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“[A]n earn-out provision often converts today’s disagreement 

over price into tomorrow’s litigation over the outcome.”  

Airborne Health, Inc. v. Squid Soap, LP, 984 A.2d 126, 132

(Del. Ch. 2009).
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EARNOUTS
Basics of 
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Placeholder

(cover this

with your

picture)

What is an Earnout?

A contingent element of the acquisition’s 

purchase price determined post-closing 

based on the target business’s performance 

against certain contractually defined criteria or 

benchmarks.
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Placeholder

(cover this

with your

picture)

What is an Earnout?

A contingent element of the acquisition’s 

purchase price determined post-closing 

based on the target business’s performance 

against certain contractually defined criteria or 

benchmarks.

Illustration of Earnout as Component of            

Total Purchase Price

Closing Consideration – 12/31/09 $100

+/- Net Working Capital Variance from Peg – 2/28/10 5

+ Earnout Amount – 12/31/10 10

Total Purchase Price $115

Where 2010 EBITDA was $22 million, and the Earnout 

Amount is defined by the Earnout Agreement to equal 5x 

EBITDA during 2010 in excess of $20 million.
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Why Do Parties to Deals Utilize Earnouts?

• Effective negotiating tool when differing 

perspectives on value and/or outlook for the target 

business.
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Placeholder

(cover this

with your

picture)

Why Do Earnouts Appeal to Sellers?

• Protect Seller from failing to realize 

value in their business.

• May allow Sellers to obtain greater 

consideration than they might receive 

otherwise.

• Can be advantageous in difficult 

economic climates (such as today).

• May allow Seller to control its own 

destiny when Seller management will 

continue to be involved in business 

post-closing.  
13



Placeholder

(cover this

with your

picture)

Why Do Earnouts Appeal to Buyers?

• Protect Buyer from overpaying for the 

target business.

• Effectively Seller financing – reduces 

cash necessary at closing.

• Can distinguish Buyer’s bid in when 

multiple suitors for target.

• Indicates confidence of Seller.

• Motivation of Seller management 

when Seller management will continue 

to be involved in business post-

closing.
14



Utilization of Earnouts
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1 2009 Private Target Mergers & Acquisitions Deal Points Study for Transactions Announced in 2008 – A 

Project of the Mergers & Acquisitions Market Trends Subcommittee of the Mergers & Acquisitions 

Committee of the American Bar Association’s Business Law Section.  Based on population of106 

acquisition agreements.

2 2007 Private Target Mergers & Acquisitions Deal Points Study for Transactions Announced in 2006 – A 

Project of the Mergers & Acquisitions Market Trends Subcommittee of the Committee on Negotiated 

Acquisitions of the American Bar Association’s Section of Business Law. Based on population of143 

acquisition agreements.



Why Don’t Parties Utilize Earnouts?

Buyer-Specific Considerations

 May restrict integration of target.

 May indicate uncertainty.

 Concern of compensating Seller 

for Buyer enhancements.

 Fear of manipulation of earnout 

by Seller management.  

Seller-Specific Considerations

 Lack of control of business.

 Lack of custody of records.

 Fear of manipulation of earnout.

 Concern that value in business 

will not be realized.

16

 Ability to “move on” post-closing.

 Difficulty of administration post-close.

 Challenge of negotiating  for all contingencies.

 Fear of post-acquisition disputes.

Shared Concerns of the Buyer and Seller



EARNOUTS
Mechanics of 
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How Does An Earnout Work?

How will the target business’s performance be measured?

How is the earnout payment calculated?

How is the earnout paid?

Over what period of time does the earnout run?
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Earlier, we defined an earnout to be a contingent element of the 

acquisition’s purchase pricedetermined post-closing based on 

the target business’s performanceagainst certain contractually 

defined criteria or benchmarks.



Measuring the Target’s Business Performance

What is the source?                          
• Target-only performance

• Integrated target performance 

• Product performance

• Other

What is the measure?
• Performance is measured 

against benchmarks.

