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A smarter way to get deals done
An active deal environment is a vital ingredient for a vibrant
economy and an essential growth driver for many businesses
and investment returns. At the heart of every deal is a Sale
and Purchase Agreement (SPA) that defines both the terms
of the transaction and the basis for deriving a purchase price
on which the seller and purchaser both agree.
Successful deals benefit from clarity, trust and integrity.
There is currently a lack of common ground about what
constitutes generally accepted market practice when
agreeing equity value adjustments and how they are
reflected in the SPA. Fundamental questions need to be
answered, such as:
• how should certain value-adjusting items be treated?
• what kind of pricing mechanism should be used?
• on which areas of the SPA negotiation should the parties
focus their time and attention?
• what are the common areas of disagreement and dispute
post-deal and how to avoid them?
The answers will vary according to the specifics of the
deal. The impact of these questions is not academic, and
will often have a significant ‘real pound’ impact on the
consideration for the deal, with up to 10% of the headline
price regularly being contested because of disagreement
about what constitutes correct treatment and market
practice.
To seek much needed clarity, we gathered views from more
than 150 deal participants – buyers, sellers and advisers –
about what constitutes market practice. Our research,
conducted in partnership with consultancy Meridian West,
draws on the collective experience of these deal experts,
who between them have conducted thousands of deals.
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As a result, we can provide you with insights that will
enable practitioners to make better-informed decisions
when next having to negotiate the equity value adjustments
and the SPA.
Our research reveals that there is significant appetite for greater
harmonisation in how SPAs are drafted. There is consensus
that a lack of identifiable market practice slows down deals
and may lead to unnecessarily protracted negotiations and
even costly or preventable disputes post-completion.
At Grant Thornton, we believe there is a smarter way to get
deals done, in which both parties take closer starting positions
that are consistent on non-contentious areas and transparent
on their treatment of known contentious areas. This smarter
way enables advisers and principals to concentrate their
efforts on agreeing the more subjective and commercial
issues, hence closing deals faster and more amicably.
We hope you will find this document an insightful take
on market practice and trends. For technical guidance on
price adjustment mechanisms and financial terms of SPAs,
see our Best Practice Guideline published in October 2016
by the Institute of Chartered Accountants in England and
Wales (ICAEW).
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Co-Head, SPA Advisory
T +44 (0)207 865 2174
E nick.d.andrews@uk.gt.com

Patrick
O’Brien
Co-Head, SPA Advisory
T +44 (0)207 728 3161
E patrick.g.obrien@uk.gt.com

Key themes

Grant Thornton’s research gathered views from over 150
different deal participants and advisers, including c-suite
executives at corporates, private equity houses, lawyers,
accountants and corporate financiers. They were asked about
their recent experiences of doing deals, which areas cause
difficulty and disagreement, and where they think there are
opportunities to harmonise approaches.

% of respondents who have used locked box at least
once in the last 12 months

9%

Respondents who have
used locked box
Respondents who have
not used locked box

We summarise the key themes from the survey. Details can
be found in the appendix. Please note that the base sizes for
questions vary as respondents were given the opportunity
to answer ‘no view’. The percentages given in the report are
based on the respondents who offered a view.

1 Locked boxes are becoming increasingly
popular:

91%

How have you seen the use of locked box on
How have youchange
seen the
use
of last
locked
on
transactions
over
the
five box
years?
transactions change over the last five years?
74%
74%

• nearly three quarters of respondents report that the use
of locked box mechanisms has increased over the past
five years
• more than 90% of survey respondents have recent
experience of them, with approximately half of deals
using locked box mechanisms.
Although theoretically it should not affect value on a
transaction, in practice the choice of completion mechanism
can impact value and is often seen as an important tactical
decision, which can influence how the transaction will
progress.
It is clear that the certainty and expediency offered by the
locked box, avoiding, for instance, time and expense in
negotiating and drawing up completion accounts,
makes this mechanism increasingly attractive to both
buyers and sellers.
However, completion accounts mechanisms continue to
be widely used. The particular sector can influence the
price mechanism choice, with completion accounts still
commonly used for property, oil and gas
as well as banking deals. US buyers typically prefer to
use completion accounts, allowing them a further
chance to validate the closing balance sheet post-deal.

