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Introduction

nternal Revenue Code §409A
I requires all non-qualified stock
options and stock appreciation
rights to have exercise prices set at
or above the fair market value of the
underlying stock at the time the grant
is made. This seems simple enough, on
its face requiring minor modifications
to your clients’ stock option plans. In
fact it is simple for companies whose
stock is traded on an established securi-
ties market, since the stock is valued by
market transactions on a daily basis.
But how are private companies to
value their stock? These companies are
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not supplied with a daily market value,
arms length sales of stock to third par-
ties may be few and far between and,
particularly for start-up companies,
they may experience significant value-
changing events on a frequent basis.
The challenge presented by §409A for
these types of companies is selecting,
implementing and paying for a valu-
ation of their stock that will meet the
standard of reasonableness set out by
the Internal Revenue Service (“IRS”) in
the proposed regulations and subse-
quent notices.

The requirements of §409A for your
clients can be divided into two areas.
First, corrective action and reporting
with respect to past grants of options
with exercise prices below market
value. These are important consider-
ations, and should be examined as soon
as practicable to determine whether
violations have occurred and to miti-
gate any related penalties.

The focus of this article, however, is
on helping your client select the best
valuation method to minimize exposure
with respect to §409A by ensuring that
the method used is at least “reasonable
and ideally one that raises a presump-
tion of reasonableness which the IRS
must overcome.

”

See page 8 for details

History of §409A

Section 409A was added to the
Internal Revenue Code (the “Code”) as
part of the American Jobs Creation Act
of 2004." The section generally applies
to non-qualified deferred compensation
plans, meaning essentially any plans
allowing for the deferral of compensa-
tion earned in one year to a later year,
with certain exceptions.

At the end of 2004, the IRS issued
Notice 2005-1, the first in a series of
guidance regarding the application of
the new law. Notice 2005-1 provided a
basic question and answer introduction
to §409A and requested public com-
ment, which led to the publishing of the
proposed regulations on September 29,
2005.2

The proposed regulations were fol-
lowed by Notice 2005-94 (providing
relief from reporting requirements for
the 2005 year); Notice 2006-4 (provid-
ing interim guidance regarding out-
standing stock rights); Notice 2006-33
(setting the date for compliance as
December 31, 2007); Notice 2006-64
(allowing certain accelerated payments);
Notice 2006-79 (extending effective
date of final regulations to January 1,
2008); Notice 2006-100 (suspending
reporting requirements for 2006); and
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Notice 2007-18 (allowing employers to
pay taxes due on behalf of employees).
Until the final regulations are effec-
tive on January 1, 2008, taxpayers are
expected to rely on these notices and
the proposed regulations, and “good
faith compliance” with this guidance is
sufficient to be comply with §409A.

Scope of the law

As mentioned above, §409A applies
to certain deferred compensation
arrangements that do not meet the
requirements for exemption in other
sections of the Code.? According to the
proposed regulations, a plan provides
for deferred compensation if the service
provider (i.e., employee, director or
independent contractor) has a legally
binding right during a taxable year to
compensation that has not been actu-
ally or constructively* received in that
year, but rather is payable in a later
year. However, if the employer has
unlimited discretion to reduce or elimi-
nate the compensation after services
have been performed, the compensa-
tion is not deferred.

Section 409A and the relevant guid-
ance expressly exclude certain types of
arrangements from the application of the
statute, including qualified retirement
plans, vacation benefits, sick leave,
death/disability benefits, health insur-
ance and statutory stock options compli-
ant with §422 or §423 of the Code.

Non-statutory stock options are
excluded only if: (1) the exercise price
is not less than the fair market value of
the underlying stock on the date the
option is granted; (2) the option is tax-
able at exercise or transfer; and (3) the
option does not contain any additional
deferral feature that would allow the
compensation to be deferred beyond
the date of exercise or disposition.”

Stock appreciation rights (“SARs”)
are also excluded, regardless of
whether the rights are paid in cash or
in stock, so long as: (1) they are based
on a number of shares fixed at the date
of the grant; (2) the exercise price is not
less than fair market value of the under-
lying stock at the time of the grant; and
(3) there is no additional feature for
extending the deferral of compensation
beyond the exercise of the SAR.®

[n short, any statutory or non-statu-
tory stock option and any SAR that is
discounted, or “in-the-money” at the
time it is granted violates §409A.

