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It happens, likely more often than we know. 
A couple gets a divorce and the judge awards 
the non-business owner an “equalization pay-
ment.” In many cases, that is the end of  the 
story. However, in some cases, it is just the be-
ginning. It can happen that the equalization 
award is unrealistic for one or both of  two basic 
reasons. The first is that the business owner’s 
business interests are illiquid, making it dif-
ficult if  not impossible for the business owner 
to pay the equalization payment, at least in the 
short-term (which is often what is ordered by 
the court). Secondly, the court may sometimes 
assign values to the business inter-
ests that are not in line with the 
fair market value of  the business 
interests. When this happens and 
the assigned values are too high, 
the liquidity issue is exacerbated.
 A recent appellate case 
in Indiana, Jeffrey Crider, appel-
lant, vs. Christina Crider, appellee 
(No. 53A05-1307- DR-358 and 
53A04-1401-DR-26), put the 
spotlight on these and many more 
issues. Husband (H) in this case 
owned a number of  business in-
terests, primarily related to real es-
tate construction and development. The oper-
ating company was a corporation, and most of  
the other entities holding real estate in various 
stages of  development were in the form of  LLC 
interests. In a battle of  the four experts—two 
in business valuation and two in real estate ap-
praisal—the judge arrived at opinions regard-

ing the aggregate values that resulted in a di-
rected equalization payment from H to Wife (W) 
of  around $4.7 million.
 There were a number of  contentious 
issues regarding the values. The real estate ap-
praiser for W determined a significantly higher 
value than the real estate appraiser for H. The 
primary difference related to whether or not the 
property was, at the time of  valuation, still a vi-
able short-term development project or instead 
was a long-term project at best, given the state 
of  the economy. The W’s expert prevailed, re-
sulting in an assigned value to the marital estate 

approximately five times the value determined 
by H’s appraiser.
 As to the operating business, one of  
the material differences in the value related to 
the value of  bond anticipation notes (BANS) 
listed on the balance sheet of  the company at 
$5.8 million. W’s expert maintained that, even 
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though that might not be the current fair market value of  the 
BANS, the book value should be determinative of  the value for the 
marital estate. H’s expert, based on subsequent TIF bonds issued 
and the depressed value of  the real estate at the date of  value, val-
ued the BANS at $1.150 million. The court decided to accept W’s 
expert’s book value of  the BANS as the value for the marital estate, 
even though W’s expert admitted that the book value might not be 
the fair market value.
 The end result was a marital estate of  over $11 million, 
which the trial court split evenly between the parties. This resulted 
in an “equalization payment” of  $4,752,066 from H to W. The 
payment was due in 180 days, with interest accruing beginning af-
ter 90 days. The Appellate Court upheld the valuation of  the busi-
ness interests and the accruing of  interest (at the Indiana statutory 
rate of  8 percent, a hefty rate given the current market rates of  
interest) after 90 days.
 As noted, there were many contentious issues relating to 
the values of  the business interests and the assets held within those 
interests. These issues fell, at the Trial Court, almost unanimously 
to W’s side of  the ledger. Whether right or wrong, the resulting $4.8 

million payment had to be made in relation to very illiquid assets 
held by H. The value was imbedded almost exclusively in closely 
held businesses containing highly illiquid assets such as real estate, 
including undeveloped land. The primary operating business was 
a construction business involved in road and “other construction 
work.” H did not own a controlling interest in any of  these busi-
nesses, which further complicated and increased the illiquidity of  
his interests.
 H’s only apparent ability to pay the equalization payment 
was to either borrow funds or transfer some of  the ownership in 
the entities to W. The court imposed security interests for payment 
of  the “equalization payment” using H’s ownership interests in the 

entities. If  H attempted to borrow funds to pay off the “equaliza-
tion payment,” he would face the problem of  finding lenders who 
might disagree with the court’s interpretation of  the value of  the 
businesses and would likely heavily discount his interest for its lack 
of  control.
 While there is no doubt that the courts are sincere in their 
efforts to equitably determine and distribute the marital estate, 
complex situations like this one—with substantial closely held busi-
ness interests of  uncertain true value—will likely lead to future liti-
gation over ultimate settlement of  the marital estate between the 
parties.
 Realizing the illiquidity issues were going to complicate the 
completion of  the “equalization payment” from H to W, the Trial 
Court judge provided security to W in case the payment was not 
made on a timely basis, i.e., 90 days, as allotted by the court (at the 
Indiana statutory rate of  8 percent), in the following manner:

Christy shall be given a security lien on all of  Jeff’s shares and own-
ership interests in Crider & Crider and the Crider Entities (and of  
any successor to or affiliate thereof). Jeff shall pledge his shares and 
ownership interests in these businesses to secure Christy’s judgment.
If  within 180 days of  this Court’s Final Decree Jeff has not paid 
the Judgment in full, Christy shall take ownership and control of  
one half  of  Jeff’s shares in Crider & Crider and the Crider Entities. 
Christy shall retain ownership and control of  these shares in these 
entities until such time as the Judgment has been paid in full with 
all accrued interest. Jeff shall be responsible for any attorney’s fees 
incurred by Christy in the course of  collecting this Judgment or in 
executing her security interest in Jeff’s shares of  Crider & Crider 
and the Crider Entities.

