari ly be captured by a net debt deduction for
capital expenditure creditors at closing.

2] Treatment in Transactions

The reasons to treat capital expenditure creditors as either working capital or net debt
are similar to those discussed for deferred revenue earlier in this chapter. To the extent
that the creditors relate to routine expenditure in the ordinary course of business,
would normally be included in working capital and taken into account in
computation of reference working capital. Exceptions to this would be:

they
the

- Where the target business is capital intensive and property, plant and equip-
ment additions involve large sums which make it difficult to calculate accu-
rately a reference working capital position at any given time (including the
closing date);

— The target business incurs individual sums of capital expenditure from time 1o
time which could result in actual working capital at closing not b=aring
comparison with reference working capital.

As mentioned elsewhere in this publication it is important to ensuie tiat b
are not double counted, for example capital ex
capital and as a net debt adjustment.

alances
penditure creditors included in working

[H] Non-controlling Interest (Or Minority Interest)

[1] Introduction
A non-controlling interest (called Jm'nority interest” before IFRS 3 was introduced; in
this publication both terms are used interchangeably) is the interest in a subsidiary

company not attributable to the parent that owns a centrolling interest. This is depicted
in Figure 4.6.

72

'*2 342200008

§4.04[H]
Chapter 4: Net Debt

Figure 4.6 Example Group Structure Showing Non-controlling Interest in
Subsidiary

Sale of 100% of
| _shares (in

Parent
Company A)

Seller Buyer

Con-
solidated

group
accounts

Parent Company

Minority
shareholder
(third party)

J 0,

17 P2rent Company holds an 80% interest and an unrelated third party_]wldg a20%
Lterest in Subsidiary B, the 20% interest is the minority - or non-controlling - mTerest.
The minority interest may have come about for different reasons. For example, it may
be held by the founder of a business who previously sold the majority stake, or perhaps
by management as a form of incentive. _

’ In the consolidated financial statements, Parent Company presents nlgrils
controlling interest within equity, separately from the equity of the owners (I
10.22).

Treatment in Transactions

{21

[a] Overview
Continuing with the example above, let us assume that Seller intendslto digpose oli
100% of the share capital in Parent Company. Buyer values thg enterprise using bot
a DCF (on a free cash flow basis) and a multiple method, in each case base.zd. on
consolidated financial information (which includes 100% of the results of Subsidiary
B] ' . . -
Subsidiary B’s value is then included in full in the enterprise value attributed to
the group. The enterprise value for the group as a whole does nqt _reﬂect tl'le fact that
a minority owner is entitled to a share in the surpluses that SlleId.]any B wﬂllgenera;e
in the future. If dividend payments correspond to the ownership proportlons:) t ef
acquisition of 100% of the shares of Parent Company entitles Buyer to only 80% o
Subsidiary B’s dividends.
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o _tMa_nagement‘Judgment and efstimates play a lkey role in revenue recognition for
8 E‘i‘[l'.l contracts where revenue is recognised with the degree of completion (which
reqmresl judgment about the extent to which the earnings process is complete) ]}C
accounting for long-term contracts and related disputes are discussed in QQI?J 03e "y
- Revenue .recognition does not usually give direct rise to a pufclllaselr ri
fld]Llstnlent [Wlth the exception of a net debt deduction for deferred revenuep(slse
§4.04[F])). Disputes involving revenue recognition therefore often relate to misreprs:

sentations or warranty breaches. One s : .
. uch dis ; .
Dawson. ™ Pute is Sycamore Bidco Ltd v. Breslin &

Example Dispute about Revenue Recognition (High Court of England and Wales)

T‘he central figure in this case was ‘total revenue’ % The buyer and claimant, Sycam

Bidco, a.PE-owned tompany, acquired Gissings Advisory Services Ltd from ,th) sellDre
@d c.lalmed damages for misrepresentation against the sellers in relation t ?—S
inclusion of a monthly reduction in the charges by an IT supplier ( ramod“e
compensation for previous problems with the supplier’s services) in reveiue Ef ]:"1is
rafget company. Net income and cash flow in the relevant period were not affect(()edtbe
this error. However, the buyer argued - successfully - that its valuation model rneanst]

tha‘ the lﬂﬂa[ed revenue ]ed to an V l [
overs a{ed Va]ua 1011. ThE 3 ] e W- 1
: A IHCIud d the fO]lD g

4.1: The Accounts:
4.1.1 show a true and fair view of:
(@) the state of affairs:
(b) the assets and liabilities; and
(c) the profit or losses

of each Group Company to which the
. ; v relate and the ¢
consolidated basis) as at the Accounts Date; Toup (on a

4.1.2 have been prepared in ac I
cordance with relevant sene ad
accounting practice ... enerally accepRy

. .T.he relevant accounting standard in this case was UK GAAP. 7'Le relevant
definition of ‘turnover’ was defined as: O o

T -~ z. .
! het revenue resulting from e_xchange transactions under which a seller supplies to
ustomers the goods or services that it is in business to provide.”

