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Johnson & Johnson v. Fortis Advisors LLC
Delaware Supreme Court offers
guidance on earnout provisions

sellers often have different expectations regarding

the target company’s financial performance. To
reconcile these differing expectations, parties often
use earnout provisions that condition a portion of the
purchase price on the target's achievement of certain
post-closing milestones. (See “Using earnouts to allo-
cate risk” at page 3.)

| n mergers and acquisitions (M&As), buyers and

In a recent case — Johnson & Johnson v. Fortis
Advisors LLC — the Delaware Supreme Court
provides valuable guidance on drafting earnout
provisions in M&A agreements.

Anatomy of the dispute

The defendant, a global health care company,
acquired the plaintiff, a developer of robotic-assisted
surgical devices (RASDs). Under the agreement,
the defendant paid $3.4 billion up front and agreed
to pay up to an additional $2.35 billion to the plain-
tiff's former shareholders if its RASDs met certain
regulatory and net sales milestones. The agreement
contained a “commercially reasonable efforts”
clause. It required the defendant to “pursue the
regulatory milestones with efforts
consistent with its usual practice
for ‘priority medical device prod-
ucts’ of comparable potential.”

The regulatory milestones were
expressly conditioned on obtaining
“510(k) premarket notification”
for specified devices and surgical
uses. Under the U.S. Food, Drug,
and Cosmetic Act, Section 510(k)
provides a streamlined pathway to
U.S. Food and Drug Administra-
tion (FDA) clearance. It requires
an applicant to demonstrate that

a new device is substantially equivalent to a legally
marketed “predicate device.” When no suitable
predicate device exists, the applicant may instead
seek FDA authorization through the more time-
consuming and burdensome “de novo” classifica-
tion process.

For one of the plaintiff's products, the parties antic-
ipated that 510(k) clearance would be obtained
for a “stripped-down” RASD intended for general
surgery, using a device previously marketed by the
plaintiff as the predicate. Subsequently, the new
device would serve as the predicate for 510(k)
clearance of the device’s future iterations designed
to perform more complex surgeries. The initial
milestone called for payment of a $400 million
earnout upon the device’s 510(k) clearance. Four
future 510(k) milestones paid $150 million each,
totaling $1 billion in regulatory earnout payments.

Before the first milestone could be achieved, an
FDA policy change closed the 510(k) pathway for
the new device, and the defendant declined to
pursue the more difficult de novo pathway. As a
result, none of the milestones were reached, and the




Using earnouts to allocate risk

Business value is often based on expected financial performance. But given the risks of achieving
that performance, buyers and sellers in M&A transactions may have dramatically different views
regarding the target company’s prospects. Sellers typically push for a higher valuation to help
ensure they're compensated fairly if the business meets expectations. Buyers, on the other hand,
will seek a lower valuation to mitigate the risk that the target will underperform.

Earnouts can be an effective tool for bridging this valuation gap. An earnout is a contractual
arrangement under which a portion of the purchase price is contingent on achievement of speci-
fied milestones, such as a certain level of earnings or regulatory approval of a drug or medical
device, as in Johnson & Johnson (see main article). Essentially, these provisions allocate some
of the target company’s financial risk to the seller. If the target performs well, the seller will be
compensated; if it doesn’t, the buyer won't overpay.

defendant made no earnout payments. The plaintiff's
former shareholders sued the defendant on several
grounds, including breach of contract and breach of
the implied covenant of good faith and fair dealing.
(The case also involved a claim, not discussed here,
that the defendant fraudulently induced the plaintiff
to accept a contingent payment rather than up-front
consideration for another product.)

Lower court awards significant damages

The Delaware Chancery Court rejected the defen-
dant’s claim that the FDA's change excused its
contractual obligation to work toward achieving the
milestones. The court held that the implied covenant
of good faith and fair dealing required the defendant
to pursue de novo clearance for the first milestone.
Then it could pursue 510(k) clearance for the other
milestones.

