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Basics of

EARNOUTS
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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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What is an Earnout?
Illustration of Earnout as Component of
Total Purchase Price
Closing Consideration
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$100
A contingent
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post-closing5based
+ Earnout Amount – 12/31/10
10
on
the
target
business’s
performance
against
Total Purchase Price
$115

certain contractually defined criteria or
benchmarks.
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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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 postclosing.
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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 when
multiple suitors for target exist.
• Indicates confidence of Seller.
• Motivation of Seller management when
Seller management will continue to be
involved in business post-closing.
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Utilization of Earnouts
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Why Don’t Parties Utilize Earnouts?
Shared Concerns of the Buyer and Seller
 Ability to ―move on‖ post-closing.
 Difficulty of administration post-close.
 Challenge of negotiating for all contingencies.
 Fear of post-acquisition disputes.

Buyer-Specific Considerations
 May restrict integration of target.

Seller-Specific Considerations
 Lack of control of business.

 May indicate uncertainty.

 Lack of custody of records.

 Concern of compensating Seller
for Buyer enhancements.

 Fear of manipulation of earnout.
 Concern that value in business
will not be realized.

 Fear of manipulation of earnout
by Seller management.
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Legal Considerations and
Recent Case Law Involving

EARNOUTS
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Earnout Provisions Are Creatures of Contract
• Earnout provisions are like other contractual provisions, and when
courts interpret them, the intent of the parties is paramount.
• Unambiguous earnout provisions will be enforced as written, while
ambiguous or poorly drafted provisions are fodder for litigation.
• In Freishtat v. Liveperson, Inc., 2010 WL 1558345 (S.D.N.Y. Apr. 19,
2010) the merger agreement in question contained an earnout
provision which excluded revenues generated from clients that had
indicated “in writing that they intend to cancel their contract.”
• The merger agreement did not define the term ―cancel‖ and both parties
to the litigation proposed differing and reasonable interpretations for the
term.
• In light of that ambiguity, the court could not grant summary judgment in
favor of the plaintiff and the case had to proceed.

The Implied Covenant of Good Faith and Fair Dealing

• In disputes involving earnouts, plaintiffs—usually the sellers—often
bring claims against the purchaser for violation of the implied covenant
of good faith and fair dealing (the ―Implied Covenant‖).
• Although the specifics vary by jurisdiction, in general, courts recognize
that every contract carries with it an implied covenant that the
contracting parties will not act to deprive the other party of the benefit of
their bargain.
• Therefore, a party may violate Implied Covenant when it does
something that does not technically breach the terms of the relevant
agreement, but nonetheless deprives the other party of the benefit of
their bargain.

The Implied Covenant of Good Faith and Fair Dealing, cont.

• In agreements containing earnout provisions, many jurisdictions, for
example, New York, require the plaintiff to show more than just
mismanagement before the defendant can be liable for violating the
Implied Covenant. Instead, the plaintiff must show bad faith.
• In a recent opinion from the Southern District of New York, Wagner v.
JP Morgan Chase Bank, 2011 WL 856262 (S.D.N.Y. Mar. 9, 2011), the
district court granted summary judgment in favor of the defendant on an
Implied Covenant claim because the plaintiff “produced no evidence
that the Defendant’s management decisions were intended to deprive
Plaintiffs of the earn-out payments.”

The Implied Covenant of Good Faith and Fair Dealing, cont.

•

Similarly, in Kuchera v. Parexel International Corp., 719 F. Supp. 2d 121
(D. Mass. 2010), the court, applying Massachusetts law, denied motions for
summary judgment on an Implied Covenant claim arising from a stock
purchase agreement.

•

The court could not grant summary judgment because the plaintiffs
presented evidence that the defendant had taken actions “specifically
designed to thwart” and to “frustrate” the sellers’ ability to reach the earnout
targets specified in the stock purchase agreement. According to the court,
whether the defendant’s actions were “blunders” or “bad faith” were
“quintessential jury questions.”

•

See also Sonoran Scanners, Inc. v. Perkinelmer, Inc., 585 F.3d 535 (1st
Cir. 2009) (―Establishing a violation of the covenant of good faith and fair
dealing requires at least bad faith conduct.‖).

The Implied Covenant of Good Faith and Fair Dealing, cont.

• The ―bad faith‖ showing that is generally required to succeed on an
Implied Covenant claim sometimes places defendants (and their
counsel and experts) in an awkward position.
• The defendant can prevail on the Implied Covenant claim by showing
that the reason the plaintiff is not entitled to earnout payments is
because the defendant mismanaged the acquired company. Such
“blunders” as one court called them, are not actions taken in bad faith,
and so do not violate the Implied Covenant.

The Implied Covenant of Good Faith and Fair Dealing, cont.

