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What You Need to Know about
Measuring the Fair Value of
Contingent Consideration

The stakes for a business combination are high. Each party must negotiate a price and deal terms that
promote its own interests but accommodate the counterparty’s expectations. Reaching an agreement can be
a lengthy process and may require incorporating special provisions to help close the deal. Contingent consid-

eration is a common example of such a provision.

Measuring the fair value of contingent consideration (commonly referred to as an “earnout”) for financial reporting
is a complex process — based on a number of variable inputs, unique risk profiles, and potentially complicated
payoff structures. Valuation professionals must be well versed in the concepts of fair value, probability, and risk.
Here’s what you need to know about what goes into that fair value measurement before it lands on your desk.

How Does an Earnout Differ from
Other Purchase Price Adjustments?

While both purchase price adjustments and earnouts can affect the total consideration paid in a transaction,
they differ substantially in terms of criteria and realization. Common purchase price adjustments include
adjustments for working capital, client consents, and indebtedness. Purchase price adjustments, which are
based on financial statement information, are observable and knowable at the closing date of the transaction,
while earnouts are not. Earnouts, on the other hand, are payments based on performance that occurs subse-
quent to the measurement date. Although the eventual earnout payment cannot be known at the closing
date, valuation specialists have developed techniques to enhance the reliability of fair value measurements.

What Criteria Must Be Established
in a Fair Value Measurement?

The Purchase Agreement establishes the basic criteria, structure, and time frame for the earnout. Based on
these characteristics, the valuation professional must determine several inputs for his or her modeling.
Earnout Metric

The Purchase Agreement will define one or more performance metrics for the earnout. Acommon example is
EBITDA for the twelve-month period following the acquisition. The future outcome(s) of the relevant metrics
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are used to determine the future payout. For purposes of fair value measurement, valuation specialists may

reference management projections, analyst expectations, and industry forecasts to model the expected payoff.

Volatility

Since the actual value of the earnout metric cannot be known with certainty at the measurement date, the

expected value is paired with an estimate of expected volatility. While there are several ways to estimate

expected volatility, the estimate should be reasonable in the context of the volatility observed for similar

companies, the subject company’s fundamentals, and the characteristics of the specific metric.

v

The inclusion of an earnout
in a transaction negotiation
can serve various purposes.

. Bridge the differences
in Buyer and Seller
expectations

. Serve as a form of alter-
native financing and
defer a portion of the
purchase price

. Provide incentive for
management to help
the company meet
post-transaction targets

. Shift and allocate risk
between the various
parties involved

The motivation behind
an earnout can influence
management’s choice of
earnout structure in order
to achieve the intended
purposes.

Discount Rate

The appropriate discount rate may be estimated through a
bottom-up approach, where beta is built up using earnout-related
factors, or through a top-down approach, which starts with the
beta implied by the equity discount rate for the company overall.
In the top-down approach, the valuation professional adjusts the
company level beta up or downward for differences in risk between
the metric and the company’s equity. The type of risk associated
with the metric will affect the model that should be used to value
the earnout. The two broad categories of risk are:

+ Diversifiable. Diversifiable or “unsystematic” risk is
specific to the subject company and can be reduced
through diversification. For example, the risk associated
with occurrence of a nonfinancial milestone such as

patent approval is considered diversifiable.

* Non-Diversifiable. Non-diversifiable or “systematic” risk
is related to the risk inherent in the market. For example,
the risk associated with achieving a financial target such
as revenue growth is considered non-diversifiable.

Payoff Structure

The structure of the earnout reflects the provisions established in
the Purchase Agreement. Questions that a valuation specialist
may ask include:

+ s the underlying metric risk diversifiable (unsystematic)
or not (systematic)?

+ s the payoff structure linear or non-linear?

+  If multiple periods are involved, are the periods dependent
on, or independent of, the other periods?
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The answers to these questions can help the valuation professional determine the structure of the payoff and whether

a scenario based model or option pricing model is best suited to the fair value measurement of the earnout liability.