Penalties for Violation
The penalties for violation of §409A

are substantial. If a deferred compensa-
tion arrangement does not comply with
the statute, the participant must: (1)
include the deferred amount in income
in the year the violation occurs; (2)

pay interest on the taxable amount at
the standard underpayment rate plus 1
percent, accruing from deferral; and (3)
pay a penalty of 20 percent of the com-
pensation included in income.”

For private companies and their
owners and directors, the consequences
of a violation could be problematic.

If the IRS were to determine that dis-
counted options had been granted, the
client could be responsible for personal
income tax on the value of the option,
interest since the date of grant, an addi-
tional 20 percent penalty, taxes and
penalties for the amounts that were not
properly withheld by the employer.®

All of these amounts would be due
immediately and mostly likely during
the period when the option may not be
exercised to pay the amounts due.

There is some speculation that
Notice 2006-4 suggests the IRS will find
discounted exercise prices in only two
circumstances: (1) when the exercise
price was intentionally set below the fair
market value of the stock, so as to issue
an in the money option from day one;
or (2) when the company used a “clearly
abusive” procedure to determine the
stock’s fair market value. The degree to
which §409A will be enforced, howev-
er, is still unclear, and on their face the
penalties apply equally to intentional
and inadvertent discounts. A “good faith
effort” at valuing the stock is no longer
sufficient to rebut a retrospective IRS
finding that the company’s stock was
undervalued and the most responsible
course is compliance with the letter of
the regulations by implementing one of
the valuation methods discussed below.

Valuation Methods

With the substantial penalties for
violation, and the requirement that
options and rights not be granted to less
than their value, the determination by
an employer of “What is the fair market
value?” is of paramount importance.
The IRS has provided guidance regard-
ing the acceptable methods of valuation
in certain cases. Any valuation method
is considered to be valid for up to 12
months from the date it is performed,
but the stock should be revalued before
any options are granted if the company
has experience any significant “value-
changing” event since the last valuation.

First, any options or rights granted

before January 1, 2005, simply require
a “good faith attempt” to set the price at
not less than the fair market value of the
stock on the date of grant.”

For grants made after January 1,
2005, “any reasonable valuation plan”
may be used, taking into account: (1)
the value of the corporation’s assets;

(2) the value of present and future cash
flows; and (3) the value of the stock of
similar corporations.' If the exercise
price in fact equals or exceeds the fair
market value of the underlying stock at
the time of the grant, then §409A does
not apply, regardless of whether the
rules for valuation provided in the regu-
lations are applied. However, if an IRS
audit (or any other investigation) ever
makes a finding that the exercise price
was below fair market value, then the
company has the burden of proving that
the method used to value the stock was
reasonable.

This burden, however, can be shifted
to the government if the company uses
a “presumptively reasonable” method
(effectively a safe harbor provision) to
value its stock. The regulations provide
three of these types of methods, the use
of which shifts the burden to the IRS to
show that application of the prescribed
method was “grossly unreasonable.”"

1. Independent Appraisal

The first, and probably strongest, of
the presumptive methods is appraisal
by an independent professional.'> Any
grant within 12 months of an indepen-
dent appraisal would almost certainly
comply with §409A, barring some
value-changing event between valua-
tion and grant. An independent profes-
sional valuation would almost entirely
eliminate §409A exposure, but it is by
far the most costly and time consuming
of the three presumptively reasonable
methods.

2. Iliquid Startup Company

Obtaining an independent appraisal
can be even more costly for young
companies that may be rapidly secur-
ing new sources of funding, releasing
new products and landing new clients,
since their value may change several
times in the course of the year. Each
“value-changing” event would require a
new independent appraisal before more
options could be granted. The IRS rec-
ognizes that the stock of these compa-
nies is often very difficult to value, and
it has crafted a presumptively reason-
able method of valuation available only
to “illiquid start-up” companies. Eligible
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companies are those with no publicly
traded stock that have been conducting
business for less than 10 years and do
not expect a change in control or IPO
within the 12 months following the valu-
ation. To earn the presumption, the valu-
ation must (1) be performed by a person
“with significant knowledge and experi-
ence or training in performing similar
valuations”; (2) be evidenced in a written
report; (3) take into account the relevant
general valuation factors from the regula-
tions; and (4) the stock must not subject
to any put or call right."