• In addition to recognizing that actions taken in bad faith can violate the
Implied Covenant, a recent opinion from the Delaware Court of
Chancery indicates, in dictum, that actions taken “arbitrarily,” which
have the effect of depriving a party of the benefit of their earnout
bargain can violate the Implied Covenant.

• In that case, however, the court concluded that the pleadings did not
support an inference that the defendant had acted arbitrarily, and
entered judgment for the defendant. Airborne Health, Inc. v. Squid
Soap, LP, 984 A.2d 126, 146-149 (Del. Ch. 2009).

Dispute Resolution Mechanisms

• Parties often agree to arbitrate disputes on the post-closing purchase
price adjustments set forth in earnout provisions.

• For example, in a long-running litigation between Aveta Inc. and certain
shareholders of a company acquired by Aveta, the earnout provision in
question provided that if the parties did not agree on the payment
calculation, Ernst & Young LLP would resolve the dispute. The
Delaware Court of Chancery found that the arbitration provision was
binding not only on the parties to the agreement, but on shareholders
represented by a ―Shareholder Representative,‖ designated in the
transaction document. Aveta Inc. v. Cavallieri, 2010 WL 3681011 (Del.
Ch. Sept. 20, 2010).

Dispute Resolution Mechanisms, cont.
• There are important differences between a post-closing adjustment
calculation and a cause of action alleging, for example, a violation of
the Implied Covenant.
• In BBCM, Inc. v. Health Systems International LLC, 2010 WL 4607917
(N.D. Iowa Nov. 4, 2010) (applying Iowa law), the asset purchase
agreement contained a provision which required an accountant to
resolve disputes about the EBITDA calculation that formed the basis of
the earnout payment (the ―Arbitration Provision‖).
• The court held that the plaintiffs’ claims for breach of contract, promissory
estoppel and breach of the Implied Covenant were not subject to the
Arbitration Provision because plaintiffs did not contest the calculation of an
earnout payment.
• Instead, plaintiffs had alleged that the purchaser breached certain covenants
and agreements contained in the asset purchase agreement.

Mechanics of

EARNOUTS
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How Does An Earnout Work?
Earlier, we defined an earnout to be 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.
How is the target business’s performance measured?
What contractually defined benchmarks are most common?
How is the earnout payment calculated?
How is the earnout paid?
Over what period of time does the earnout run?
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Measuring the Target’s Business Performance
Whose performance?

How is it measured?
• Performance is measured
against benchmarks.

• Target-only performance
• Integrated target performance

• Financial

• Product performance

• Income statement examples:

• Net revenue, EBIT, EBITDA, net
income, etc.
• Balance sheet examples
• Net equity

• Other
• EPS, cash flow

• Non-financial
• For example, achievement of an
R&D milestone, new clients, or FDA
approval
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Seller’s Negotiating Preference

Income
Statement
Measures

$XXX
(XXX)
XXX
(XXX)
XXX

Operating expenses
Pension costs
Stock option expense

(XXX)
(XXX)
(XXX)

Earnings Before Interest, Taxes,
Depreciation, and Amortization (EBITDA) XXX
Depreciation
Amortization

(XXX)
(XXX)

Operating income (loss) (EBIT)

XXX

Interest expense
Income tax expense

(XXX)
(XXX)

Net income from continuing operations

XXX

Income/(loss) from discontinued operations
Income/(loss) from extraordinary items
Income/(loss) from accounting changes

XXX
XXX
XXX

Net income (loss)

$XXX
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Buyer’s Negotiating Preference

Financial
Benchmarks:

Gross revenues
Less: Returns
Net revenues
Less: Cost of goods sold (COGS)
Gross margin

2008 Benchmarks from ABA Deal Points Study
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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…‖
 May treat benchmark as a hurdle or prorate based
upon progress toward benchmark(s).

2. Payout based on a percentage of performance.
 For example, ―…the annual Earnout Amount shall be
calculated as 0.5% of adjusted net revenues…‖

3. Payout based on a multiple of performance
 For example, ―…the annual Earnout Amount shall be
calculated as 5.5x 201X Adjusted EBITDA…‖
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Payment and Duration of the Earnout
• Payments may be made in cash or stock.
• If stock, contract will define date as of which the stock’s
value will be measured (e.g. date of closing, date of
issuance)
• If at time of close, both Buyer and Seller bear risks of
fluctuation in stock price between close and payment
date.
• End of earn-out can either be triggered by passage of time
or a negotiated event.

30

Common Disputes Involving

EARNOUTS
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Postclosing
Conduct of
Business

Postclosing
Accounting

Measurement
of Business’s
Performance
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Post-Closing Conduct of Business
…by Buyer…

…by Seller management…

• Agreements will often include
covenants by Buyer to operate
business consistent with past
practice or in normal course.

