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Why Deal Structure Is Critical
In Merger and Acquisition

Sellers are wise to recognize that when ex-
perienced buyers evaluate a potential acquisi-
tion, they carefully assess its risk. One of the
first and most important risk assessments is
the consideration of whether to purchase the
stock of the target from the share-
holders or all or selected corporate

assets from the corporation.

evaluate both stock and asset

While most of the well-publicized
acquisitions of public companies are

stock transactions, in the middle

“...each side should seriously

structures ...particularly the risk

and net after-tax cash flow

and liabilities.) Because the circumstances
of each transaction vary, each side should
seriously evaluate both stock and asset
structures to identify and quantify the pros
and cons involved, particularly the risk and
net after-tax cash
flow consequences
to ultimately nego-
tiate the best possi-
ble deal. The fol-
lowing is a brief

overview of the

consequences to ultimately

market, both stock and asset sales
are common. Buyers and sellers
should be aware of the advantages
that each structure provides. Too

often, parties on one side of a transaction will
insist on only one possible structure without
considering creative ways to close the deal
with a different structure. Generally, the
advantages that a given structure provides to
one side create corresponding disadvantages
for the other side. Therefore, both sides in a
deal are wise to recognize the consequences
that the structure creates as they form their
negotiating strategy. (In general, sellers pre-
fer stock sales, which provide the advantage
of having taxation occur only at one level.
Conversely, buyers typically prefer an asset
acquisition, where they receive a stepped-up
tax basis in the assets acquired and reduce

their risk by acquiring only identified assets

negotiate the best possible deal.”

advantages and
disadvantages
when the transac-
tion is structured as a stock sale and as an
asset sale.

Stock Transaction

Generally speaking, in a stock transaction,
all of the tangible and intangible assets and
all of the liabilities, including unknown and
contingent liabilities from current or prior
acts of the seller and its agents, are ac-
These include the
unknown “skeletons in the closet” that buy-

quired by the buyer.

ers fear so much.

Seller's Viewpoint

In general, sellers strongly prefer a stock
sale because as long as the stock was held

(Continued on page 2)
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Common Seller and Buyer Motivations

Seller Motives Buyer Motives
ePersonal desire to
leave due to age,
poor health, family
pressure, burnout
eOwners’ need for
estate planning
elack of a successor,
including conflicts
among family
members and owners
or loss of key people
eNeed for additional
capital to finance
growth

eWeak or declining
performance or

eExpand product lines
or geographic markets
eObtain better growth
opportunities
eEnhance profitability
and cash flow through
revenue enhancement
or cost reduction
eEnhance competitive
strengths or reduce
weaknesses

eAcquire needed
technology or capacity
faster than through
internal expansion
ePrevent competitors
growing financial from entering that
difficulties market

ePresence of strategic eBetter employ surplus
disadvantages that capital or management
cannot be overcome eDiversify to minimize
as a stand-alone risk

business

eMarket or industry

conditions that create

strong sale prices

(Continued from page 1)
for more than one year, shareholders only pay tax once, at the

personal level on the difference between the sale price and
their cost basis in the stock. This tax is computed at long-
term capital gains tax rates, which are generally more favor-
able than ordinary income tax rates.

A stock deal causes buyers to accept all known, unknown and
contingent liabilities of the company, which can substantially
increase their risk. As a result, buyers frequently demand
extensive representations and warranties to be part of the sale
agreement to protect them from unknown potential liabilities
that may accompany any acquisition of stock.

Thus, sellers should identify and, where possible, make any
necessary changes to minimize the risks to which the buyer

may be exposed in acquiring the sellers’ company. By taking

these steps, the seller may make a stock deal sufficiently less
risky to a potential buyer that the transaction can be struc-
tured as a stock purchase.

Buyer's Viewpoint

A major disadvantage in a stock acquisition for the buyer is
assumption of the target company’s fixed assets at their exist-
ing tax basis, which is often after substantial depreciation
already has been deducted. Thus, the buyer is able to write
off far less of the acquisition cost, although some special tax

elections may be available to avoid this consequence.

In addition to the unfa-

vorable tax conse-

“ Remember, the third party in .
quences to a buyer in a

every deal is the government, so

stock purchase, this
structure the transaction to structure also creates
Ty added potential risks for
the buyer. The buyer’s
principal concerns usu-
ally are contingent liabilities, under-funded retirement plans,

and potential product liability claims.

Stock transactions provide some benefit to the buyer, includ-
ing the corporation’s contracts, credit agreements, labor
agreements, (unless they are specifically voided or subject to
approval) and any favorable tax attributes of the seller, such
as ordinary or capital loss carrryforwards. Buyers may not

want some of these contracts if they carry unfavorable terms.

Asset Transaction

In a transaction structured as the sale and purchase of assets,
only those tangible and intangible assets and liabilities spe-
cifically listed in the purchase agreement are transferred.
While buyers tend to favor this structure because they can
specifically exclude assumption of all or selected assets and

liabilities, it typically works to the disadvantage of the seller.