The term over which the metric is measured is established in the Purchase Agreement. The earnout may be
determined after one period or over a multi-period time frame. Payments may be made throughout the earnout
period, at the end of the earnout period, or at a later date. Additional time to payment may increase counter-
party risk, or the risk that the Buyer will default on the earnout payment due.

Earnouts typically represent a subordinate, unsecured liability for the Buyer. Thus, risk should be considered
for the Buyer’s ability to meet the earnout obligation, commonly called counterparty credit risk or default risk.
A valuation professional will look for any mitigating factors that could reduce or eliminate this risk, including:

+  Guarantee by a bank or third party
+  Escrow account for full or partial funding of the earnout
+  Earnout structured as a note to increase its security ranking

What Methods Are Used to Measure Fair Value?

The two primary methods used to measure fair value are the scenario based method and the option pricing
method. Selection of the method and model most appropriate for a given situation will depend on to the struc-
ture and risk profile of the subject earnout.

Under the scenario based method, valuation specialists apply probability weights to the relevant metrics, and
then discount the corresponding payouts at an appropriate rate. This method is most appropriate when the
underlying metric for the earnout has a linear payoff structure or the underlying risk is diversifiable. Models within
this method can effectively conform to any distribution assumption. This method is intuitive and is likely to mimic
how the parties to the transaction thought about the earnout. However, these models can be perceived as unre-
liable since the inputs are qualitative in nature.

When applying the option pricing method, valuation specialists use models such as Black-Scholes to measure
the fair value of a portfolio of financial instruments that replicate the potential payouts of the earnout structure.
This method is best suited for earnouts with nonlinear payoff structures and metrics with non-diversifiable risk.
A significant benefit to the method is that the use of historical data to estimate volatility, correlation, and the
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discount rate creates consistency among input assumptions. However, the complexity of the mathematics
associated with the models is not well understood by those without financial expertise, rendering them much
less intuitive.

Understanding the Differences

A simple example of an earnout that could be modeled with the scenario based method is as follows: a
payment of 30% of the next fiscal year EBITDA. The payoff in this model is linear since it has a constant rela-

tionship with the relevant metric, meaning that a payout is due whether EBITDA is $1 million or $100 million
(Example 1 below).

In contrast, an earnout with a threshold or cap is better suited to an option pricing method. For example, a
payment of 30% of the next fiscal year EBITDA only if EBITDA meets or exceeds $50 million. The payoff is
the same as the linear scenario after EBITDA reaches the threshold; however, the payoff is $0 for any value
of EBITDA below that.

The second example can be modeled as a portfolio of options, where the threshold value of the metric
($50 million) acts as an effective strike price.

Example 1: Example 2:

Linear Payoff Percentage of Total Above a Threshold
= =

S S

c c

$6M
$om

1
1
1
:
$20M $5

M $80M EBITDA $20M $50M $80M EBITDA

What Guidance Exists Regarding Fair Value
Measurement of Contingent Consideration?

The measurement of contingent consideration has historically been a matter of considerable diversity in
practice. While some common practices have generally been followed, new guidance clarifies best practices.
A working group formed by The Appraisal Foundation issued a first exposure draft of new guidance regarding
the measurement of contingent considerations in February 2017. This guidance details the methods described
above and best practices for their application. The exposure draft endorses the risk-neutral valuation framework
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as the preferred basis for fair value measurements. A risk-neutral framework makes risk adjustments to
the earnout metric to account for the unsystematic risk inherent in the metric. The guidance is expected to
promote the consistency and reliability of fair value measurements.

What Are the Implications
of Fair Value on Financial Statements?