• Buyer will seek to ensure Seller
management does not operate
business solely to maximize
earnout payment.
• Excessive risk taking

• Seller desires operation that
maximizes earnout, minimizes
risk of manipulation.

• Failure to invest in business

• 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.
33

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…
• 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.
35

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
• Many 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
• FIFO v. LIFO
• Cost accounting
• Excess &
Obsolescence
(―E&O‖) reserves

• Bad debt
allowances

Inventory
Valuation

Collectability
of Accounts
Receivable

Other Future
Obligations

Other
Contingencies

• Warranty and
product returns
• Retirement and
welfare benefits

• Litigation
• Environmental
• Other contractual

38

Disputes Regarding Measurement of Performance

What should / should
not be included
when measuring the
target’s performance
against earnout
benchmarks?
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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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Valuation/Recognition of

EARNOUTS
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Valuation of Earnouts
• Old Standard – any expected contingent consideration
would be recorded when earned
• Revised Standard (FASB ASC Section 805-30-251 &
805-30-35 (previously FAS 141R)) – any expected
contingent consideration is measured at Fair Value
• Recognized at the acquisition date
• Re-measured annually until all contingent
consideration is paid
1 FASB

Accounting Codification Standards Business Combinations-Goodwill or Gain from Bargain Purchase, Including Consideration TransferredRecognition and Subsequent Measurement.
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Valuation of Earnouts - Issues to Consider When Valuing
the Earnout Payment

• Review all future projections of EBITDA while the deal was
being negotiated
• Review Buyer’s projections of EBITDA
• Possibility of Buyer’s manipulation of accounting related to
the earn-out calculation

45

Valuation of Earnouts - Issues to Consider When Valuing
the Earnout Payment

• Interview management of the Buyer
• Discount contingent payments at the appropriate risk
adjusted rate:
• WACC utilized to do the deal
• Consider both a Simplistic and Scenario-Based approach

• Consider any new risks not readily apparent at the acquisition
date
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Valuation of Earnouts – Case Example Facts

• Deal price – $1.8 billion
• EBITDA – $100 million
• Contingent Consideration Earnout:
• 50 percent of every dollar of EBITDA that exceeded $100
million
• Term of Earnout – 2 years

• Earnout Cap – $40.0 million
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Valuation of Earn-Outs - Case Example
Buyer’s Projected EBITDA1: Scenario Approach:
Year 1

Year 2

$120.0

$125.0

10.0

12.5

Discount rate

15.0%

15.0%

Present value factor [a]

0.9325

0.8109

$9.3

$10.1

EBITDA
Earn-out bonus

Year 1

Year 2

Scenario
Likelihood

$150.0

$175.0

15.0%

25.0

37.5

120.0

125.0

10.0

12.5

70

75

0

0

8.8

11.9

Discount rate

15.0%

15.0%

Present value factor [a]

0.9325

0.8109

$8.2

$9.6

EBITDA (Best Case)
Earn-out bonus
EBITDA (Base Case)
Earn-out bonus

Present value of earn-out payment
Value of contingent consideration

$19.4

EBITDA (Worst Case)
Earn-out bonus

Weighted average earn-out bonus

Present value of earn-out payment
Value of contingent consideration

$17.8

[a] Calculated using the ―mid-year convention,‖ which assumes that cash flows will be received evenly throughout the projection period rather than at the end of the period.
1 Source: SFAS 141(R) A Valuation Close-Up on the New Acquisition Accounting Rules by Michelle Brower, CPA and Dennis Cash
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50.0%

35.0%

SUMMARY OF
KEY DISCUSSION
POINTS
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Earnouts: Concluding Remarks
Earnouts can be an effective negotiating tool when there are
differing perspectives on value and/or outlook of the target
business.
Earnouts must be carefully drafted to minimize the potential for
litigation.
In general, to succeed on a cause of action alleging a breach of
the implied covenant of good faith and fair dealing, a plaintiff
must show that the defendant acted in bad faith.
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Earnouts: Concluding Remarks, cont.

Post-closing adjustment arbitration provisions can be
enforceable, but they may not preclude litigation of all causes of
action arising from the transaction.

Earnouts have benefits and risks to both parties that should be
considered prior to inclusion as an element of the purchase price.
Utilization of earnouts has increased over the past few years, in
part, due to the downturn in the economy.
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Earnouts: Concluding Remarks, cont.
Earnouts have historically been based on a revenue or EBITDA
metric, however, they may be based on other metrics that are
qualitative as opposed to quantitative.
Earnouts are difficult because they can be easily manipulated by
Buyer and Seller.
Recent accounting guidance has impacted earnouts and should
be considered by Buyer and Seller.
In our opinion, earnouts will be prevalent in the future due to
several factors.
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QUESTIONS
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