The court calculated damages for each earnout

payment by multiplying the earnout amount

by the parties’ pre-merger estimates of the prob-
ability of achieving the corresponding regulatory

milestone (75% for the first milestone and 80%

for the others). The judgment totaled more than

$1 billion, including contract and fraud damages
plus prejudgment interest.

Appellate court partially reverses course

The Delaware Supreme Court reversed the
Chancery Court’s ruling on the implied covenant

issue, finding that the defendant wasn't liable for
the first earnout payment. Because the agreement
explicitly conditioned that payment on 510(k) clear-
ance, the court concluded that the defendant had
no contractual obligation to pay the first earnout
once the FDA eliminated that pathway. The risk
that the FDA would make such a policy change
was foreseeable, and the parties allocated that risk
to the plaintiff by explicitly limiting the milestone to
510(k) clearance.

However, the state supreme court affirmed the
lower court’s judgment for the remaining earnout
payments. It held that the defendant remained
obligated to use commercially reasonable efforts
to pursue 510(k) clearance for the remaining
milestones. This included seeking de novo autho-
rization for the first milestone, which the evidence
showed could have been accomplished within
the agreement’s timeline. The court also upheld
the lower court’s damages methodology.

Precision matters

Johnson & Johnson illustrates the importance of
detailing earnout milestones and the parties’ post-
closing obligations in M&A agreements. Courts will
generally enforce the parties’ risk allocations — even
when unexpected (yet reasonably foreseeable)
regulatory developments occur. Buyers and sellers
should carefully consider how future developments
may affect the achievement of milestones and clearly
address those risks in their M&A agreements.




Business value vs. spousal support:
Watch out for double-dipping

hen a married couple divorces after
Wbuilding a successful business, it's com-

mon for one spouse to retain ownership
of the business and for the other to receive a large
cash equalization payment, essentially buying out
that spouse’s interest. Is traditional spousal support
(alimony) appropriate for a spouse who receives
an equalization payment? The answer depends on
case facts and legal precedent.

A recent lowa Supreme Court decision — In re
Marriage of Owen and Brinker — addressed
this question. In this case, the court found that
spousal support wasn't appropriate because the
owner-spouse’s future income potential was tied
to the business. It held that relying on that future
income to both value the business and justify
spousal support amounts to double-dipping.

Case hackground

The couple in this case married in 2003. Two years
earlier, the husband had started a business that
designs and manufactures fabric-covered steel-
framed buildings used in agricultural and commercial
industries. The wife, a practicing CPA at the time

of the marriage, eventually joined the business and
worked there until the couple divorced in 2022.

The income approach, by
definition, “values a business
based on an estimate of the
company'’s future earnings.”

The trial court awarded the husband approximately
$7.5 million in assets (including the business) and
awarded the wife approximately $1.5 million in
assets. To split the difference, the court ordered

the husband to make a cash equalization payment
of approximately $3 million. The wife also sought
$13,500 per month in spousal support, which the
court denied.

The court of appeals modified the dissolution
decree to include $3,500 per month in spousal
support. The reasoning was 1) the wife's income
from the cash equalization payment will be “sub-
ject to the rising and falling tides of market perfor-
mance,” and 2) the significant gap between the
spouses’ earning capacities “is difficult to reconcile
without an award of spousal support.”

lowa Supreme Court decision

The state supreme court rejected the inclusion of
spousal support and affirmed the trial court’s disso-
lution decree. On appeal, the wife argued that she
was an “equal partner” in building the business
and it was “inequitable for [the husband] to receive



the income-producing assets while she received
only cash.” But this reasoning, the state supreme
court explained, ignores the fact that the business’s
value was derived from its future earnings.

Both parties’ experts used a combination of
income- and market-based approaches to value
the business. The income approach, by definition,
“values a business based on an estimate of the
company'’s future earnings.” Although the court
didn’t discuss the market approach, pricing
multiples applied under that approach also may
be based on metrics of future earnings, such

as revenue, cash flow or earnings.