The judge found that the reduction should not have been included in turnover
there was no evidence that there Was any un-recouped expenditure or any unre -
nerated provifsion of services at the date of the agreement, and it could notybe tre;];;
ds compensation in respect of any such matters. Accordingly, the turnover figure w
overstated. Further, the judge found that the compensation should probabl h?v b @
treated as ‘other income’, and that including the supplier’s compensatsifon simﬂjﬁ

-

93. Sycamnore Bidco Limited v. S sl ;
o g ed v. Sean Breslin/Andrew Dawson [2012] EWHC 3443 (Ch).

95. Ibid., para. 216.
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turnover for the relevant year failed in a material way to present a true and fair view of

the state of affairs of the company or its profit and losses.
The question of damages in this case is discussed below in §9.03.

§9.02 NEW REVENUE RECOGNITION STANDARDS

IFRS 15, applicable to accounting periods beginning on or after 1 January 2018, has
been developed in parallel with equivalent changes to US GAAP.”® The purpose of the
new standard is to remove inconsistencies in current revenue recognition practice,
provide a more robust framework for addressing revenue issues, and improve compa-
rability of revenue reporting across sectors and jurisdictions.

In the short and medium term, the transition between the old and new rules is
expected to create challenges in an M&A context. For example:

- Under thewnew rules, revenue recognition may be accelerated or delayed,
affectinyg reported profitability, working capital, net debt, or other deal metrics,
potensially impacting the closing balance sheet or earnings adjustment mecha-
/.

- Turecasts stated using the new rules may differ materially from those provided
during due diligence, or those forming the basis for the transaction price.

- Changes in earnings could impact profits available for distribution or could
result in non-compliance with loan covenants, triggering indemnity clauses.

- Earn-out clauses negotiated using accounts prepared under the old rules may
result in materially different compensation when the agreed earn-out method-
ology is applied using accounts prepared under the new rules.

In the long term, there is no reason to expect that revenue recognition will be less
relevant to M&A-related disputes. The new standard continues to have important areas
of judgment (even if different from those in existing standards). For example, IFRS 15
has the following requirements:

- For long-term contracts where revenue may be recognised over time, the
percentage of the performance obligations satisfied will be subject to esti-
mates, including appraisals of results achieved, surveys of work completed,
time elapsed, milestones reached, units produced, costs incurred, or labour
hours expended. Appraisals, surveys of work completed and estimation of
total hours or costs of a project involve technical knowledge and judgment.

- For contracts with variable consideration or where some goods are expected to
be returned by customers, estimates will be required. These and other
estimates of probabilities or amounts can be biased or, in hindsight, turn out

to be incorrect.

96. This section draws significantly from ‘This is How IFRS 15 will Impact M&As’, Financial
Director, 32 May 2017, Phil Hersey, Heiko Ziehms and Anna Hartley.
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]FRS . [ V i
o 3 WI” not [8)] ] ]ead to dlffe]'ent aCCOUI]ting U‘E‘atment‘% once the t[ans' i
st (l .
dan afd haS OCCUI‘[ed, but alSO to Uncer[ainty‘ dUI‘il’lg the t]‘aﬂsitjon itS lf
0 e ne elf,

during busy negotiations.

Chapter 9: Revenue Recognition §9.03(B]

recognise losses earlier rather than later. In fact, the opposite may be more often the
case. To illustrate, Figure 9.1 shows a summary of cumulative profits reported (under
IAS 11) over the lifetime of a portfolio of four long-term contracts for an undisclosed
target company. While each contract had a different term, the terms were scaled here

to be comparable.