• Financial

• Non-financial

19



Placeholder

(cover this

with your

picture)
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Financial 

Benchmarks: 

Income 

Statement 

Measures

Gross revenues $XXX

  Less:  Returns (XXX)

Net revenues  XXX

  Less:  Cost of goods sold (COGS) (XXX)

Gross margin  XXX

Operating expenses (XXX)

Pension costs (XXX)

Stock option expense (XXX)

Earnings Before Interest, Taxes, 

Depreciation, and Amortization (EBITDA)  XXX

Depreciation (XXX)

Amortization (XXX)

Operating income (loss) (EBIT)  XXX

Interest expense (XXX)

Income tax expense (XXX)

Net income from continuing operations  XXX

Income/(loss) from discontinued operations  XXX

Income/(loss) from extraordinary items  XXX

Income/(loss) from accounting changes  XXX

Net income (loss) $XXX
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2008 Benchmarks from ABA Deal Points Study
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1 2009 Private Target Mergers & Acquisitions Deal Points Study for Transactions Announced in 2008 – A 

Project of the Mergers & Acquisitions Market Trends Subcommittee of the Mergers & Acquisitions 

Committee of the American Bar Association’s Business Law Section.  Based on population of106 

acquisition agreements.

*  Examples:  regulatory approval of drug applications; attainment of certain post-closing contracts; launch 

of certain products.  



Placeholder

(cover this

with your

picture)

Approaches to Calculating the Earnout Payment

1. Fixed payment based upon achieving 

benchmark.

For example, “…upon achieving FDA approval for 

XYZ, Buyer shall pay Seller $5 million…”

2. Prorated payment based upon progress toward 

achievement of benchmark.  

3. Payout based on a percentage of performance.

For example, “…the annual Earnout Amount shall 

be calculated as 0.5% of adjusted net revenues…”

4. Payout based on a multiple of performance.

For example, “…the annual Earnout Amount shall 

be calculated as 5.5x 201X Adjusted EBITDA in 

excess of Target EBITDA…”
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Payment and Duration of the Earnout

ÅPayments may be made in cash or stock.

ÅIf stock, contract will define date as of which the stock’s 

value will be measured (e.g. date of closing, date of 

issuance) 

ÅIf at time of close, both Buyer and Seller bear risks of 

fluctuation in stock price between close and payment 

date.

ÅEnd of earn-out can either be triggered by passage of time 

or a negotiated event.
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EARNOUTS
Avoiding Disputes Involving 
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Like most contract provisions, earn-outs are construed 

according to the general principles of contract law.  See, 

e.g., Accelecare Wound Ctrs., Inc. v. Amicus Hyperbaric 

Group, LLC, 2009 U.S. Dist. LEXIS 116582, *10-11 

(S.D.N.Y. 2009).  In the interpretation of earn-out 

provisions, for example, courts should generally give effect 

to the shared intent of the parties; determine what that 

intent was by looking to “the most objective indicia of . . . 

intent”; ascribe to the contract language its “common or 

ordinary meaning”; and interpret that language literally if it 

is unambiguous. 
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Principles of contract law are not, however, limited to rules 

of interpretation.  Under New York law, for example, a duty 

of good faith and fair dealing inheres in every contract.  

Ferguson v. Lion Holding, Inc., 478 F. Supp. 2d 455, 468-

69 (S.D.N.Y. 2007).  That duty, however, is not unlimited, 

and “no obligation can be implied that would be 

inconsistent with other terms of the contractual 

relationship.”  Id. at 469 (internal quotations omitted).  

Thus, with respect to earn-out provisions, a buyer need not 

act to maximize the seller’s benefit; instead, the buyer must 

only refrain from (1) acting in bad faith to destroy or injure 

the seller’s right to receive “the fruits of the contract” or (2) 

acting arbitrarily or irrationally in exercising discretion under 

the contract.  Security Plans, Inc. v. CUNA Mutual Ins. 

Soc’y, 261 F.R.D. 4, 9 (W.D.N.Y. 2009). 
26



Pre-Acquisition Considerations

1. Define terms carefully

a. Be especially wary of specialized accounting terms, 

industry-specific terms, and organization-specific terms.

2. Define earn-out calculations/benchmarks in as much detail as 

possible

a. Do not rely on GAAP

3. Include incorporation provision

4. Include dual-drafting provision

5. Define parties’ obligations explicitly

a. Do not rely on duty of good faith

6. Include arms-length-negotiation/anti-reliance provision

7. Define procedure for resolving dispute regarding earn-out provision

8. Define remedy/liquidated damages for breach of earn-out provision



Post-Acquisition Considerations

1. Do not act in bad faith

2. Follow contractual procedure for disputed earn-outs 



EARNOUTS
Common Disputes Involving 
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Measurement 
of Business’s 
Performance 

Post-
closing 

Accounting

Post-
closing 

Conduct of 
Business



Post-closing Conduct of Business by the Buyer

…by Buyer…

• Agreements will often include 

covenants by Buyer to operate 

business consistent with past 

practice or in normal course.

• Seller desires operation that 

maximizes earnout, minimizes 

risk of manipulation.