 
H appealed the imposition of  the security interests by the Trial 
Court. While noting that the Trial Court did have jurisdiction and 
authority to impose security, the Appellate Court also emphasized 
that those liens could be foreclosed upon to pay the equalization 
payment. The court noted that, “The trial court divided the mari-
tal property, not the businesses, and ordered Jeff to make an equal-
ization payment, while providing mechanisms for Christina to en-
force that judgment.”
 However the Appellate Court did find that the Trial Court 
exceeded its authority when it permitted an automatic foreclosure 
of  W’s interests. Also noting that, “[t]he creation of  joint control 
or ownership of  assets in divorced persons should be avoided un-
less there are insufficient assets to otherwise divide the property,” 
the Appellate Court went on to discuss the fact that, since closely 

EXPERT TIP

A myriad of problems can result 
in a divorce where the assets 
of the parties are essentially 
illiquid and the parties do not 
have control of the entities.
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By R. James Alerding, CPA/ABV, ASA 
Alerding Consulting, Indianapolis, IN

held businesses depend heavily on the business skills of  the prin-
cipal owners, continued entanglement of  the two spouses should 
be avoided. However, the Appellate Court also noted that such a 
continued entanglement through the security was unavoidable in a 
case like this where so much of  the value related to H’s interest in 
the family businesses. Not allowing that would render the ability to 
pay the equalization payment moot.
 The Trial Court had given W full “ownership and control” 
of  one-half  of  H’s shareholdings and membership interests in the 
family businesses if  the equalization payment was not paid within 
180 days. The Appellate Court noted that “ownership and control” 
was too broad and vague a concept, and thus limited the security 
interests, suggesting that the Trial Court could have given W inter-
est in only the non-voting shares of  the main operating company.
 After winding its way through a number of  issues regard-
ing the ownership of  shareholder and membership interests, the 
Appellate Court noted that while W’s security interests could be 
appropriately sold at a Sheriff’s auction the sale would be subject 
to the restrictive agreements in place for both the stock company 
and the LLC membership interests. While further noting that such 
restrictive agreements were specifically between shareholders (or 
members) and between shareholders and the corporation (or LLC) 
and those agreements were not “a contract with the world at large,” 
it nevertheless recognized the corporation’s (or LLC’s) right to en-
force those agreements on a subsequent shareholder or member.
 The Appellate Court also noted that in Indiana the only 
interest which W could obtain through foreclosure of  the security 
on the LLCs would be an assignee interest. Such an interest would 
be at the mercy of  the other members for any distributions or other 
actions.
 In the end, the Appellate Court granted wide berth for a 
trial court to impose security interests on stocks and membership 
interests held by a party to a divorce, but it did not change the con-
tractual arrangements in place to prevent the stock or membership 
ownership from ending up in the hands of  an unwanted share-