Earnouts can act as a way to “bridge the gap” between what the Buyer wants to pay and what the Seller wants
to receive. They can provide downside protection for the Buyer and upside potential for the Seller. These
benefits contribute to the common use of earnout provisions in business combinations. However, the financial
reporting consequences of an earnout may be counterintuitive once the transaction has closed and the Buyer
becomes the owner of the acquired company. Subsequent to this point, if the relevant metric exceeds initial
expectations, the Buyer will report a loss on its income statement associated with remeasuring the contin-
gent liability at its new, higher value. In effect, if business goes well, the Buyer will report a loss. In contrast,
if business goes poorly, the Buyer will report a gain upon remeasurement of the contingent liability at its new,
lower fair value. Sophisticated deal makers understand the short-

term implications for the Buyer’s financial statements but remain

focused on the long-term goal. v

Conclusion

Definition of Fair Value
The uncertainty associated with contingent consideration means

(ASC 820)
that the fair value of the earnout will rarely equal the amount
that is actually paid out at the future payment date. While valu- “The price that would be
ation professionals do not know what the future holds, they do received to sell an asset or
have tools and techniques to reliably measure the fair value of paid to transfer a liability

the earnout liability as of the date of the transaction. While the in_an orderly transaction

between market participants

nuances encountered in fair value measurement of earnouts can
at the measurement date.”

extend well beyond the scope of this article, we hope it provided

some insight into what goes into the numbers before they reach
Objective of Fair Value

your company’s accounting department. Measurement (ASC 820)

”%MCE‘/@“’/M“Q “To estimate the price at
which an orderly transaction
would take place between

Megan E. Richards o
market participants under the

richardsm@mercercapital.com market conditions that exist

901.322.9767 at the measurement date.”
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Frequently Asked Questions

Pitfalls and Best Practices in
Purchase Price Allocation

Having gone through a few of these, sometimes differences arise between expectations or estimates prior
to the transaction and fair value measurements performed after the transaction. An example is contingent
consideration arrangements — estimates from the deal team’s back-of-the-envelope calculations could vary
from the fair value of the corresponding liability measured and reported for GAAP purposes. To the extent
amortization estimates are prepared prior to the transaction, any variance in the allocation of total transaction
value to amortizable intangible assets and non-amortized, indefinite lived assets — be they identifiable intan-
gible assets or goodwill — could also lead to different future EPS estimates. While most of the time our clients
approach these allocation exercises with an open mind, sometimes bridging these differences — surprises,

really — can take a bit of time and effort.

There is no universal practice we have observed. Some clients come to us with no priors, so to speak. Others
will have prepared some figures — maybe placeholder-type numbers, or maybe something with a bit more
underlying analysis — for tax planning or other purposes. The level of detail can also vary and may or may not
include specific splits among the various types of identifiable intangible assets. Going back to the theme of
sources of surprises, however, the allocation itself is only one aspect of transaction due diligence. Whether
or not allocations are prepared in advance, buyers will have engaged in some form of financial modeling prior
to the close of transactions.

The opportunity to think through and talk about some of the unusual elements of the more involved transactions
can be enormously helpful. We view the dialogue we have with clients during the process as a particularly
important part of the project. So, obviously, a process that starts early allows all involved more space to
examine transaction items together, loop in not just FP&A and corporate development personnel but also folks
from the technical teams as necessary, ask questions, and evaluate potential solutions and/or approaches.
We would hope this deliberative process results in a more robust — well-reasoned and well-supported —



analysis that is easier for the external auditors to review, and stands the test of time requiring fewer true-ups or
other adjustments in the future. Surprises are difficult to eliminate, but as they say, forewarned is forearmed.
A head-start is a luxury we are not always going to have, but we certainly like it when we get lucky on that front.

As part of our full suite of services, we handle a number of different kinds of special projects that corporate
finance departments may be looking to outsource, completely or partially. For example, our firm helps clients
think through certain financial or strategic questions — what level of cash flow reinvestment will best balance
competing shareholder interests? Or, what is the appropriate hurdle rate when evaluating projects for capital
budgeting exercises? In other instances, we perform financial due diligence and quality of earnings analyses
for some transactions.