The appeals court, in ordering spousal support,
focused on the gap between the parties’ expected
incomes. But the state supreme court found several
flaws with this reasoning. For one thing, it miscon-
strued the purpose of spousal support. The purpose
isn't to equalize the parties’ incomes but “to allow the
receiving party to maintain her previous lifestyle to
the extent possible within the paying spouse’s ability
to pay.” In this case, the wife’s expected salary as a
CPA plus the investment interest on the $3 million

equalization payment was more than adequate to
maintain her previous lifestyle.

The award of spousal support also ignored the risks
associated with operating a closely held business.
The appeals court was wrong to provide the wife a
“buffer for poor market years” when the husband
enjoyed no such buffer. Essentially, the award pro-
vided the wife with guaranteed income regardless
of the profitability of the business and other assets
awarded to the husband. Finally, even if income
inequality were a factor, the gap between the par-
ties’ incomes in this case was essentially erased by
the husband’s interest payments on the loan used
to fund the equalization payment.

Lessons learned

The Owen decision illustrates the importance of
carefully coordinating business valuation and spou-
sal support analyses. Because a business’s value
typically reflects its future earning potential, courts
may be reluctant to rely on those same earnings

to justify ongoing support, which can result in an
inequitable double recovery. B

Defend the price tag
with a fairness opinion

merger and acquisition market. Higher
financing costs than those seen during
the pandemic-era deal boom, ongoing economic
uncertainty and heightened shareholder scrutiny
have increased the stakes for major transactions.
A fairness opinion can help safeguard a transaction
against future legal challenges.

Fairness opinions are essential in today’s

Understanding the benefits

Simply put, a fairness opinion addresses whether
a transaction appears “fair” from a financial point

of view. Fairness opinions help demonstrate that
decision-makers fulfilled their fiduciary duties to
the company and its stakeholders. However, fair-
ness opinions don’t address legal or structural
fairness, nor do they constitute an endorsement
or a guarantee of a particular transaction.

When preparing a fairness opinion, a financial
expert usually estimates a range of values for a
proposed transaction. Theoretically, the ceiling of
this range represents the highest price a prudent
buyer would be willing to pay; the floor is the lowest
price a prudent seller would accept. The analysis




typically presumes that neither party has been
forced to buy or sell and that both parties have
reasonable access to relevant financial data.

Another proxy for the lower end of the range is
the amount that dissenting shareholders could
reasonably expect to obtain in a statutory appraisal
action. Legal counsel can help the fairness opinion
provider define the appropriate standard of value.

Assessing current market conditions

A fairness opinion is valid only on a particular
date. A transaction may be fair one day but unfair
the next because of changing market conditions,
interest rates, competitive pressures or product
obsolescence.

Generally, fairness opinions are prepared as
close to the transaction or proxy date as possible.
Opinions dated too early or not updated for
changing conditions may not withstand scrutiny —
especially when markets are volatile. In today’s
environment, where valuations can shift quickly
and financing terms may change during negotia-
tions, timing remains critical. Obtaining a fairness
opinion before a transaction is approved can
show that decision-makers carefully evaluated
the deal using current market data.

Thinking beyond public companies

Most people associate fairness opinions with public
companies undergoing high-profile management
buyouts, hostile takeovers or going private transac-
tions. But fairness opinions have become increas-
ingly popular among private businesses with complex

deal structures, related-party transactions and vocal
minority shareholders.

Fairness opinions aren'’t legally mandated, but they
can help facilitate mergers, acquisitions, spin-offs,
stock repurchases and divestitures. Businesses
reorganizing out of court or under Chapter 11 may
also obtain fairness opinions on behalf of creditors
and other stakeholders.

Seeking outside expertise

Courts generally view fairness opinions as less
objective if they're prepared by company insiders,
business brokers or others involved in negotiating
the deal. Instead, independent third parties — such
as credentialed business valuation professionals —
are usually hired to avoid potential conflicts of
interest and withstand scrutiny if stakeholders

later challenge a transaction.

A fairness opinion addresses
whether a transaction appears
“fair” from a financial point

of view.