The motivati j Lo
reportingbetj\:;gtir;l bzh_md the changES 1S Improved comparability in financia]
HOWBIEL, I s st ap E;nes and across industry sectors. This is a desirable objective
i i i ' n medlpm term, the changes intraduce additional complexit .
- " dnd accounting aspects of M&A transactions. I, the long t ;

¢ recognition issues will likely continye to play a prominent role in M&A&;e;n;
s e

Figure 9.1 Evolution of Reported Contract Profitability over Time

T
Percent completed

]
Reported contrallct profitability over‘tjme (cumulative, €|m]
B Contract I O Contract Il O Contract 111 Contract IV

disputes,
§9.03 REVEN
UE RECOGNITION FOR LONG-TERM CONTRACTS |
80
[A] Accounting Rules

Output 5
put methods measure revenue op the basis of direct measurements of the

e e incs eff(;rts Ior Inputs to the satisfaction of a performance obligation; for
3 urred relative to the total e Y i i ;
Xpected costs for the satisfaction of that 20% 40% 60% 80% 100%

Over the contract terms, management was consistently too optimistic about total
contract profitability. This led to overstated profits up until completion of each
contract. Only at the end of each contract, with no future periods were available to
defer losses to, did the company report the losses actually incurred. In three out of four
cases, these cumulative losses exceeded all previously (incorrectly) reported profits.
Earnings of long-term contracts can generally be overstated in two ways:

{EZZ‘;‘Z‘;;X?Z :;);Etil;rlla;z ig;er into reported profitability when reporting earning::

Both are open to bias. everall contract profit (of which a fraction is reatised).
I .

measufjfflpifgig:l;elscz ;:Eigizr;c; l;gdf‘te its estimates continuously relafing to the

requires the immediate recognition of a ]I;;;Cts are expected to be IOSS-nwk’lng, IAS 37

- Underestimating the costs to complete work under the contract. In this case,
the real costs were only reflected in the accounts when no further periods were
available and the contract was completed, and the costs associated turned out

complete requires both technic ineeri
- al e : i i : i i
ngineering expertise and judgment. It is easy to to be much higher than the previous estimate suggested.
- Overstating the degree of completion in the periods up until the last reporting

quarter. This moves the recognition of contract profitability ahead in time
(e.g., into a financial year on which the valuation is based) even when the
estimate of overall profitability is correct. In this case, it moved (non-existent)

profits into earlier reporting periods.

[B] The Degree of Completion and Cost to Complete

befO]e 1 haS beEIl C()III[JIEE[G(] Only to f!Ild at its EIld thdt aCILIal pIofltS dre m Cll ]e‘iS or
2
) 11 b (
] he llIlblabed exercise ()f]udgment W 0][1d mean lhat new II]f{)rmdtIOIl that_ comes
to hght dUIH]g lO]Ig-tEII'I] COIltIaCtS W()Uld 1ncrease or dECIeaSE‘ COH[I&C Dr()flta])llliy m
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Hi ;
igh profile fraud cases show the variety of ways fraud can enter into
a

fransaction. Examples include:

- The acquisiti i
; Il)()es"u}:]cil:t](;sltlog of A]u_tofilomy by HP in 2012, the second-largest acquisition in
Iy, In which HP executives alleged th i
. at they were misled b
tAumncn.ny t?:tglch_ accounted for most of a USD 8.8 billion write-down after thy
Sroansa}:uon. In a public statement, Hewlett-Packard announced that * .
me lormer members of Autonomy’
: £ ¥'s management team used 3 i
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emerged after closing that financial statement fraud had occurred that dated
from the time before the transaction which meant that the consideration
shares - the acquisition currency - were worth less than the seller had
expected.

- Caterpillar Inc’s USD 677 million acquisition in 2012 of ERA Mining Machinery
Ltd, the holding company for Zhengzhou Siwei Mechanical & Electrical
Equipment Manufacturing Co Lid, one of China's biggest makers of hydraulic
coal-mine roof supperts. The purchase was billed as a coup for Caterpillar, the
world’s top maker of tractors and excavators, and Caterpillar’s advisors even
received an award for ‘cross-border deal of the year'.'" Shortly thereafter,
Caterpillar announced that it had discovered ‘deliberate, multi-year, coordi-
nated accounting misconduct’ at Siwei and Caterpillar took a goodwill impair-
ment charge of USD 580 million, 86% of the value of the deal.”