holder or member. Notwithstanding, enforcement, foreclosure, 
and exercise by other shareholders or members or the entities of  
the restrictive agreements could ultimately change the ownership 
structure of  the family entities and cause a considerable amount of  
damage to the entities themselves as a result.
 This case is an excellent demonstration of  the myriad of  
problems that can result in a divorce where the assets of  the par-
ties are essentially illiquid and the parties do not have control of  
the entities. The problems are not one-sided, however. They affect 
both the propertied and the non-propertied spouse. The propertied 
spouse may have extreme difficulty in paying off the equalization 
payment, especially in the short-term. This could result in losing 
some or all of  the interest in the entities. This might result in the 
loss of  future benefits that were the foundation of  the value de-
termined by the court. The non-propertied spouse is in a position 
of  not having any control over distributions and not having any 
control over the operations of  the businesses. In the case of  mem-
bership interests, in Indiana, at least, the interest acquired by the 
non-propertied spouse can only be an assignee interest, which has 
even fewer rights than the actual interests that might be acquired in 
a foreclosure on the corporate interests. Even in the case of  the cor-
porate interests, the court affirmed the contractual rights attached 
to those interests that would allow the corporation to buy those 
interests back.
 I have been involved in cases such as the Crider case and 
can affirm that the only winners, financially, are the attorneys and 
accountants. While the Crider case applies only in Indiana, it is a 
case that any attorney and/or financial and valuation expert should 
be aware of  when conducting a divorce such as the Crider situation. 
It behooves attorneys and advisors on both sides to do their best to 
forge a settlement that will avoid the disastrous results in Crider and 
yet provide a platform where both parties can be treated equitably.
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 A very typical provision in the sale of  a business is additional 
performance-based compensation to the seller based on economic ac-
tivity after the close of  the transaction. These are commonly known 
as earn-out provisions and are exclusively contingent on uncertain con-
ditions. Such provisions serve several purposes including motivation 
for the seller to stay involved and to ensure the success of  the buyer. 
There are also tax consequences that may motivate an earn-out provi-
sion. For the valuator, an earn-out element adds to the complexity of  
determining and quantifying the differences among value, price, and 
proceeds.
 Valuing a transaction as of  the close date where there are 
potential additional future payments presents great difficulty in deter-
mining the fair market value of  the business as of  that date. There is no 
real alternative to using the income approach since the cash flows are 
complex, uncertain, and maybe even speculative depending on the ne-
gotiations and terms. Variations on the income approach range from a 
clear-cut DCF approach to complex Monte Carlo Simulation models 
addressing the probability that cash payments will be earned and paid 
out. It is also common to see probability-weighted return methodology 
applied within an income approach to valuing earn-outs.
 As in any other application of  an income approach, there are 
two driving factors that must be addressed: benefit stream and risk. 
Assessing the appropriate benefit stream in an earn-out provision is 
almost always difficult. Contractually, there are likely many possibili-
ties for determining the amount and timing of  future payments. By 
definition, the potential benefit stream is variable both in amount and 
timing. There are several ways to address this difficulty and depending 
on the context of  the engagement (e.g., tax, litigation, etc.) the analyst 
must be clear in describing assumptions used and direction received in 
the decisions about the benefit stream.
 While two analysts can make completely different decisions 
about the benefit stream (and both be wrong!), there are fundamental 
errors commonly made when determining the appropriate risk rate in 
valuing the earn-out. On the face, it might appear this is the easier of  
the two factors. All elements of  the transaction are known so the risk 
rate (capitalization, discount, WACC, etc.) used in the closed trans-
action is theoretically “known” and can be applied to the potential 
earn-out benefit stream. If  the assumption is made there will be no 
earn-outs achieved (true in most transactions), the deal is done and all 
the variables (benefit stream, risk rate) are knowable.
 The risk rate applied in the consummated transaction by defi-
nition contemplates systematic and unsystematic (including company 

By Chris Hamilton, CPA, CFE, CVA, DABFA 
Arxis Financial, Inc., Simi Valley, CA

VALUING CONTRACT EARN-OUT PROVISIONS
specific) risks associated with the traded security. However, apply-
ing that same rate to potential earn-out benefit streams probably 
over-values them since additional risk factors are not contemplated 
in that rate.
 There are at least two additional risk factors that should 
be addressed in valuing an earn-out. The first additional risk fac-
tor to consider is the performance related risk. Earn-outs typically 
require that the business achieve earnings that exceed growth ex-
pectations that were the basis for the underlying transaction.
 The second unique risk factor is the ongoing transaction- 
(relationship) related risk. Anyone who has done merger and ac-
quisition work knows that even if  buyer and seller are agreeable at 
the close of  the initial transaction, it is fair to say it is rare that they 
will be after the post-acquisition period. The courts are full of  cases 
where the buyer has failed to perform on the earn-out provisions 
of  a contract. A potential additional wrinkle is that compensation 
for achieving the benchmarks is usually cash, debt, and/or stock. 
I have seen deals where the compensation was new stock and the 
award was so significant that the potential existed for excessive dilu-
tion and negative impact on the value of  the stock. In other words, 
the deal was potentially too rich. In other transactions, the cash or 
debt award was so significant that ongoing operations would be 
harmed and questions arose to the ability of  the company to com-
ply with the earn-out– even with the achievement of  the earn-out 
performance goals.
 In summary, the analyst must be careful to consider the 
additional risks associated with an earn-out provision.
 The additional risks can, as always, be addressed in the 
benefit stream or the risk rate used to value the benefit stream. 
Those decisions are likely driven by the context of  the engagement. 
One other reminder is that the analyst must also be careful to count 
each factor only once. Using Monte Carlo Simulation, probability 
analysis, and a discount rate in a single earn-out valuation has, in my 
experience, resulted too many times in a mix of  factors that, if  are 
not duplicated, leaves the analyst open to difficulties and suspicion 
of  double-dipping. Utilizing probability analysis (a measure of  per-
formance risk) in defining the benefit stream is appropriate but must 
reflect clearly different risk factors than those used in the risk rate 
where the transaction/relationship risk factors would be loaded.