5%
5%
Decreased
Decreased

20%
20%
No change
No change

Increased
Increased

Grant Thornton’s view
Locked box mechanisms are often seen as an attractive
approach, as they enable the buyer and seller to fix the
equity value at completion, avoiding the need for completion
accounts post-deal. A locked box is also commonly used in an
auction process as it gives the seller better control when there
is competitive tension and also enables the seller to compare
the final equity values of bids prior to granting exclusivity.
In the current climate of economic and political uncertainty,
it is difficult to predict whether this trend will continue. If
there were a downturn, the use of completion accounts
mechanisms may become more prevalent as was seen
during the 2008 recession.
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2 The most common type of post locked box
period value accrual is one based on a ‘cash
profits’ methodology:

3 Deferred income is the most widely debated
value-adjusting item during price adjustment
negotiations:

• 59% of respondents said the cash profits basis was the
most commonly used method for calculating the post
locked box period value accrual

• over a quarter of respondents said that deferred income
and its treatment as either a debt or working capital item
is the most contested issue

• 36% of respondents said that an interest rate method
was the most commonly used approach.

• there was no consensus on the treatment of deferred
income. 46% said the treatment of deferred income
depends on deal specifics, whilst there was an equal split
between those viewing it as a debt-like item and those
viewing it as working capital, at 27% each

Under a locked box mechanism, the economic risks and
returns are effectively transferred to the buyer at the locked
box date. Because a seller will still have their capital tied up
until completion and will be continuing to run the business
to generate profits, they will usually seek compensation
via a ‘value accrual’.

• whilst 46% of respondents said that the treatment of
deferred income varies, this percentage increases to 58%
among private equity house respondents.
Deferred income represents a liability on the balance sheet for
the value of revenues invoiced in advance of the performance
obligation being performed. The treatment of deferred
income in the context of transaction price adjustments can
impact significantly on deal equity values and as one survey
respondent put it, “deferred income can end up as a
highly negotiated item, anywhere from 100% to 0%”.
The finding among private equity respondents, that there is
an even greater degree of variability, is interesting and may
reflect that private equity houses are also concerned about
achieving consistent treatment of deferred income when
they buy versus when they subsequently sell an investment,
so as not to impact their return.

Grant Thornton’s view
The ‘cash profits’ method is typically based on earnings to
completion after tax and interest, less capital expenditure,
excluding depreciation and amortisation. This can be viewed
as rolling forward the equity value at locked box date to a
similar position had completion accounts been prepared,
though it is still an approximation as it will include an element
of projection. The interest rate method is simpler to calculate
but can lead to debates on which rate to apply.
Negotiating the type of value accrual can often have a
significant impact on the equity value and so it is well worth
both parties focusing sufficient time and effort on the
choice of method.
Another post locked box date item that is often hotly
debated is leakage. We would recommend that when
using a locked box mechanism, in many cases it will be
appropriate for a buyer to do a leakage review right up until
the day of completion, as well as post-deal. It is also critical
to carefully define leakage and permitted leakage, ensuring
parity with treatment of each item in the locked box balance
sheet and value accrual.
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Grant Thornton’s view
The treatment of deferred income is complex and where it
arises must be carefully considered on a deal-by-deal basis,
taking into account the headline valuation basis for the
business and the specific attributes of the deferred income.
It need not lead to lengthy negotiations or disagreements.
We recommend that both parties agree the issue of deferred
income as early as possible in the deal process to avoid
potential derailment of the deal at a later stage.

4 There are many other contentious
value-adjusting items:

Items taking the longest to negotiate
38%

• debt factoring/invoice discounting arrangements were
seen by 59% of respondents as a debt-like item, with
only 22% deeming it as working capital

27%

• on 65% of deals deferred tax is a non-adjusting item
• respondents also commented that other value-adjusting
items commonly debated are free cash, stock and the
working capital target.

18%
13%
5%

Grant Thornton’s view

Other

Leakage

Management accounts warranty

Being aware of what the most commonly debated items
are and market practice for their treatment is extremely
important for both buyers, sellers and their
respective advisers.