• Limit risk of mismanagement

• Limit risk of Buyer’s operational 

choices on earnout.

• Buyer desires to limit influence 

of Seller on its operation and 

integration of target.

…by Seller management…

• Buyer will seek to ensure Seller 

management does not operate 

business solely to maximize 

earnout payment.

• Excessive risk taking

• Failure to invest in business

31



Areas of Dispute Regarding Operation of Target

When business is operated by Buyer post-closing…

• Perceived management of business to minimize performance measures and in 

turn the earnout.

• Alleged deviation from consistent historical operating norms.

• Alleged failure to invest in the business / provide for adequate capital.

• Alleged failure to pursue opportunities.

• Alleged impairment of earnout due to discontinuation of business.

• Alleged shifting of sales or customer relationships from target to other Buyer 

entities.

When business is operated by Seller management post-closing…

Å Perceived management of business to maximize performance measures and 

in turn the earnout.  
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Examples: Buyer Operation of Target

• Buyer elects to incur $2 million of legal fees in order to 

avoid a $12 million earnout payment tied to EBITDA.  

• Buyer elects to not pursue renewal of a contract with a key 

distributor resulting in 15% decline in sales.

• In an effort to realize cost savings post-closing, Buyer 

elects to buyout the contracts of two members of senior 

management, resulting in $400,000 of salary/benefit 

avoidance in the earnout period but costs of $1 million.

• Buyer accelerates R&D spending post-closing.

• Buyer transfers customer relationships to another 

operating company.  
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Examples: Seller Management Operation of Target

• Seller management made large sales to customers who 

were ultimately unable to pay their bills, where the earnout 

was calculated based on gross sales revenues.  Buyer 

alleges Seller management knew the customers would be 

unable to pay.  

• Seller management failed to perform proper maintenance 

on equipment during a three year earnout period, 

increasing depreciation expense instead. The earnout was 

based on EBITDA, thus the impact was that the earnout 

was enhanced by not incurring maintenance costs.  
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Common Disputes Regarding Post-Closing 

Accounting Methodologies

• Often agreements include a covenant to continue accounting for the 

target’s activities “in accordance with GAAP, consistently applied” with 

target’s historical accounting policies.

• Generally disputes arise from:

• Adoption of alternative to historical accounting policies.

• May be an alternative GAAP consistent with Buyer’s accounting.

• May assert historical accounting was not GAAP.

• Changes to conform with newly promulgated GAAP.

• Should Seller’s earnout compensation be impacted by such 

changes in GAAP?
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Accounting Areas Prone to Dispute in Earnout

• Litigation

• Environmental

• Other contractual

• Warranty and 
product returns.

• Retirement and 
welfare benefits

• Bad debt 
allowances

• FIFO v. LIFO

• Cost accounting

• Excess & 
Obsolescence  
(“E&O”) reserves

Inventory 
Valuation

Collectability 
of Accounts 
Receivable

Other 
Contingencies

Other Future 
Obligations
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What should / should 

not be included 

when measuring the 

target’s performance 

against earnout 

benchmarks?

Disputes Regarding Measurement of Performance



Examples: Costs of Transaction

• During 2007, Buyer acquired the target business for $100 

million. The acquisition included an earnout in 2008, such 

that Seller would receive additional consideration if the 

target achieved 2008 net income of $7.5 million.

• As part of the acquisition, the Buyer incurred certain costs 

and interest expense associated with financing post-

closing.  

• As a consequence of these expenses, 2008 net income fell 

below the $7.5 million.
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Examples: Goodwill Amortization

• During 2007, Buyer acquired the target business for $100 

million.  The acquisition included an earnout in 2008, such 

that Seller would receive additional consideration if the 

target achieved 2008 net income hurdle of $7.5 million.

• As part of the acquisition, Buyer recorded goodwill of $10 

million.  During 2008, Buyer determined $5 million of 

goodwill was impaired based on projected future cash 

flows and carrying value of assets.

• As a consequence of the $5 million impairment charge, 

2008 net income was $4.0 million.
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Examples: Depreciation Expense

• During 2007, Buyer acquired the target business for $100 

million.  The acquisition included an earnout in 2008, such 

that Seller would receive additional consideration based on 

2008 EBIT.

• Post-closing, Buyer initiates new depreciation policy that 

shortens useful life and increases 2008 depreciation 

expense (change in estimate accounted for prospectively).

• Buyer asserts change is warranted and that Seller has 

artificially enhanced earnings historically by exaggerating 

useful lives of equipment.

• Seller asserts a deviation from past-practice.
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Questions?



Thank You

Thank you for attending this webcast.