Generally, sellers retain cash, receivables, and payables in an
asset transaction. Any of a seller’s debt assumed by the
buyer amounts to an increase in the purchase price for the
buyer and represents additional consideration paid to the

seller.
(Continued on page 3)
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(Continued from page 2)

Seller's Viewpoint

The major disadvantage to the seller of an asset sale is that
the proceeds are taxed twice, first at the corporate level on
the asset sale and second at the indi-
vidual shareholder level when the
corporation is liquidated and the pro-
ceeds are distributed to the sharehold-

ers. Sellers that have elected an S

“ Creativity in the deal structure

is essential to work out the most

Conclusion

Transaction structure is complicated. Those provisions that
benefit one side tend to work to the disadvantage of the other
side. Therefore, both sides constantly must focus on the risks
that each transaction structure creates and avoids. Equally
important, each side must constantly focus on both
the buyer’s net after-tax cost and the seller’s net
after-tax proceeds from the deal. The final terms
of a stock transaction may involve a significantly

lower price but increased proceeds to the seller

mutually advantageous

Corporation tax status may be able to
avoid this double taxation, which may
give that seller an improved bargain-
ing position in the deal.

The double taxation of asset sale proceeds can dramatically
reduce what the seller actually receives after all taxes are paid
in an asset deal. Because an asset sale involves only the
transfer of specifically identified assets and liabilities, this
form of transaction leaves the seller responsible for any re-
maining liabilities that were not part of the sale. Sellers usu-
ally face fewer representations and warranties with an asset
sale because buyers are able to identify more accurately ex-
actly what is involved in the transaction.

Buyer's Viewpoint

With an asset acquisition, the buyer achieves the major tax
advantage of being able to carry the assets purchased at their
current fair market value. This stepped-up basis allows the
buyer to depreciate much of the acquisition cost.

Buyers also benefit in an asset acquisition by acquiring only
those liabilities that are specifically identified as part of the
sale. Thus, they avoid contingent and unknown liabilities.

In acquiring assets rather than the stock, the buyer does not
acquire the target’s employees, customers, or contracts.
While buyers may prefer to avoid certain employees or con-
tracts, they may have difficulty negotiating with employees,
labor unions or customers, may be unable to use some of the
target’s licenses or permits, and cannot carry over any favor-
able tax attributes owned by the seller.

transaction.”

and/or reduced risk to the buyer. Creativity in the
deal structure is essential to work out the most
mutually advantageous transaction. When both
parties are aware of the tax consequences to the
other of the terms of sale, they can negotiate a transaction
that minimizes the overall tax consequences, and works to
their mutual

benefit.

This article was adapted from
“VALUATION FOR M&A:
Building Value in Private

Companies” by Frank C. Evans

and David M. Bishop,
published by
John Wiley & Sons, 2001.
www.wiley.com

FIRST STEPS
To manage your business as an investment and take control
of your life:
e Retain qualified valuation advisors to lead the process.
e Identify and prioritize your personal and financial
goals.

®  (Quantify

-Your company’s return

-Your company’s risk

-Your company’s worth

-Your company’s return on investment

RESULT:
Armed with the information, you can devise the best strat-
egy to achieve your business, personal and financial goals.

Reproduction is prohibited without permission..
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Our Mission

Evans and Associates is a leading provider of strategic valua-

tion advisory services. We maximize wealth and
profits for individuals and corporations.
When your circumstances require measurement
or management of business value,
our focused approach provides solutions.
Our team’s expertise in competitive analysis,
finance and accounting, merger and acquisition,
risk analysis and value creation
forms the basis for our opinions and advice.

Typical engagements for Evans and Associates

include specialized valuation consultation for the purpose of
gift or estate planning, merger and acquisition, shareholder

value enhancement and litigation support.

Evans and Associates Credentials Include:
Accredited Senior Appraiser
Certified Business Appraiser

Certified Public Accountant Accredited in Business Valuation

Shop Carefully for Valuation Expertise

Just as patients seek specialists for serious medical conditions,
specialized qualifications are required in business valuation.
Some credentials presented by so-called experts actually dem-
onstrate no knowledge of business valuation. Others require
little or no testing, work product review or experience to
achieve.

Evans and Associates invites close scrutiny of our credentials.
We have demonstrated the highest level of achievement in our
profession, and are active locally and nationally in writing,
speaking and governance. This expertise clearly results from
our strategic focus and full-time commitment to comprehensive
business valuation knowledge and service. Evans and Associ-
atesrs credentials can be reviewed in detail at
www.businessval.com

Personal Attention Backed by a
Network of National Resources

Evans and Associates is a specialized valuation advisory firm
small enough to provide the personal attention you want, but
deep enough to possess the broad range of service expertise
you may need. Our membership in the American Business
Appraisers (ABA) National Network— we were the founding
affiliate member—provides resources and advice from other
nationally known valuation experts. Our ABA affiliation
enables us to effectively execute virtually any valuation or
merger and acquisition assignment.

AMERICAN
=BUSINESS
PRAISERS

NATIONAL NETWORK