This valuation method is a very attrac-
tive option for clients who are eligible,
especially those who may have a direc-
tor or other employee with training or
experience in securities valuation. The
regulations do not expressly require the
appraiser to be an independent third
party, and it is possible that an insider
with relevant accounting, finance or tax
training could perform an acceptable
valuation.

The method is less costly than con-
tracting for an independent professional
appraisal and provides more flexibility
than the rigid “one formula” method dis-
cussed below, but it still provides a pre-
sumption of reasonableness and offers a
great deal of protection against any chal-
lenge by the IRS.

3. Standard Formula Method

The final presumptive valuation for-
mula provided by the proposed regula-
tions requires the use of the same valu-
ation formula for all compensatory and
non-compensatory purposes requiring
the valuation of stock. The formula must
be evidenced in some binding written
agreement, such as a shareholder buy-
sell agreement, and the method is not
available if stock may be transferred in
any other way than by use of the estab-
lished formula in an agreement. The
formula must be used in all “regulatory
filings, loan covenants, issuances to and
repurchases of stock from persons other
than service providers, and other third-
party arrangements.”' Many private
technology companies and similar cli-
ents may require more flexibility in valu-
ing their stock for different purposes than
this method allows, but it is a nearly zero
cost option for those clients who are
willing to comply with its rigid require-
ments.

Recommendations and conclusion

The following steps should be taken
to ensure compliance with §409A:

1. Examine past grants to identify
potential discounted options and
rights. Take corrective action if neces-
sary in accordance with the proposed
regulations.

2. Amend all plan documents that allow
the company to grant discounted
options. The amended plans and
related documents should state that
the exercise prices of all qualified and
nonqualified options and SARs shall
be at least equal to the fair market
value of the underlying stock.

3. Recommend adopting one of the
presumptively reasonable valuation
methods. Amend the plan documents
to identify the method used to deter-
mine fair market value and specifically
reference the authority for the method
in the proposed regulations.

The §409A prohibitions on granting
discounts are clear, and amending plans
to avoid intentional violations is rela-
tively straightforward. However, the risk
of a faulty valuation resulting in an inad-
vertent violation of the statute is a very
real one (and one with significant conse-
quences), especially for private technol-
ogy companies with few tangible assets
and rapidly developing intangible assets.
At least until the regulations become
final next year, practitioners should be
aware of how their private company
clients are valuing their stock and keep a
watchful eye on the developing interpre-
tation of §409A.

1. P.L. 108-357 (118 Stat. 1418).

2. 50 Fed. Reg. 58930 (Oct. 4, 2005).

3. See IRC §§ 291(g)(5), 457(b), 501(c)(18).

4. Section 451 of the Code states that
compensation is constructively received (and
taxable) as soon as the earner has a right to the
compensation, even if there has been no actu-
al payment. If the right is subject to substantial
limitations and restrictions, however, there is
no constructive receipt.

5. IRS Prop. Regs. §1.409A-1(b)(5)(i)(A).

6. IRS Prop. Regs. §1.409A-1(b)(5)(i)(B).

7. IRC §409A.

8. If stock option qualifies as deferred
compensation, the employer is required to
withhold income and employment taxes at
the time of vesting and possibly additional
amounts as the stock value increases.

9. IRS Notice 2005-1.

10. IRS Prop. Regs. §1.409A-
1(b)G)v)(B)(T).

11. IRS Prop. Regs. §1.409A-
1(b)5)(V)(B)(2).

12.IRS Prop. Regs. §1.409A-
1(b)5)(Iv)(B)2)(i).