Last accounts warranty

Locked box

Completion accounts

0%

Most common reasons for disputes or claims
75%

There are often multiple items on a deal where a buyer’s view
of their treatment in the price adjustment mechanism may
differ from that of a seller. It is essential that each party is
aware of all the contentious items and the rationale for and
against different treatments. This enables open discussions
between principals and their advisers to take place in order
to reach agreement, and it ensures that one party is not
unfairly disadvantaged by lack of awareness. Where possible
these areas should be identified and agreed at the offer
stage before exclusivity is granted.
7%

2%
Other

Leakage

7%

Management accounts warranty

• locked box mechanisms are the second most negotiated
item, but are not often disputed.

4%
Last accounts warranty

• respondents ranked completion accounts as number one
for both pre-deal negotiation time and post-deal dispute

Locked box

5 A higher proportion of time spent on
pre-deal negotiations does not necessarily
lead to a reduced level of disputes:

Completion accounts

7%
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All parties want to avoid post-completion disputes, but
respondents said warranty and indemnity claims are
made on 11% of deals. Disputes can be costly and timeconsuming. They may be avoided through identification of
value-adjusting items and smarter negotiation pre-deal, and
clear SPA drafting.

6 Locked box disputes are rare, but may see a
modest rise in the future:

Some completion accounts disputes involve the buyer trying
to minimise the calculated equity value of the acquired asset,
or the seller trying to maximise the value through varying
accounting treatments or interpretation of the provisions
of the SPA. Differing interpretations can lead to protracted
discussions about the final equity value adjustments and
the technical treatment of some accounting items, which
may need to be resolved through an independent expert
determination process.

Although 30% believed that there will be an increase in
disputes involving locked boxes, it is interesting that 59%
felt that, notwithstanding the increase in locked box usage,
the number of locked box disputes will not rise. Many
see the benefit of the locked box mechanism as providing
greater certainty and clarity with no post-completion
mechanism to have a dispute over.

Management accounts and last accounts warranties are often
not given the attention they deserve, particularly given
the variety of pro forma warranties used by law firms and
recent changes in accounting standards.

• 59% of respondents said they expected the number of
locked box disputes to remain the same, with only 30%
predicting that they will increase over the next five years.

59%

Grant Thornton’s view
One of the best ways to avoid post-completion disputes is for
the contracting parties to consider as many issues as possible
upfront, before detailed SPA drafting has begun. This means
principals and advisers engaging closely on the principles of
the completion accounts mechanism, eliminating ambiguity
and reducing scope for differing interpretations. Accounts
warranties should be carefully tailored to each specific deal,
taking into account the business’s accounting policies and
practices, changes in GAAP and the appropriate level of
warranty on unaudited accounts.
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Grant Thornton’s view
As locked box mechanisms have become more popular, we
may see a modest increase in locked box disputes. Yet in
general terms, the mindset of buyers and sellers choosing
a locked box is to get the deal done in the most simple and
straightforward way; a protracted dispute that ends up with
an expert determination over leakage provisions seems to
go against that deal mindset.

7 Warranty and indemnity (W&I) insurance is
becoming more commonly used:

8 Earn-outs are prevalent and becoming more
common:

• a majority of respondents (62%) say the take-up of W&I
insurance has become more common, and it is now used
on over a fifth of deals

• many of our research participants note an increase in
the use of earn-out clauses within SPAs and see this as a
commonly disputed area post-deal.

• W&I insurance is more popular with private equity
buyers and sellers - the use of W&I insurance increases
to 36% of deals for private equity respondents,
compared to 17% for non-PE respondents

When used properly, earn-outs do more than simply
provide the parties with an additional opportunity to
true-up and validate the headline price post-deal. Earn-outs
are particularly helpful where a buyer is acquiring a business
in which retaining and incentivising its existing management
team is integral to future success. Earn-outs are also a useful
way of bridging a value perception gap between the parties.

• W&I insurance is more commonly taken out by the
buyer rather than the seller.
W&I insurance – against potential breaches of warranty or
indemnity claims – is growing in popularity, in particular on
deals involving private equity houses.
Another area where the usage of W&I cover has increased
is on sell-side auction processes with multiple bidders, as
part of the sell-side ‘package’ that often includes vendor due
diligence. In this scenario it is likely that W&I insurance will
have been obtained in advance by the seller, and may have
been reflected in the price.

