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Chapter 11: Structuring the Deal--Payment and Legal Considerations

Chapter Summary and Learning Objectives

In this chapter, the deal structuring process is described in terms of six interdependent components.  These include the acquisition vehicle, the post-closing organization, the form of payment, the legal form of the selling entity, the form of acquisition, and tax considerations.  This chapter will briefly address the form of the acquisition vehicle, post-closing organization, and legal form of selling entity because these are discussed in some detail elsewhere in this book. The chapter also will address the interrelatedness of payment, legal, and tax forms by illustrating how decisions made in one area affect other aspects of the overall deal structure. The focus in this chapter is on the form of payment, form of acquisition, and alternative forms of legal structures in which ownership is conveyed. The implications of alternative tax structures for the deal structuring process and how transactions are recorded for financial reporting purposes are discussed in detail in Chapter 12.

Chapter 11 Learning Objectives: Providing students with an understanding of 

1. The primary components of the deal structuring process;
2.
The form of acquisition vehicle; 

3.       The post-closing organization;
4.
Form of payment or total consideration;
5.
Form of acquisition;
6.
Legal form of selling entity; and
7.
Common linkages among the deal structuring components; and
Learning Objective 1: The primary components of the deal structuring process

· Acquisition vehicle: Legal structure created to acquire the target firm (e.g., corporation, limited liability company, or partnership)
· Post-closing organization: Organization or legal framework used to manage the combined businesses following the consummation of the transaction (e.g., corporation, holding company, or partnership)
· Form of payment: May consist of cash, common stock, debt, or a combination of all three types of payment.

· Form of acquisition: Reflects what is being acquired, (i.e., stock or assets).

· Legal form of selling entity: C corporation, partnership, etc., affects the tax structure and possibly the form of payment.

· Tax considerations: Determines whether transaction will be taxable to target firm’s shareholders and how the owners of the combined businesses will be taxed subsequent to closing.
Learning Objective 2: The form of acquisition vehicle

· Corporation (including LLCs and JVs): Limits liability to initial investment and facilitates raising capital and changing of ownership; however, profits are subject to double taxation.

· Holding company: Facilitates control of other businesses even though investment is limited and may distance corporation from liabilities of subsidiaries; however, may be subject to triple taxation.

· Partnership: Spreads risk, avoids double taxation, provides flexibility in distributing profits and losses, and allows access to partners with needed skills.  However, creates potential control issues and financing challenges.

· Employee stock ownership plans (ESOPs): Facilitates sale of firm to employees but may be limited in ability to leverage assets.

Learning Objective 3: Postclosing organization

· Form depends on acquirer’s objectives

--Intention to integrate target immediately following closing implies a corporate 

  or divisional structure.

--Holding company structure may be appropriate when an “earn-out” is involved, 

   the target is a foreign firm, or the acquirer is a financial investor. 

--Partnership or JV structure may be appropriate if the risk associated with the 

   target is believed to be high or the expertise or funds provided by the various 

   partners is considered important.

Learning Objective 4: Form of payment or total consideration

· Cash

· Non-cash forms of payment

--Common equity

--Preferred equity

--Convertible preferred stock

--Debt (secured and unsecured)

--Real property

--Some combination

· Closing the Gap on Price

--Balance sheet adjustments

--Earn-outs or contingent payments

--Rights, royalties, and fees

Learning Objective 5: Form of acquisition

· Purchase of assets

· Purchase of stock

· Mergers (including statutory)

· Alternatives to mergers

--Stock-for-stock purchase

--Stock for assets

· Staged transactions

Learning Objective 6: Legal form of selling entity

· Whether the seller will care about the form of the transaction (i.e., whether stock or assets are sold) may depend on whether the seller is an S, limited liability company, or a C corporation.   

· C corporations are subject to double taxation, while owners of S and limited liability corporations are not.  With the S corporation and limited liability corporations, income and losses pass through to the owners and thus avoid the double taxation of a C corporation. 