13. IRS Prop. Regs. §1.409A-
1(b)5)(Iv)(B)Q2)(iii).

14. IRS Prop. Regs. §1.409A-
1(b)5)(V)(B)2)(ii).
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Minimizing information asymmetry risk in
acquisitions with contingent pay-outs: An
accountant’s perspective

By Barry Jay Epstein, Ph.D., CPA and Elizabeth A. Kowalski, MBA, Russell Novak & Company LLP, Chicago IL. bepstein@rnco.com

when one party to a proposed

transaction has information that
the other does not, thereby convey-
ing some advantage to that party. In
most arm’s-length transactions, vary-
ing degrees of information asymmetry
can exist between the buyer and the
seller. It is well accepted in economic
theory that as information asymme-
try decreases, the transaction’s value
becomes more transparent, which
should increase the ultimate negotiated
price. Simply put, buyers are more will-
ing to pay when they feel that they have
full access to information.

In the case of mergers and acquisi-
tions—and more specifically when
acquisitions are largely based on
hypothesized future profitability—sell-
ers can oftentimes be at a disadvantage
in immediately realizing their high
expectations for the future. Buyers,
being less confident about profit poten-
tial, may demand that significant por-
tions of agreed-upon prices be contin-
gent on future performance. The use of
contingent pay-out arrangements, most
commonly earn-out agreements, can
help mitigate the effects of information
asymmetry as, theoretically, the even-
tual aggregate pay-outs will be brought
into line with actual results, not the sell-
ers’ rosy scenarios.

While an earn-out agreement can
usually alleviate some uncertainty, the
biggest concern in devising earn-outs
pertains to how future profitability is
to be measured. Two commonly used
metrics for profitability in earn-out
agreements are net income and EBITDA
(earnings before interest, taxes, depre-
ciation and amortization—a widely
employed surrogate for operating cash
flow). Almost always, agreements will
call for measurements to be made “in
conformity with generally accepted
accounting principles” (“GAAP”), and
often there will be an audit require-
ment, such that the basis for the earn-
out will have to be attested to by an

I nformation asymmetry exists

independent accounting firm.

Most contracting parties believe that,
by specifying GAAP (the largely codi-
fied body of financial reporting rules
mostly established by private sector
standard setters, most prominently the
FASB), future disputes will be obviated.
This is far from the actual case, how-
ever. A surprisingly large number of dis-
agreements develop even when GAAP
is the agreed-upon metric.

When earn-outs are based on
measurements such as net income or
EBITDA, a requisite consideration is
what exactly goes into (and, equally
importantly, stays out of) this figure.
While the widespread application of
GAAP predicates a certain uniformity
among financial statement presenta-
tions, there remains a surprising amount
of flexibility within acceptable applica-
tion of these principles. If the earn-out
extends for longer than a relatively brief
period, it may become increasingly
challenging to competently calculate
the basis upon which the earn-out pay-
ments are to be made.

In order to more fully reduce the
information asymmetry between buy-
ers and sellers, a duty lies with sellers
to complete a comprehensive due
diligence of the buyers’ financial state-
ment presentations and the accounting
treatments of those business transac-
tions and events that may play a roll in
ultimate pay-outs. The reason is simple.
Once deals are complete, buyers,
while obligated to abide by the terms
of the contracts, have the power and
likely also the incentive to manipulate
financial statement presentations to the
sellers” detriment, while still nominally
complying with GAAP. By having both
parties in possession of more complete
understandings of which financial
statement elements comprise the ulti-
mate profitability metrics within the
framework of properly applied GAAP,
possible misunderstandings, disputes
and future litigation can usually be
mitigated.

This discussion will initially focus
on recent developments in accounting
standards and trends for the future that
may change GAAP reporting require-
ments. Additionally, acceptable and
legitimate changes in financial state-
ment presentation will be discussed.
Both of these areas can adversely
impact sellers’ earn-out contracts; thus
both are significant areas for consider-
ation during the due diligence and con-
tract drafting phases of any acquisition
or merger featuring contingent pay-out
provisions.

Recent and Forthcoming New
Financial Reporting Requirements

The dynamic nature of generally
accepted accounting principles is nec-
essary to evolve with an ever-changing
business environment. Some of these
changes can have major effects on
financial reporting in general, and on
earn-out computations in particular.
Thus, even faithful compliance with
US GAAP as it existed at a given date
(such as the merger transaction date)
may not describe currently acceptable
practices even a few years hence. The
primary objective for parties engaging
in acquisitions should be an explicit
understanding of current applications of
GAAP and how recent and forthcoming
changes may affect the contract provi-
sions.

