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ARE SELLERS LOCKING UP VALUE BY USING LOCKED BOX 
ACCOUNTS? 

 

To Our Clients and Friends:  

Conventional wisdom tells us that the most seller-friendly way to sell a business is through a locked box 
structure. This article argues that, in the MENA region, this is not universally the case and that a 
completion accounts structure (or a hybrid locked box/completion accounts structure) may be better 
suited to maximise asset value.   

EXECUTIVE SUMMARY 

The key distinction between the locked box and completion accounts mechanisms is the date on which 
the economic risk and benefit is transferred.  Under the completion accounts mechanism, economic risk 
and benefit in the target passes to the purchaser on completion.  Under the locked box structure, 
economic risk and benefit passes to the purchaser on the date of the locked box accounts, which are a 
balance sheet of the target at a date prior to signing the legal documentation to effect the transaction 
(generally a share purchase agreement, hereinafter referred to as the "SPA").[1] 

Traditionally a locked box structure has been considered to be preferable from the perspective of a seller 
as it avoids the risk of a price reduction following completion, thus providing a seller with greater price 
certainty.  In contrast, a completion accounts structure has generally been considered to be better for a 
purchaser as it allows price assumptions to be verified after completion and for adjustments to be made 
as necessary. 

Too often in the MENA region, where deals generally take longer than in other developed markets and 
there is less understanding, acceptance and trust of the locked box structure, sell-side advisors have relied 
on these general rules rather than considering what structure would result in the highest price being 
achieved in any specific situation.   

COMPLETION ACCOUNTS 

Under a completion accounts mechanism, the purchaser will pay for the actual level of assets and 
liabilities of the target that the seller delivers on completion.  The assets and liabilities that are taken into 
account in the pricing adjustment (e.g. net cash/debt, working capital and/or net assets) will depend on 
how the business has been valued.  Although the price is determined by the level of specified assets and 
liabilities at completion, the actual level of assets and liabilities of the business will not be known at the 
time the SPA is entered into or when completion occurs. 
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Under a simple completion accounts mechanism, the purchaser will pay the "initial" purchase price at 
completion (often based on estimated values of the asset/liability position at completion) and this will 
be adjusted following the preparation and agreement (or, in the event of a dispute, the determination by 
an independent expert) of the completion accounts. 

In practice, the "final" purchase price may not be known for some time (usually up to three months) after 
the date of completion, depending on the mechanism agreed for finalising the completion accounts (i.e. 
to determine the actual adjustments as distinguished from those estimated at signing). 

LOCKED BOX 

A locked box structure provides that the target is valued (and the purchase price is calculated) using a 
recent historical balance sheet dated before the date of signing the SPA.  This is often (but not always) 
taken from the target's most recent set of audited accounts.  The amounts of cash, debt and working 
capital are therefore agreed by the parties at the time of signing the SPA. 

This mechanism requires the purchaser to value the target based on a historic set of accounts (the "locked 
box accounts"), in respect of which it will (generally) have no ability to adjust after completion.  By way 
of compensation, however, the SPA would contain warranties (in respect of the period following the 
locked box date and prior to the date of signing) and undertakings (in respect of the period following 
signing and prior to completion) to the effect that no "leakage" (i.e. transfer of value to the sellers or 
their related parties) has occurred or will occur.  If there is any leakage, it would normally operate as a 
$ for $ adjustment to the purchase price.  It is important to note that this structure only protects the 
purchaser from extraction of value by the seller and does not protect against weakening trading 
performance (but it does confer the benefit of strengthening performance to the buyer).[2] 

Accordingly, in a locked box structure the purchase price is fixed and the purchaser takes the risk (and 
benefit) of trading between the locked box date and completion.  To compensate the seller for running 
the business during this period, it is fairly common for the seller to require the purchaser to pay an 
additional amount (sometimes referred to as an "interest payment" or "ticker") which accrues on a daily 
basis until the actual date of completion. 

An SPA with a locked box structure would also contain certain categories of "permitted leakage" (i.e. 
permitted extraction of value by the seller) which are allowed following the locked box date without 
counting as leakage. 

