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IN THIS PRACTICAL M&A: LOCKED BOX MECHANISM

ISSUE EXPLAINED
The “locked box mechanism” has become more popular in mergers and

acquisitions in South Africa. This comes as no surprise given the benefits
of avoiding complicated price adjustments that flow from the traditional
“closing accounts mechanism”.
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PRACTICAL M&A: LOCKED BOX MECHANISM
EXPLAINED

The locked box mechanism entails that

the purchase price payable on the
transaction’s closing date, is
agreed and fixed at the

date of signature of

the transaction

agreements.

The “locked box
mechanism” is generally
less complicated than

the closing accounts
mechanism, which requires
lengthy negotiations and
complicated drafting and
calculations.

The “locked box mechanism” has become more popular in mergers and acquisitions

in South Africa. This comes as no surprise given the benefits of avoiding complicated
price adjustments that flow from the traditional “closing accounts mechanism”.

How it works

The locked box mechanism entails that the
purchase price payable on the transaction’s
closing date (Closing), is agreed and fixed
at the date of signature of the transaction
agreements (Signature Date). There is no
price adjustment or true-up between the
Signature Date and Closing. The purchase
price is based on a balance sheet agreed
between the parties and the date of this
balance sheet constitutes the agreed date
of the “locked box" (Locked Box Date).

The parties forecast and agree fluctuating
items such as actual cash, debt and
working capital, and factor that into the
price as there will be no adjustment for
these items between the Signature Date
and Closing. From the Locked Box Date

2016 Fiowrormhe.

the target is prohibited from taking value
out of the business. This could for example
be in the form of dividends, management
fees and bonuses (Leakage). During such
period only specifically agreed payments
and payments made by the target in the
ordinary course of business are allowed
(Permitted Leakage). Permitted Leakage is
also factored into the purchase price. The
purchaser therefore acquires and pays for
everything that is in the “locked box" at the
Locked Box Date.

Time and cost considerations

The “locked box mechanism” is generally
less complicated than the closing accounts
mechanism, which requires lengthy
negotiations and complicated drafting

and calculations. Such complexities
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PRACTICAL M&A: LOCKED BOX MECHANISM
EXPLAINED

CONTINUED

Where profits increase
and the target business
grows, these profits will
be locked in the “locked
box”. On the downside,
the risk of unexpected
deterioration of the target
business also falls on the
purchaser.

often give rise to costly disputes about
the interpretation of the accounts

and calculation of the purchase price
adjustments.

As the “locked box mechanism” is quick, it
is attractive to sellers wanting a quick exit.
Since the price is known upfront and fixed
itis also easier for the purchaser to do
pre-acquisition planning, secure funding
and obtain the necessary authorisations.
On the downside, the purchaser will need
to spend more time and money on a
thorough due diligence of the target to get
to know the target’s business at an early
stage.

Because the purchaser will need to
negotiate the purchase price based on
forecasts and a balance sheet prepared
solely by the seller, the purchaser will also

have to spend time and money appointing
auditors to test the balance sheet and
provide an independent valuation forecast
of the target or the target business based
on the information gathered during its due
diligence. Both parties need to carefully
consider how they define Leakage and
Permitted Leakage.

Risk and reward

With the “locked box mechanism” the
risk and reward of ownership is pushed
forward and passes to the purchaser with
effect from the Locked Box Date. Where
profits increase and the target business
grows, these profits will be locked in the
“locked box". On the downside, the risk
of unexpected deterioration of the target
business also falls on the purchaser.

Tips when using the locked box mechanism:

e use arecently audited balance sheet for the “locked box";

aim for a short period between signing and closing;

avoid using the “locked box mechanism” where the target’s business is unpredictable or
where it will be difficult to identify leakage;

purchaser to conduct a thorough due diligence; and

ensure that anti-leakage provisions are backed by appropriate warranties and indemnities.

Tessa Brewis and Elnalene Cornelius
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