Average % in which warranty or indemnity insurance
cover is obtained

21%

Cover obtained
Cover not obtained

79%

Earn-outs can prove difficult to draft in SPAs. It is often
hard to predict all the changes a business will undergo
following the deal. Hence earn-out targets and associated
clauses in the SPA, if not drafted carefully and fairly, could
leave the door open to future disputes.

Grant Thornton’s view
Given the increasing prevalence of earn-outs, it is well worth
spending the extra time thinking through the implications of
an earn-out at an early stage in the SPA drafting. Are the
conditions attached to the earn-out clauses clear, measurable
and fair? If the targets are unreasonable, this may damage a
future working relationship with the seller from the outset, or
present a cause for future disputes. Earn-out clauses should
be sufficiently detailed to avoid ambiguity and take account
of known and anticipated changes to the business during
the earn-out period. Usually it will be in both parties’
interests that the business meets its targets and the
earn-out becomes payable.

Grant Thornton’s view
As with the shift towards locked box mechanisms, the
rise of W&I insurance shows that both buyers and sellers
prioritise clarity and certainty when doing deals. We have
seen W&I insurance providers respond to this demand by
making cover options more affordable and flexible. Both
parties should bear in mind that W&I insurance is unlikely
to cover known issues or risks.
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Conclusion:
A roadmap for smarter SPAs
Doing deals can be time-intensive and complicated, with large amounts of money
dependent on the completion mechanism and SPA. This can lead to protracted
negotiation and sometimes costly aborts where agreement cannot be reached.
However, it need not always be this way. Following a clearer and smarter
roadmap based on accepted market practice with transparent treatment of
contentious areas should lead to better decisions and smoother negotiations.
With that in mind, we point you in the direction of our Best Practice Guideline published by the Institute of Chartered
Accountants in England and Wales (ICAEW) in October 2016.

About Grant Thornton’s research
This report is based on responses to an online survey
carried out by consultancy Meridian West, on behalf of
Grant Thornton. Over 150 respondents from 106 different
organisations shared their views about SPAs. These
respondents represent a broad cohort of market experts,
who collectively have worked on many thousands of deals.
Although the majority of respondents are UK-based, many
also have experience in doing deals across Europe, America,
Middle-East and Asia.
Following completion of the online survey, Grant Thornton
convened a series of roundtable and one-to-one discussions
with respondents to debate and analyse the preliminary
research findings and to help define what constitutes market
practice. Insights and observations from those discussions
are also included in this report.
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Grant Thornton would like to thank all the contributors
to our research for their time and insights, particularly
those who gave up additional time to attend one-to-one
conversations or roundtable discussions.

Appendix - the detailed findings

1 Which sector will you be answering in
relation to?*

2 Where do most of your transactions
take place?*
95%
71%

71%

23%
10%
1%
Automotive

1%
Real Estate

3%
Consumer Markets

3%
Healthcare

3%
Other, please specify

3%
Financial Services

4%
Business Support Services

5%
Energy and Natural Resources

Technology, Media and
Telecommunications

General

8%

UK

Europe Americas
(non-UK)

8%

6%

6%

APAC

Middle
East

Africa

*Respondents could select more than one option
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3 In the last 12 months, approximately
what proportion of transactions that you
were involved in used locked box rather
than completion accounts price adjustment
mechanisms?

3b How have you seen the use of locked box
on transactions change over the last five years?

% of respondents who have used locked box at least
once in the last 12 months

9%

Respondents who have
used locked box
Respondents who have
not used locked box

91%

3c In your experience, what is the most
common type of post locked box period value
accrual/daily ticker?

3a In the last 12 months, approximately
what proportion of transactions that you
were involved in used locked box rather
than completion accounts price adjustment
mechanisms?
% of transactions that used locked box
Locked Box
Other

52%

48%
3d “Other” answers
Negotiated outcome in general.
Generally, we have not seen daily tickers.

Fixed with no value ticker.
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4 Most hotly debated value-impacting items

4b In your experience, is deferred income
typically considered to be a debt-like item or
working capital for the purposes of an equity
value adjustment?