- Numerous cases of (alleged) fraud In Chinese reverse mergers on American

exchanges,'"’

While these types of disputes tend to make prominent headlines, fraud is not the
most commen cause for M&A-related disputes. According to a recent survey, misrep-
resentatian - whether deliberate or not -~ was named as the most common area of
distuies by only 17% of respondents, behind earn-out clauses and completion
accoants disputes (33% each).'’’ Misrepresentation in the survey included fraud
~ases, but likely also cases of unintentional misrepresentation (though the survey does
not indicate how many), so that the share of disputes involving fraud is likely lower
than 17%. An analysis of the cases in the sample of disputes (see §1.04), though not
representative of all M&A disputes, suggests that in approximately 10% of cases at least
one claim related to fraud.

Financial statement fraud often relates to misrepresentations by the seller or the
target entity’s management about the target business. The seller may withhold
information during the transaction process, or the target’s financial statements may be
misrepresented. As a consequence, the buyer acquires unknown liabilities or later
discovers that the target business has in fact less earnings potential than it assumed.
However, misrepresentations may also be made by the buyer, not the seller.

Another type of fraud risk is corruption, a type of occupational fraud for which
the ACFE distinguishes four major categories: bribery, conflicts of interest, illegal
gratuities, and economic extortion. Of these, allegations of bribery have received

108. The M&A Atlas Awards Asia Pacific Middle Markets, 8 Nov. 2012, Category: Asia Pacific Deal
Award Winnder Cross-Border Deal of the Year - Large.

109. Special Report: How Caterpillar got bulldozed in China, Reuters World News, 23 Jan. 2014,
hnps://www.reuters.com/article/us—caterpillar-china—special—report/special—report—how-cate
rpillar-got-bulldozed-in-china-idUSBREAOMO03720140123.

110. Fraud In Chinese Reverse Mergers on American Exchanges — And We're Surprised?, Forbes, 8
Apr. 2011.

111. Grant Thornton, A smarter way to get deals done International Survey: Identifying interna-
tional market practice for equity value adjustments and Sale and Purchase Agreements,

November 2017, p. 18.
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§10.02 THE FRAUD TRIANGLE

[A] Introduction

The fl.raud triangle is a framework for anal
American sociologist Donald Cressey.''? C
fraud triangle originated is as follows:
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transactions can be a fertile breeding ground for all three factors

Figure 10.1  The Fraud Triangle
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[B] Pressure
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pressure to withhold new information such as disappointing earnings numbers or the
loss of a key customer. As pressure builds, a downward spiral begins.

A seller who stays silent about recent adverse developments (e.g., the loss of a
key customer) may be guilty of fraudulent misrepresentation if the buyer relies on
information presented to him or her. This happened in Erlson Precision Holdings Ltd v.
Hampson Industries plc in which the buyer learned on the day following the sale that
a key customer would be terminating all business with the target.'" This information
meant that various forecasts which the seller had provided to Erlson over a period of
ten months prior to the transaction were incorrect. It transpired that the seller’s CEO
had been informed of the customers’ decision much earlier. The judge held that the
seller was guilty of fraudulent misrepresentation.

The principals working on a transaction may be the first to feel pressure.
However, pressure can be passed on to the target’s management or the seller’s or
target’s accountants, and even cutside advisors who prepare the financial information
or assist in the sale process. Exit bonuses or success fees may be linked to achieving
specific resuli. The pressure is both obvious and implicit,

Finally, i is not just the sellers who feel pressure, but also buyers. For example,
buyout firmus that face limited fund terms may come under pressure to deploy funds. Or
consiu-rThe Hut Group Ltd v. Nobahar-Cookson and another, discussed in detail below
irn'§14.03, in which the sellers received consideration shares valued on the basis of the
buyer’s accounts (which later turned out to be misstated). The buyer’s senior manage-
ment allegedly put its finance team under pressure to hit figures which were consistent
with the ‘growth story’ which the buyer wished to present to the outside world,
whether or not it reflected reality.

[C] Opportunity

The natural opportunity to commit fraud in an M&A process follows from the
asymmetry between the buyer and seller in a transaction. The seller usually knows far
more about the business it is selling than the buyer, and it is the seller who can decide
to influence accounting choices or disclosures pre-closing, or withhold information.

Buyers attempt to level the playing field by conducting comprehensive due
diligence, but access is limited, in particular in a competitive auction. And a seller who
is attempting to deceive will often make sure that access is even more restricted than
usual. In Erlson Precision Holdings Ltd v. Hampson Industries ple the seller not only
withheld information of a customer loss from the buyer, but, in fact, had gone to some
length to ensure that the buyer did not learn of these developments, including asking
the relevant customer to keep the information confidential,’**

Detecting fraud is not the focus, nor even within the scope, of standard buy-side
financial due diligence. Only when concerns over the numbers arise, or ‘red flags” are

114. Erlson Precision Holdings Limited (formerly GG132 Ltd) v Hampson Industries plc [2011] EWHC
1137 (Comm), 20 Apr. 2011.