Learning Objective 7: Common linkages within the deal structuring process

· Form of payment influences the choice of acquisition vehicle and post-closing organization (e.g., earn-outs often are used in a holding company structure)

· Form of acquisition impacts the choice of acquisition vehicle and post-closing organization (e.g., potential target firm liabilities may suggest a holding company structure)

· Tax considerations impact amount, composition, and timing of purchase price (e.g., taxable transaction causes seller to demand increased purchase price; buyer may defer portion of purchase price to maintain PV of purchase price)

· Form of acquisition impacts form, amount, and timing of payment (e.g., assumption of  liability under a merger or stock purchase may cause buyer to reduce purchase price or “stretch-out” payments to lower PV)

· Legal form of selling entity impacts tax structure (e.g., C corporate shareholders often prefer stock transactions to defer tax liability and S corporations, LLCs, and partnerships are often indifferent.)

· Form of acquisition drives tax structure (e.g., use of anything other than stock to acquire substantially all of the target’s stock or assets renders the transaction taxable)

Chapter 11 Study Test

True/False Questions:

1.
A forward triangular merger involves the acquisition subsidiary being merged with the target firm and the acquiring subsidiary surviving.  True or False  
2.
The form of acquisition may consist of cash, common stock, debt, or a combination of all three as payment to the target company shareholders.  True or False  
3.
The form of payment may influence the choice of acquisition vehicle and post-closing organization.  True or False  
4.
Tax considerations rarely affect the amount and composition of the purchase price.  True or False  
5.
The corporate structure or some variation is the most commonly used acquisition vehicle. True or False 
6. If the acquirer is interested in integrating the target business immediately following 

closing, the corporate or divisional structure may be most desirable because the acquirer is 

most likely to be able to gain the greatest control by using this structure.  True or False 
7.
A divisional structure would also be most appropriate as a postclosing organization if the form of payment were an earnout.  True or False  

8.
Balance sheet adjustments are used primarily in purchases of assets due to the potential for significant changes in the value of working capital between the time the contract is signed and closing.  True or False  

9.
Earnouts are payments made prior to closing to provide an incentive for the seller to cooperate with the buyer prior to closing.  True or False   
10.
Stock purchases involve the exchange of the target’s stock for cash, debt, or the stock of the acquiring firm.  True or False  
11.
Stock for stock or stock for assets transactions represent alternatives to a merger.  True or False 
12.
In a purchase of assets, the buyer retains the seller’s net operating losses and tax credits.  True or False  

13. In a merger, two corporations are combined and only one survives.  True or False  
14.
If the acquirer is interested in integrating the target business immediately following closing, the corporate or divisional structure may be most desirable, because the acquirer is most likely to be able to gain the greatest control by using this structure.  True or False
15.
Real property may also be considered a form of payment. True or False   
Multiple Choice Questions:

16.
Which of the following are common forms of payment in mergers and acquisitions?  
a. Cash
b. Stock
c. Debt
d. All of the above
17. Which of the following is generally not a reason for conducting a staged transaction?  
a. To enable the completion of a technology or process by the target firm

b. The target may be waiting for an advance ruling of approval from regulatory authorities before completing the transaction

c. To minimize cultural conflicts

d. To rapidly integrate the target firm into the acquirer

18. Advantages of a purchase of assets to the buyer include all of the following except for which of the following:  
a. The buyer retains net operating losses and tax credits of the selling firm

b. Buyers can select only target assets in which they are interested

c. Acquired assets may be revalued to market value at closing

d. Benefit plans for employees may be maintained or terminated at the discretion of the acquirer in the absence of successor liability clauses in the contracts
19.
Advantages of a purchase of stock to the buyer include all of the following except for which of the following:  
a. The buyer is liable for all of the seller’s liabilities on the balance sheet, but it may avoid those not on the target’s balance sheet.

b. All assets are transferred with the target’s stock

c. Net operating losses and tax credits pass to the buyer

d. Provides for the continuity of customer and supplier contracts

20.       Which of the following are commonly used to close a “gap” on the purchase price   

between the buyer and seller?  
a. Balance sheet adjustments

b. Earnouts

c. Rights, royalties, and fees

d. All of the above

Answers to Test Questions

	True/False
	1.   True

2.   False

3.   True

4.   False

5.   True

6.   True

7.   False

8.   True

9.   False

10. True

11. True

12. False

13. True

14. True

15. True

	Multiple Choice
	16. D
17. D

18. A

19. A

20. D
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