4a % of responses mentioning item

% of Respondents Mentioning Item
26%

23%

21%

20%

21%

10%

Deferred
Income/
Revenue

Cash
Normalised
Stock
Valuation
(definitions, Working
cash in
Capital
transit, etc)

Other

*It depends
*For PE respondents, the percentage responding ‘it depends’
increases to 58%.
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4c Rationale for treatment of deferred income
A range of comments from our respondents

Those who answered that ‘it depends’
Depends on the nature of the business and specifically
the conditions attached to the deferred income and the
recent precedents in that market place.
PE

Those who said working capital or
debt-like
Deferred income has to be a debt-like item as it is
unearned at the time of completion.
PE

It is usually seen as a working capital item but
depending on the business, if down payments are inherent or
not to the business and if they are recurring or not, a portion
of it could be adjusted for in the normalised working capital.
Legal

Often not totally clear so ends up a negotiated item
from 100pct to zero.
PE

I recently had a case where the business specifically
negotiated an upfront payment from their largest customer to
finance a capex project. Now that’s clearly debt! He won’t get
any more cash income for the next three years from
that client.
PE

It depends on the nature of the business and whether
deferred income is an ongoing feature of the working
capital profile.
Accountancy
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Generally it’s a debt-like item, unless there is a counter
on the asset side (e.g. accrued income) in which case they can
set each other off.
CF Boutique

Deferred income in technology licence businesses is
very much part of the operating/economic model.
CF Boutique

It depends on, for instance, if the deferred revenue
is part of the day-to-day operating cycle and therefore an
inherent part of the business’s working capital.
Corporate

5 Are liabilities (or reduced debtors) in respect
of cash received from debt factoring, invoice
discounting or similar arrangements typically a
debt-like item to be deducted from the equity
value, or part of working capital?

6 In your experience, on approximately what
proportion of deals is deferred tax (whether asset
or liability) an adjusting item to the equity value?
% of deals in which deferred tax is an adjusting item

59%

Adjusting item

35%

Non-adjusting item

65%

22%
19%

Debt-like
item

Working
Capital

It depends

5a Rationale for treatment of invoice discounting
and debt-factoring

7 In your experience, on approximately what
proportion of deals is warranty and indemnity
insurance cover obtained?
% in which warranty or indemnity insurance cover
is obtained

Interestingly, I see fewer factoring arrangements
these days.

Cover obtained*

Legal

21%

Cover not obtained

If selling it’s working capital – if buying it’s debt!
Legal

79%
Always a sticky area.

PE

Pure financial engineering. Using it or not should
not impact equity values.
PE

*Increases to 36% for PE respondents and decreases to 17% for
non-PE respondents

7a How has insurance cover use changed over
the last five years?

Depends on the likely outcome post-deal, i.e. will
there be a change in funding/working capital.
PE

Always debt. No exceptions!!!
PE
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7b By which party is insurance cover usually
taken out?

8a “Other” answers
The amount and structure of consideration.
All other warranties and indemnities including tax.
It really depends on the deals. Drafting SPA with a
locked box is quite simple from a financial perspective, while
drafting accounting principles and price mechanism could be
a little bit more tricky. Warranty is usually negotiated by the
lawyers.

8 When drafting SPAs, which items take the
longest to negotiate?

Bad debt warranties and warranty that nothing material
has happened since last audited accounts and always tough
to negotiate limitations on warranties.

38%

Caps on liability and their application to specific
indemnities.
27%

Limitations on warranty claims.
18%
13%
5%
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Other

Leakage

Management accounts warranty

Last accounts warranty

Completion accounts

Locked box

0%

Whether information in disclosure letter is generally
warranted/treated as disclosed.
Recourse provisions around warranties and indemnities
are the most contentious, followed closely by any
mechanics associated to deferred consideration (especially
if an earn-out).
Specific indemnities.

9 Most common reasons for disputes or claims

9b
Breakdown
of other
Breakdown
of other

Number 1 rankings
Earn-outs

75%

33%

Miscellaneous

67%

2%
Other

7%

Leakage

7%

Management accounts warranty

4%
Last accounts warranty

Locked box

Completion accounts

7%

10 In your experience, approximately what
percentage of completion accounts price
adjustment mechanisms result in an expert
determination?
% of completion accounts resulting in expert
determination

11%

Results in expert
determination
Does not result in expert
determination

89%
9a “Other” answers
Negligence.
When issues arise e.g. on pensions.
There can be material contract claims and
litigation claims.