When it comes to purchase price allocations, however, most of the time clients contact us well after the
transaction has progressed or closed. Over time, discussions with some of our clients have shifted a bit from
providing fair value measurements exclusively on the back-end of transactions to getting a bit of preview
as companies think through the transactions. To revisit an earlier question, we would like to think that our
purchase price allocations are better — more robust, fewer surprises — when we have also worked with the
clients before the close of the transactions on elements like some financial due diligence or contingent consid-

eration estimates, or even broader corporate finance studies.



Tax Reform and
Purchase Price Allocations

On December 22, 2017, President Trump signed The Tax Cuts and Jobs Act, which resulted in sweeping
changes to the U.S. tax code. The Act decreased the corporate tax rate to 21% from 35%, in addition to modi-
fying specific provisions around interest, depreciation, carrybacks, and repatriation taxes. The change in tax
rate will have the biggest impact on purchase accounting.

When we evaluate prospective financial information, a lower tax rate will result in higher after-tax earnings.
The value of the tax shield created by depreciation and deductions will be influenced by both the lower
corporate tax rate (which reduces the tax shield’s value) and accelerated depreciation of qualifying capital
equipment purchases (which increases the tax shield’s value). In most cases, a lower tax rate will increase
cash flows, increasing the internal rate of return on acquisitions for a given purchase price. On the other
hand, if lower tax rates drive higher purchase prices, internal rates of return may be unchanged. In terms of
the weighted average cost of capital (WACC), the lower tax rate actually increases the after-tax cost of debt.
Keeping other inputs constant, this modestly increases WACCs.

Under the relief from royalty method, after-tax royalties avoided increase as the tax rate falls. However, the
tax amortization benefit (TAB) component of the intangible value also declines as a result of the lower tax rate,
which serves to partially offset the increase in after-tax cash flows.

In a scenario analysis used to value a noncompete agreement, a lower tax rate will again decrease the tax
amortization benefit. Since both scenarios under the with and without approach will reflect the same tax rate,
the impact of the new lower rate will be muted. As a result, the fair value of noncompete agreements may well

be somewhat lower under the new tax rate.

The cost approach, which is often used to value assets such as the assembled workforce or some technologies,
the impact depends on whether a pre-tax or after-tax measurement basis is used. If fair value is measured on a
pre-tax basis, the fair value of such assets is unaffected. If measured on an after-tax basis, costs avoided net of
tax will be higher under lower tax rates, although this gain will be offset somewhat by the decrease in the TAB.
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The impact of the tax rate on assets valued under the Multi-Period Excess Earnings Method (MPEEM) is more
ambiguous since two key elements will be affected — the contributory asset charges and the tax rate used to
derive after-tax cash flows. On the cash flow side of things, the lower tax rate will result in higher cash flow
but a lower TAB. As far as contributory assets are concerned:

+  Relief from royalty asset charges will increase under a lower tax rate

+  With and without scenario analysis with level payments charges will potentially decrease due to the
lower base value

+  Cost approach asset charges may increase or decrease depending on the net effect of taxes and
TAB calculations

Impact of Tax Rate Decrease on Valuation Method

+  Cash Flows/Returns +  Cost Approach (post-tax)
Higher after-tax cash flows / impact on Increase (potential offset by decrease in TAB)

returns depends on transaction price . With and Without Scenario

+  Tax Amortization Benefits Potentially lower (potential offset by de-
Decrease crease in TAB)

*  Relief from Royalty Method +  MPEEM
Increase (potential offset by decrease in TAB) May Increase or Decrease (depends on

- Cost Approach (pre-tax) magnitude of other changes)

No Change

The net impact of a lower tax rate on goodwill will vary by transaction. If the lower tax rate results in a higher
transaction price, the aggregate increase in fair value will likely result in a larger allocation to goodwill. If,
instead, the lower tax rate increases the projected IRR on a transaction, the impact on residual goodwill is
harder to predict and will depend on the composition of the assets acquired.

The changes to corporate taxes under the new bill are wide-ranging. In addition to the effect of lower rates
discussed in this article, fair value specialists need to be alert to how other specific provisions of the bill may
influence individual companies.

Somettic] Wbt

Samantha L. Albert
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