An awareness of pertinent changes
in financial reporting requirements
can shed light on the possibility for
future contention, and the need for a
detailed inventory of accounting meth-
ods being applied at the time of draft-
ing. Important areas for such attention
include the following:

e Accounting for business combina-
tions and asset impairment: For
many years, there was some flex-
ibility in the accounting treatment
of business combinations. A merger
could be accounted for as either
a purchase (or acquisition) or as a
pooling (uniting) of interest, with
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very different consequences for the
financial statements of the surviving
entity. Today, however, virtually all
combinations must be accounted for
as purchases, with the buyer record-
ing the fair value of the acquired
company’s net assets.' This differs
from the pooling treatment of pre-
vious years, where the acquiring
company recorded the book, or car-
rying, value of acquired assets on its
financial statements. Additionally,
under the new Financial Accounting
Standards Board (FASB) standards,
the difference between the pur-
chase price and the fair value of

the acquired company’s net assets,
which is known as goodwill, which
previously was subject to amortiza-
tion over a number of years (not

to exceed 40 years), must now be
recorded on the purchaser’s books as
an asset subject to an annual assess-
ment of impairment, but not amorti-

zation.

This suggests two areas of concern
relative to contingent pay-outs. First,
since other intangible assets, such as
trademarks and customer lists, remain
subject to amortization, care must be
taken to properly allocate the cost of
the intangibles to proper categories,

since these affect future earnings in dif-

ferent ways.? Secondly, in periodically
testing for impairment, buyers may
aggressively determine impairments
that will consequently decrease earn-
ings used for contingent pay-outs.® If
the sellers do not have understandings
of the estimation involved in both of

these processes, it may be easy for buy-

ers to manipulate the purchase price

allocations (e.g., to exaggerate periodic
amortization charges), and/or to depress

earnings via impairments.

¢ Reporting the effects of account-

ing changes: While financial state-
ments primarily report the effects of
current period activities, there are
some situations where retrospective
adjustments can affect the current
year’s bottom line. Traditionally, the
cumulative effect of any voluntarily
made accounting changes (e.g.,

in depreciation methods) would

be reflected fully in the period the
change was made.* In 2005, how-
ever, a new standard removed this
cumulative effect requirement, sub-

stituting the necessary restatement of

all earlier periods, to report them as
if the newly adopted principle had

always been used.” The main caution
here, particularly relevant for attor-
neys drafting contingent pay-outs, is
to understand the impact on compa-
rability among reporting periods. For
example, if there is no “look back”
provision, changes in accounting
can now “fall between the cracks”—
not being included in any of the
earn-out years’ computations. While
for most purposes the new standards
makes data (after restatement) more
comparable from one year to the
next, the interests of earn-out parties
may not be well served.

Accounting for guarantees: A recent
pronouncement requires that the fair
value of all guarantees made be fully
recognized as an obligation of the
entity, with corresponding effect on
the guarantor’s reported expenses.®
Previously, guarantees had been
relegated to the financial statement
footnotes, thus not impacting earn-
out computations, with rare excep-
tions. While the new method is more
conservative accounting than in the
past, and more accurately reflects
economic reality, recognizing an
additional liability and expense can
have a significant effect on many key
financial ratios as well as reported
profits. This illustrates why attorneys
should consider whether contractual
provisions governing contingent pay-
outs over a number of years should
prohibit or limit the application of
newly imposed financial reporting
standards.

Off-balance sheet transactions:
‘Special purpose entity’ has become
a well-known phrase in recent years.
Enron used special purpose entities
for off-balance sheet transactions to
fraudulently conceal billions of dol-
lars in liabilities from shareholders.
While subsequently exceptionally
complex new rules have been issued
on this subject, there are still many
arcane areas of practice that allow
an entity to structure transactions
that may not disclose all of the enti-
ty’s obligations to users of financial
statements. The concept of special
purpose entities has been replaced
in current accounting standards with
variable interest entities (VIEs), with
many of these being subject to man-
datory consolidation into the report-
ing entity’s financial statements.”
However, there is continuing debate
over the treatment of VIEs and diver-

sity in practice due to innocent mis-
application of these requirements.
The consolidation of a VIE into a
buyer’s financial statement, when
not previously so recognized, could
severely affect an earn-out agree-
ment computation.