Ultimately, a fairness opinion is only as reliable
as the assumptions, data and analyses that
support it. When prepared by an independent
valuation expert, a fairness opinion can provide
valuable insight, enhance transparency and help
demonstrate that decision-makers fulfilled their
fiduciary responsibilities if a transaction is later
challenged. &



Valuation strategies for
today’s uncertain markets

usiness valuation professionals don’t assess
B a subject company in isolation. They evaluate

how economic conditions — including interest
rates, inflation, economic growth, capital market
activity, the geopolitical and regulatory environment,
and industry trends — affect the business’s future
earnings potential and risk profile. Here are some
ways valuation professionals adapt their analyses to
account for uncertain market conditions.

Reassessing future cash flows

Under the income approach, value is based on
expected future earnings (usually cash flows),
discounted to their present value. When market
conditions are stable, historical financial statements
are often used to estimate future earnings. How-
ever, if a business’s performance is expected to
differ from previous periods, a valuator can’t neces-
sarily rely on historical data. Some changes in busi-
ness operations may be only temporary, but others
could continue indefinitely.

Short-lived changes may necessitate a discounted
cash flow (DCF) analysis rather than a simpler
earnings capitalization method based on a single
period’s expected cash flows. A DCF model allows
for varying growth rates, margins, capital expendi-
tures and working capital needs over multiple fore-
cast periods. However, changes that are expected
to continue indefinitely may warrant adjustments to
long-term assumptions.

Borrowing costs, supply
chain stability and other
operational trends can
affect a business’s cost
of capital. In uncertain
conditions, investors may
demand higher returns
to compensate them for
increased risk, which
usually decreases value.

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other
professional advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2026

Applying market data

The market approach derives value from pricing
metrics from sales of comparable public or private
businesses. In volatile markets, older transaction
data may no longer reflect current conditions.

Valuation professionals often place greater emphasis
on recent transactions and current public market

pricing. They may also consider forward-looking val-
uation multiples based on projected financial perfor-
mance rather than relying solely on historical results.

Looking beyond the balance sheet

Under the asset (or cost) approach, value
equals the difference between a business’s
assets and liabilities. While financial statements
provide a starting point, additional adjustments
are often necessary. For example, balance
sheets prepared under U.S. Generally Accepted
Accounting Principles may not include many
intangible assets and contingent liabilities. A
thorough valuation considers these factors when
estimating net asset value.

The asset approach is frequently used as a rea-
sonableness check for conclusions reached under
the income and market approaches. It may also
become increasingly relevant in periods of eco-
nomic uncertainty, particularly for distressed or
insolvent businesses.

Keeping a current perspective

It's important to understand the
assumptions underlying a valuation and
confirm that those assumptions reflect
conditions as of the valuation date.
Because markets and business-specific
risks can change quickly, valuation
conclusions should be revisited when-
ever significant developments occur. ll
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About Wouch, Maloney & Co., LLP

Wouch, Maloney & Co., LLP is a regional certified public accounting firm with offices in
Horsham and Philadelphia, Pennsylvania and Bonita Springs, Florida. The firm has provided
closely held business and individual clients with a wide array of accounting services for over
30 years. Wouch, Maloney & Co.’s domestic, multi-state and international clients reflect a
broad range of industries from real estate and construction to manufacturing, wholesale and
professional service. The firm offers a comprehensive group of services including tax, audit
and accounting, business consulting, estate planning, business valuation, litigation support
and forensic accounting.

Our Valuation and Forensic Services:

Our firm has partner and manager level staff who hold certifications as Certified Valuation Analysts (CVA’s), Certified in
Financial Forensics (CFF’s) and Accredited in Business Appraisal Review (ABAR). They have extensive experience in
providing valuation services and expert witness testimony in various courts on a wide range of litigation issues including:

e Shareholder/Partner and Business Disputes ¢ Criminal Tax Matters

* Lost Profits Analysis * Valuing Closely Held Businesses ‘

* Damage Analyses * Purchase or Sale of Business WOUCH
* Domestic Relations Matters * Succession Planning M ALONEY
e Bankruptcy Services * Estate Planning for Gifts or

B . CPAs & BUSINESS ADVISORS
¢ Fraudulent Actions Inheritances