10a % of completion accounts ending in
expert determination
% of respondents saying completion accounts result
in expert determination in more than 10% of cases

21%

Poor disclosure.
Calculation of deferred/earn-out considerations.

Yes
No

79%

Earn-out disputes.
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11 What factors influence your selection of an
expert determiner?
Number 1 ranked factor

12 In your experience, approximately what
percentage of SPAs result in a warranty or
indemnity claim, regardless of whether or not it
is settled?
% of SPAs resulting in a warranty or
indemnity claim

11%

Result in claim
Do not result in claim

89%

13 On what % of consideration are warranty
caps based?
% of respondents saying they see sellers' warranty
caps of 50% or more of consideration

11a “Other” answers
With large corporates, it can be difficult to identify
a suitably independent firm and/or expert, particularly if
relationships have broken down over the issue.

The key issue will often be absence of perceived
conflict of interests by reason of association with the parties
involved.

Ability to form an objective view and not just to sit on
the fence. Shouldn’t act like an arbitrator.

Chances of winning vs cost, and size of claim.
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Warranty caps of
50% or more

25%

Warranty caps of
under 50%

75%

14 How common do you expect locked box
disputes to be in five years’ time?

14a Why do you expect locked box disputes to
be that way?
I’d expect that the increased use of locked box
mechanisms will lead to a corresponding increase in disputes;
potentially also that as they become more common-place, less
careful consideration will be given to key ingredients which
may lead to unexpected outcomes for the parties.
Legal

We don’t seem to have any problems with locked
box items since the drafting is pretty fiercely debated precompletion, so inadvertent leakage tends not to be an issue
or is so de minimis, parties do not wish to litigate/dispute
the issue.
Legal

More locked box mechanisms being used which
will eventually lead to increased levels of disputes.
Accountancy

Locked box is becoming more common and the
disputes over them won’t change unless there is a change
in the underlying theory or accounting.
PE

As time passes, people will get more used to seeing
where issues arise on locked box deals and so addressing the
issues in subsequent deals in the drafting.
Legal

l

Appendix October 2016 17

Q15 Any final comments?
Warranty caps - depends on gross or net receipts and
you should distinguish between fundamental and business
warranties.
CF boutique

Warranty caps are falling in some transactions.
While a cap at 100% of consideration received is still the
predominant outcome, we have undertaken a transaction
with a PE house that had a cap of 50% of consideration.
Legal

In my experience, buyer’s requirements for specific
indemnities, as opposed to warranty cover, continue to
increase. Now quite rare for SPAs not to include any specific
indemnities.

Completion accounts is a common area for disputes.
Legal

Legal

I have been seeing many more specific principles
being inserted in completion accounts schedules which have
proved very helpful to us when acting for the purchaser. As
a lawyer I always try to get clients and the accounting firm
really engaged in this area as too many SPAs only have very
generic provisions.
Legal

It is sometimes hard to get the corporate finance
accountants to apply themselves to the detail of helping the
corporate lawyer draft the appropriate legal framework.
Some accountants take their role very seriously and pour
over the drafting, whilst others don’t want the responsibility
of analysing what the lawyer has drafted when in reality the
drafting of a quality locked box framework is a blended skill,
using both the accountants ‘and the lawyers’ professional
skills and experience. The accountants need to understand
that the lawyer cannot draft a detailed locked box mechanism
without full input and participation of the accountant.
Legal
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One issue which arises frequently relates to disclosure
and the use of data rooms and whether the content of the
data room is generally disclosed or not.
Legal

About Grant Thornton’s
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Our team combines price adjustment and dispute specialists to help principals and
advisers to reach an agreement that optimises the equity value and protects our
client, whilst reducing the risk of disputes.
Grant Thornton offers our clients this specialised expertise,
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on mid-market transactions. Our team brings their insights
and experience of well over 1,000 deals to support clients on
the full range of issues that can arise during the deal process:
from negotiating locked box or completion mechanisms and
accounting warranties, to finalising completion accounts,
earn-outs, negotiating disputes and undertaking expert
determinations.
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