This structure can be simpler than using completion accounts as it enables parties to agree the treatment 
of any subjective items on the balance sheet prior to signing, and there is no post-completion adjustment, 
other than for any leakage.  This can be of particular relevance in a competitive process. 

THE ISSUE AT HAND 

As stated above, under a locked box structure, the economic risk and benefit in the target pass from the 
seller to the buyer at a date before signing whereas under a completion accounts structure risk and benefit 
only pass upon completion.  To put this another way, in a locked box structure the seller does not receive 
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any benefit in respect of financial performance (e.g. increased cash balances) between the date of the 
locked box accounts and completion other than, perhaps, the "interest payment" described above which, 
in the MENA market, tends to be more in line with a corporate lending rate as opposed to a typical equity 
return.  This is of particular relevance where the seller is a financial investor (e.g. a private equity house), 
as the success of any particular investment made by a financial investor (being the returns generated by 
the investment) is generally measured by a metric known as the internal rate of return (IRR) on monies 
invested (expressed as a per annum percentage).  Once the value of the target has been determined and 
unless the interest payments (if any) are greater than or equal to the IRR (which would be highly unusual 
in the MENA market), the IRR, which takes elapsed time into account, will begin to decrease from the 
date of determination until the date the transaction completes. 

In addition, deals based upon a locked box structure may take further time to execute than deals based 
upon a completion accounts mechanism.  As the buyer will not have the contractual flexibility in the 
SPA to adjust the consideration post-completion for the level of specified assets and liabilities actually 
received (which is inherent in the completion accounts structure), it will normally wish to undertake 
detailed due diligence on the locked box accounts. 

WHY THIS IS PARTICULARLY RELEVANT NOW 

The market trend for M&A in the MENA region (as experienced by this author in the medium term) 
seems to be for a longer period elapsing than we have seen historically between a price being agreed 
between the buyer and the seller and completion occurring.  The reasons for this differ in each transaction 
but could include: 

· intervening factors (e.g. market disruption) leading to 'hold' periods;  

· buyers taking longer to secure the funds necessary to finance the acquisition in question (e.g. 
bank debt or co-investor equity);  

· longer periods of confirmatory diligence;  

· longer periods of negotiation of legal documentation; and  

· buyers insisting upon more matters being included as conditions precedent to completion.   

This market trend seems to be particularly noticeable in the situation of competitive auctions where there 
may be several rounds of bids before a preferred buyer is chosen, thus leading to even further delay.  It 
is important to note that in the context of a locked box structure this will also lead to an increase in the 
historical nature of the locked box accounts on which the price is based. 

Another reason why this issue particularly affects the MENA market is that it is less common for buyers 
to be willing to pay an "interest payment" in a locked box structure or for such payment to be set at a 
relatively low level which does not fully compensate the seller.  This would appear to be difficult to 
justify - after all there is a time value of money and a business with a higher cash balance is worth more 
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than one without.  Again, it is difficult to be certain as to why this is the case but reasons we have come 
across include: 

· flat refusal to pay more than the stated price;  

· unfamiliarity and mistrust of the locked box structure/locked box accounts and concern about 
leakage and trading during the intervening period; and  

· buyers pricing in estimated profits generated in the expected period until completion in their bid.   

Overlaid with the above, it is a well-known fact that in the MENA region there are several financial 
investors and family conglomerates holding assets which they will be looking to sell/exit in the short to 
medium future.  Therefore the issues raised in this article are likely to become 'live' very shortly if they 
are not already being considered as part of such sales/exits. 

