Purchase Price Provisions in Acquisitions: Practical Approaches
This paper considers the various ways in which the payment of an acquisition's purchase price can be structured. Variations can occur in the types of consideration payable at the closing, and many acquisitions provide for a post-closing adjustment or true-up. Further, the acquisition may provide for an earnout payable over a considerable period of time after the closing. Each of these purchase price provisions significantly impacts the leverages of the parties, the tax and accounting treatment of the transaction and the relationship of the buyer and seller post-closing.

I. Forms of Consideration

A. In General
The purchase price in an acquisition is typically paid by cash, stock, installment notes, the assumption of indebtedness or some combination thereof. Factors that affect the way the purchase price is paid include: 

· the buyer's access to cash; 

· the seller's desire or willingness to invest in the buyer's business; 

· the seller's desire for a tax-free transaction; 

· the structure of the transaction as a stock purchase, merger or asset acquisition; 

· the buyer's desire to extend payments through notes, creating a source to satisfy indemnification claims; and 

· the parties' desire to effect a pooling of interests. 


B. Cash Payment
Payment by cash is appealing in its simplicity and because (absent a holdback to secure post-closing claims) it will largely terminate the relationship between the buyer and the seller at the closing. A cash payment, however, will result in the seller's realizing an immediate gain for tax purposes on the transaction. Furthermore, cash consideration will eliminate a buyer's ability to account for the transaction as a pooling of interests. 

Cash payment, when chosen, may be made by bank cashier's check, certified check or wire transfer. The seller will generally insist on same day funds through a wire transfer. 


C. Payment by Stock
Where equity securities are used as consideration, complex issues of valuation are presented. Further, the securities issued in the transaction must be registered under the Securities Act of 1933, as amended (the "Securities Act"), or an exemption from registration must be perfected. 

1. Valuation Issues
Once the parties agree to use stock as consideration and a purchase price has been arrived at, the parties must value the stock to be transferred. They may agree that the stock is to be valued at the market price as of the moment of their agreement on the price, as of the date the acquisition agreement is signed, as of the closing date or at or during some other time period. If the stock is not registered under the Securities Act, or if the transfer of the stock is otherwise restricted, the seller may demand a discount from market price. 

To avoid the obvious risk posed by using a single day's stock price in the valuation, the parties typically choose to use an average market price of the buyer's stock over some specified period of time, for example the 15 days immediately preceding the third business day prior to the closing. To protect against extreme fluctuations in price, the parties will likely place an upper and lower limit - a collar - on the range within which the stock price may vary for the purposes of valuation. The collar may be defined by either share price or shares issuable in the transaction: for example, no greater than 1,500,000 shares to be issued but no fewer than 1,350,000; or a share price of no greater than $55, but no less than $45. Alternatively, parties may agree that there is a right to terminate the contract if the price extends beyond the collar limits. 

In a stock purchase price formula using both a collar and an average closing price to value a listed security, the parties might provide that: 

"The aggregate number of shares of Buyer Common Stock issuable to Seller shall equal that number of whole shares of Buyer Common Stock equal to the quotient of (a) $100,000,000, divided by (b) the average of the closing sales prices of Buyer Common Stock as reported on the New York Stock Exchange for the 15 trading days ending on the date that is three Business Days prior to the Closing Date (the "Average Price"); provided, however, if the Average Price is less than $45, the calculation shall be made as if the Average Price were $45 and if the Average Price is greater than $55, the calculation shall be made as if the Average Price were $55." 

If the buyer's stock will be registered under the Securities Act, the Securities and Exchange Commission ("SEC") will insist that the number of shares to be issued to the seller's shareholders be clearly indicated in the proxy statement for the meeting at which the transaction is approved, or be ascertainable from external sources at that time. 
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