Related party transactions: While
there haven’t been any new account-
ing standards addressing related
party transactions per se, this is a
subject of increasing attention in
financial reporting.? In fact, the new
standard on VIEs changes the defini-
tion of related parties when making
determinations regarding the exis-
tence of VIEs. As there is virtually
no means by which to ascertain that
related party transactions were con-
ducted on arm’s-length terms, the
mere existence of such transactions
is an invitation to a contractual dis-
pute. As disclosure of related party
transactions is required by GAAP,
one way of mitigating future disputes
regarding this subject would be to
preclude the entity from entering
into any new related party transac-
tions during the period subject to
contingent pay-outs. Alternatively, if
these transactions are entered into,
the earn-out consideration calcula-
tions could be subjected to contrac-
tually mandated adjustments to more
accurately represent the entity’s per-
formance had the entity engaged in
a transaction at arm’s-length.
Distinguishing liabilities from equi-
ty: Although the distinction between
debt and equity seems to be straight-
forward, in practice there are many
hybrid financial instruments that
can have attributes of both debt and
equity. Classification of these instru-
ments will have a direct effect on
financial statements and perhaps
more noticeably on financial ratios
of the company. Various recent
GAAP standards have attempted

to close what had been loopholes
whereby the balance sheet could
easily be “dressed up.” For example,
a major standard was promulgated
several years ago, which requires
that equity subject to mandatory
retirement provisions or contain-
ing options giving holders rights to
demand redemption can no longer
be deemed equity in the balance
sheet.” One can imagine the con-
troversial nature of such a standard
whereby many companies would
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be required to report large sums
of equity now as a liability. At the
protest of many of these companies,
FASB has issued an indefinite post-
ponement of this requirement.’® Also
proposed for new GAAP standards is
possible allocation of obligations to
conversion features on convertible
debt.'" A large fraction of the current
professional accounting standards
are devoted to the accounting for
financial instruments, but as new
products are invented by “financial
engineers,” accounting standard
setters struggle to develop yet more
guidance, in a game that is appar-
ently endless. Any further changes
could likely impact earn-outs, e.g.,
by moving certain dividends to inter-
est expense, which would reduce
net income subject to contractual
pay-outs.

¢ Exchanges of nonmonetary assets:
Under new standards, exchanges
of nonmonetary assets (e.g./ one
machine traded for a similar but dif-
ferent one) are required to be record-
ed at the fair value of the asset,
where previously the book value of
the item traded was simply carried
forward in most instances.' While,
on the surface, this may seem like
only a simple change, the gain or
loss now to be recognized on these
exchanges will be recorded in net
income, and therefore this may affect
comparability of financial statements
over the years. Additionally, it may
offer buyers opportunities to create
losses designed to reduce earn-out
obligations. Sellers, and their coun-
sel, should be aware of the preva-
lence of nonmonetary exchanges in
a particular company or industry and
their possible effects on future finan-
cial statements.

¢ Forthcoming developments: The
previous paragraphs reviewed exam-
ples of recent changes in generally
accepted accounting principles. A
topic perhaps of greater importance
for the attorney seeking edification
is the historic agreement between
the US standard setter, the Financial
Accounting Standards Board (FASB),
and its international equivalent, the
International Accounting Standards
Board (IASB), which calls for “con-
vergence” between US GAAP and
International Financial Reporting
Standards (IFRS) within the next few
years."” A number of changes to US

GAAP have already been made in
order to fulfill FASB’s commitment,
in situations where IFRS were found
to be superior to US GAAP, and
select IFRS have been revised to con-
verge with US GAAP, under IASB’s
obligation, where the US standards
appeared better. More such changes
are likely to occur in the very near
term.™

One example of a standard affected
by this convergence process is the
accounting treatment of research and
development expenditures (“R&D”).
Currently, US GAAP requires R&D
to be expensed as incurred, whereas
IFRS mandates a bifurcated system of
expensing research costs and capital-
izing development costs. The prospects
for further advancement in the area of
accounting for R&D, while imminent,
could be only the beginning of a series
of modifications made in attainment of
a more widely applicable, codified sys-
tem of accounting principles. Any such
changes made during the pendency
of earn-out arrangements could have
impact on the buyers’ ultimate recover-
ies—yet another argument for a “frozen
GAAP” clause in these agreements.