POSSIBLE SOLUTIONS 

If a seller believes that the financial performance of the business being sold will be strong in the period 
up to completion but for other reasons a locked box structure is still preferred (e.g. because it provides a 
"floor" to the price to be achieved) then it may be possible to take certain steps to increase the price 
which is received.  Such steps could include the following: 

· negotiating a higher "interest payment" more in line with the seller's estimated equity return or 
the cash/earnings forecasted to be generated by the target business in the interim period;  

· negotiating a "permitted leakage" definition allowing for value accruing in the relevant period 
(based on the seller's estimated equity return or the cash/earnings forecasted to be generated by 
the target business in the interim period) to be distributed to the seller;  

· minimising the period between agreeing the price and signing the SPA (e.g. by granting the buyer 
a limited period of exclusivity in order to focus negotiations); or  

· minimising the period between signing the SPA and completion (e.g. by ensuring that all/any 
CPs to the transaction can be satisfied in a short period of time).   

Alternatively, a completion accounts structure could be proposed.  As well as allowing the seller to 
benefit from the financial performance of the target business up to completion, this may also have the 
additional advantage of providing comfort to the buyer as to the financial status of the target business at 
completion.  This would allow the buyer to agree to a higher price and ensure that maximum value is 
achieved.  However, in order to ensure that typical seller concerns about using a completion accounts 
structure (i.e. delay and lack of price certainty) are allayed then it may be possible to take certain steps 
which could include the following: 
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· focusing heavily on the completion accounts structure in negotiations and being as prescriptive 
as possible on the mechanism which will apply (i.e. the specific accounting policies which will 
apply and the pro-forma statements to be prepared);  

· providing for caps/collars on price adjustments thus increasing price certainty;  

· providing that the seller will prepare the first draft of the completion accounts (as opposed to the 
typical situation where these are usually prepared by the buyer);  

· shortening all time periods relating to the completion accounts mechanism (e.g. reducing the 
period of time when the buyer has to provide comments on the initial draft completion accounts);  

· having "dry run" completion accounts prepared in the background and updating these regularly 
to minimise the time it will take to produce the first draft following completion; and  

· being as prescriptive as possible as regards the independent third party adjudication process to 
apply where there is disagreement (including identifying the independent third party to be 
appointed and agreeing the terms of his/her appointment).   

A HYBRID APPROACH? 

As a compromise position, there is no technical/legal reason why it should not be possible to adopt a 
hybrid approach whereby a completion accounts structure would apply for a certain period between 
signing and completion (e.g. up to the month end immediately prior to signing or, perhaps, completion) 
with a locked box structure applying thereafter. 

This should lead to a shortened timeline for ascertaining the final purchase price and, in certain situations, 
could lead to the final price being ascertained prior to completion. 

Although not suitable for every situation (e.g. this would be difficult to apply where there is a high degree 
of uncertainty on when completion will occur) this approach would give the seller the benefit of the 
financial performance of the business up to the completion accounts date and would give the buyer 
comfort that (i) it will only be paying for the assets actually in existence on the completion accounts date 
and (ii) in the locked box period no value will be extracted from the business by the seller. 

Although this novel approach could in certain circumstances benefit both the buyer and the seller, it is 
not something which is generally accepted in the market at present.  

CONCLUSION 

Too often in the MENA region, sell-side advisors have failed to consider what pricing structure would 
result in the highest price being achieved by the seller or to think outside of the box when contemplating 
this issue.  
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Hopefully in the future there will be a more nuanced approach taken when deciding what structure works 
best for any specific transaction. 

 

 

[1] See Figure 1 for a pictorial representation of the two structures.  

[2] Please note that in the UK and other markets, the "interest payment" is typically based on the 
cash/earnings forecasted to be generated by the target business in the interim period which provides the 
seller with more equitable compensation, and so this issue is not as relevant. 
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Gibson Dunn’s lawyers are available to assist in addressing any questions you may have regarding the 
issues discussed in this update.  Gibson Dunn has been advising leading Middle Eastern institutions, 

companies, financial sponsors, sovereign wealth funds and merchant families on their global and 
regional transactions and disputes for more than 35 years.  For further information, please contact the 
Gibson Dunn lawyer with whom you usually work, or the following authors in the firm’s Dubai office, 

with any questions, thoughts or comments arising from this update.  

Fraser Dawson  (+971 (0)4 318 4619, fdawson@gibsondunn.com) 
Hardeep Plahe (+971 (0)4 318 4611, hplahe@gibsondunn.com)  
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