115. David v Goliath, New Law Journal, 22.7.2011, Available at https://www.newlawjournal.co.
uk/content/david-v-goliath.
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[D] Rationalisation

The th.ird element of the fraud triangle, rationalisation, is th
commits the fraud to convince him-
justifiable.

e ability of the person who
or herself that their actions are acceptable or
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§10.03 RED FLAGS FOR FRAUD

Identifying fraud before signing is made all the more difficult when as

fraudsters, the other party is actively attemnpting to conceal it. A se;Her who i i

ally conceals fraud will also attempt to restrict access during th-e due dilige ) HHEDUO?-

much as possible. Even without such efforts, access and time are 11'rnitgdHCE TR\
The following is a list of common ‘red flags’ to look out for: -

is the case with

(1) The analyses of cash flow and profitability:
(i) sales that do not turn into cash - red flags include deterioratir
collection ratios, receivables ageing, inventory turns, and sustai]lg
) cash outflow from operations despite profit growth: , .
{11) pressures on profitability as evidenced by declim’ng’ profit margins;
{111) straight line or ‘hockey stick’ earnings/profit growth: and -
(iv) high financing costs compared to debt levels )
(2) The analysis of organisational structure: .
(i) impending/recent flotation or buy-out;
(if) high level of related party transactions;

-_ O
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117. The Hut Group Lid v. Nobahar-Cookson and another [2014] EWHC 3842 (QB), para. 253
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(iii) unnecessarily complicated corporate structure or financing arrange-
ments;
(iv) dominant, overbearing, or bullying CEOQ/Chairman;
(v) weak finance function;
(vi) consistent adoption of ‘racy’ but acceptable accounting policies; and
(vii) involvement of non-financial management in accounting.

It is useful to distinguish between fraud itsell and the triggers that lead lo its
discovery. Once the transaction closes, the new owner takes control and has ample
opportunity to find out more about the target’s financial statements and disclosures. A
trigger for detecting fraud is often that the target entity is in need of additional liquidity
soon after closing. This, mostly likely, comes as a surprise to the buyer. In such
circumstances, it is often appropriate to conduct post-closing due diligence. If this
reveals unknown off balance sheet liabilities or that the seller’s accounting for the
target company has gone beyond optimism, then there might be a case for fraud. This
is the start of a difficult process: unpicking financial statements can be a complex task
and sometimés requires a combination of expertise of transaction specialists, forensic
accountants, fraud examiners, and even intelligence professionals. In the absence of a
trigger-<ent, there is often no effort to uncover fraud, and it is, therefore, safe to
asvirre-that many frauds remain undetected.

ixample: The Hut Group Ltd v. Nobahar-Cookson and another (High Court of
England and Wales)''®

In May 2011 the Hut Group Ltd (THG), acquired an online sports nutrition business
known as ‘MyProtein’, the trading name of a company, Cend, owned by the defen-
dants. The purchase price amounted to GBP 58 million, of which GBP 30 million was
paid in cash and GBP 28 million in shares in THG. The sellers were the founder and
manager of Cend and the family trust.

The SPA included sellers’ warranties in relation to Cend’s management accounts
and warranties by THG, the buyer, that its draft statutory accounts gave a true and fair
view of its state of affairs, assets and liabilities and profit and loss as at 31 December
2010 (the THG Accounts Warranty) and that THG’s management accounts fairly
presented its assets and liabilities and profits and losses for the period from 31
December 2010 to 31 March 2011 (the THG Management Accounts Warranty). The
SPA limited the parties’ liabilities for claims for breaches of warranty ‘save insofar as
it results from the fraud of [THG] or ... the fraud of any of [the sellers]’. The relevant
limitation was GBP 7.24 million for claims by Sellers against THG.

The sellers’ warranties will be discussed in Chapter 12.

Shortly after closing, THG commenced preparations for an initial public offering
(IPO). As part of the IPO preparations, THG’s group audit firm carried out a hali-year
audit of THG's accounts. In September 2011, it came to the auditors’ attention that
there had been a falsification of documentation provided to it in its capacity as the

118. The Hut Group Ltd v. Nobahar-Cookson and another [2014] EWHC 3842 (QB).
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