Last, but certainly not least, both
FASB and IASB are working on major
projects that would fundamentally
alter the notion of revenue, and make
revenue recognition dependent upon
receipt of assets and/or extinguishment
of liabilities. Doing so would continue
and perhaps culminate the marked
shift to a balance sheet orientation in
accounting theory over the past thirty
years. Making such a change could
potentially have enormous impact on
income measurement and, if it does,
would obviously have major implica-
tions for any contractual measures
driven by the GAAP-basis financial
statements.

Further Considerations for Greater
Transparency

While it should be evident from the
preceding discussion that changing
standards can lead to veracious conten-
tion between parties contracting con-
tingent pay-outs, there are additional
elements about which to be cognizant
in drafting contract provisions. As
we've demonstrated above, account-
ing standards are constantly evolving.
An element of consideration in drafting
a merger agreement will be whether

GAAP measurements of operating
results over the defined time horizon
are to be based on GAAP as it exists in
the periods of measurement, which may
well change over even a short three
year period, or alternatively will be
based on GAAP as it existed when the
agreement was executed. As indicated
previously, the latter approach, often
referred to as “frozen GAAP” attempts
to mitigate the risks of consequences
unintended by either party at the time
of contract as a result of changing stan-
dards. While the negative side effects
of necessitating the use of two sets of
books in this approach may slightly
complicate record keeping, the benefits
of eliminating unforeseen risks should
be enticing to a prudent contractor.

Additionally, another layer of infor-
mation asymmetry can exist through
the allowable variation in GAAP-com-
pliant financial statement presentations.
Certain accounting standards allow
reporting entities the choice between
alternative accounting treatments.
Some examples of these are the choice
among inventory valuation methods,
depreciation methods and computing
bad debt reserves for valuing customer
receivables. While the reporting entity
is allowed to decide which method
best applies to its business environ-
ment, the opportunistic executive may
choose one method over another for its
eventual effect on an earn-out agree-
ment. The risk of such manipulative
tactics being undertaken by buyers is
most often addressed by inserting the
requirement that GAAP be “consistently
applied” compared to earlier years.
Unfortunately, consistent application
may inadvertently mean the inclusion
of GAAP-deviant methods as well. In
some instances, the accounting applied
by sellers had not fully complied with
GAAP, perhaps due to oversight or
error. This risk underscores the need for
effective due diligence before acquisi-
tions are finalized, including detailed
inventories of accounting methods
being applied or misapplied by the
sellers. Ideally, buyers will identify all
non-GAAP methods used by sellers,
and explicitly set forth the prescribed
treatments post-transaction.

In similar respect, the discovery of
errors and/or misjudgment in estima-
tions after the transaction but before the
earn-out period can result in additional
complications for the acquired party.
Under GAAP, errors are corrected by
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restating the earlier periods’ financial
statements, in contrast to changes in
accounting estimates, which are to be
handled prospectively. Ideally, earn-out
agreements will be explicit as to how
such corrections are to be dealt with for
computational purposes, regardless of
the GAAP requirements.

An accountant’s input on the
role that close attention to generally
accepted accounting principles can
play in reducing the risk of litigation
can be highly useful, particularly when
the parties to a business acquisition or
merger are pursuing separate agendas,
abetted by information asymmetries
extant at the transaction date. Besides
the risk that new or alternatively-inter-
preted GAAP poses, there are other tax
or accounting-driven complications
that may also arise, many of which are
situation-specific. For example, some
buyers having complex organizational
structures, with subsidiaries chartered
in different states, may elect, post-trans-
action, to engage in legal, but notably
aggressive, tax arbitrage practices
among subsidiaries (e.g., via transfer
pricing or inter-company loans carrying
non-market interest rates). As a result,
the acquired company may suffer a
decreased bottom line, which could
affect the sellers’ earn-out payments.
Unless specifically addressed in the
purchase and sale agreement, it could
be difficult to later argue that the buyers
were not free to engage in such prac-
tices, which often do have other, valid
business purposes, albeit harmful to the
sellers’ positions.

Negotiating complex business
acquisitions and other transactions may
call upon a range of skills, potentially
including sophisticated economic
analyses, mathematics, statistics, and
game theory, in the attempt to cope
with individual behaviors in the face of
unknown variables. The prepared and
educated practitioner can minimize the
risk of future misunderstandings and
litigation by bringing a complement of
skills to bear. Inclusion of GAAP analy-
ses can improve the likelihood of suc-
cessful outcomes.
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1. Statements of Financial Accounting
Standards Nos. 141 and 142.

2. FAS 142 provides detailed guidance
about classes of intangibles that are to be
given separate recognition under US GAAP.

3. The US GAAP rules for impairment
testing of assets other than goodwill are
found in Statement of Financial Accounting
Standards No. 144. These differ in important
regards from the impairment testing regime
for goodwill, set forth in SFAS No. 142. Both
sets of rules rely heavily on easily-disputed
assumptions, even slight changes in which
can materially alter the resultant computa-
tions.

4. The former requirements were set forth
in Accounting Principles Board Opinion
No. 20.

5. Set forth by Statement of Financial
Accounting Standards No. 154, issued May
2005, and generally effective for 2006 finan-
cial statements.

6. FASB Interpretation No. 45.

7. FASB Interpretation No. 46, issued
in early 2003, was replaced by FASB
Interpretation No. 46[R] later that same year.
It has subsequently been clarified by at least
six FASB Staff Positions.

8. Statement on Financial Accounting
Standards No. 57 addresses related party
disclosures to be made in financial state-
ments. The challenge for auditors has long
been to uncover such transactions, which
are not always acknowledged by manage-
ment and can be difficult to identify.

9. Statement of Financial Accounting
Standards No. 150.

10. FASB Staff Position FAS 150-3 indefi-
nitely postponed application of Statement
of Financial Accounting Standards No. 150
for redemption provisions associated with
equity of privately held companies, unless
mandatorily redeemable at fixed dates for
fixed amounts or amounts determinable by
reference to external indices. The main effect
is to lift the requirement that equity subject

to “buy-sell” agreements be classes as debt,
a provision that was vehemently opposed. It
is not clear when, or if, FASB will return to
this topic.

11. Accounting Principles Board Opinion
No. 14 addresses accounting for debt with
conversion features or detachable warrants.
A FASB proposal dating from 2000 would
require, if adopted, that conversion features
be separately recognized as an element of
equity upon issuance of convertible debt.
FASB has struggled with this project for
years, and plans to issue another preliminary
view document in 2007.

12. Formerly, guidance on accounting
for exchanges of nonmonetary assets was
set forth by Accounting Principles Board
Opinion No.29, whereas current reporting
requirements are dictated by Statement of
Financial Accounting Standards No. 153.

13. The “Norwalk Agreement” between
FASB and IASB was signed in September
2002. Perhaps in response to this, and also
to the European Commission’s endorsement
of IFRS for use by some 7,000 publicly held
companies in the EU beginning in 2005,
the pace of worldwide adoption of IFRS has
accelerated. Currently, some 100 nations
either endorse IFRS for at least some finan-
cial reporting purposes or base their national
GAAP standards, to greater or lesser degree,
on IFRS.

14. FASB’s technical agenda currently
has three projects identified as being for
short-term convergence purposes (dealing
with earnings per share, income taxes, and
research and development costs), and IASB
similarly has five such projects in process
(income taxes, segment reporting, borrow-
ing costs, joint ventures, and impairment).
Readers can monitor developments on these
organizations’ Web sites, www.fasb.org and
www.iasb.org, respectively.

The lllinois State Bar
Association is now
accepting nominations for the
2007 Elmer Gertz Award

The Elmer Gertz Award is presented
annually by the lllinois State Bar As-
sociation in coordination with the Blind
Services Association of lllinois. The
award is designed to honor the often
unsung heroes of the legal community
who, in the spirit of the late Elmer Gertz,
have shown a continued commitment to
the preservation and advancement of

human rights.

If you would like to nominate an
lllinois Attorney whom you believe
embodies these call 312-726-8775 to
request a nomination form and return it
to Selina Thomas at sthomas@isba.org
or by mail to 20 South Clark St., Ste.
900, Chicago, lllinois, 60603 before
June 1, 2007
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