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A. A. Definition of an Definition of an EarnoutEarnout

1.1. A performanceA performance--based component of the purchase price. based component of the purchase price. 
2.2. A variable pricing mechanism based upon the postA variable pricing mechanism based upon the post--closing closing 

realization of certain predetermined parameters. realization of certain predetermined parameters. 
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B.B. ParametersParameters
1.1. Economic ParametersEconomic Parameters

a.a. RevenuesRevenues
b.b. Gross ProfitGross Profit
c.c. Net Income/ EBITDANet Income/ EBITDA

These four categories start These four categories start ““above the lineabove the line”” (revenues) and (revenues) and 
move toward move toward ““the bottom linethe bottom line”” (net income/EBITDA)(net income/EBITDA)
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B. B. Parameters (Parameters (concon’’tt))

2.2. Buyer favored and seller favoredBuyer favored and seller favored
a.a. Sellers favor Sellers favor earnoutsearnouts based upon the based upon the ““above the lineabove the line””

earnings figures toward gross revenueearnings figures toward gross revenue
i.i. objectively determined and measuredobjectively determined and measured
ii.ii. operating expenses (including overhead) and operating expenses (including overhead) and 

accounting determinations not in Selleraccounting determinations not in Seller’’s controls control
b.b. Buyers favor Buyers favor earnoutsearnouts based upon based upon ““bottom linebottom line”” earnings earnings 

figures, toward net incomefigures, toward net income
i.i. Position is that this parameter is the true test of the Position is that this parameter is the true test of the 

value of the businessvalue of the business
ii.ii. Position is that overhead and direct expenses need to Position is that overhead and direct expenses need to 

be included to measure performancebe included to measure performance
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B.B. Parameters (Parameters (concon’’tt))

3.3. NonNon--economic Milestoneseconomic Milestones
a.a. New product launchesNew product launches
b.b. New accountsNew accounts
c.c. Website hitsWebsite hits
d.d. Units produced Units produced 
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B. B. Parameters (Parameters (concon’’tt))

4.4. Time FramesTime Frames
a.a. Typically between one and three yearsTypically between one and three years
b.b. Less than one year is not sufficient time to measure the Less than one year is not sufficient time to measure the 

value of the businessvalue of the business
i.i. Seller chases revenue; very shortSeller chases revenue; very short--term outlookterm outlook
ii.ii. Lose focus on long term goals, such as credit of the Lose focus on long term goals, such as credit of the 

customers and product qualitycustomers and product quality
iii.iii. Going through transitionGoing through transition
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B.B. Parameters (Parameters (concon’’tt))
c.c. Longer periods Longer periods 

i.i. Performance of the acquired entity becomes Performance of the acquired entity becomes 
increasingly dependent upon management of the buyer increasingly dependent upon management of the buyer 
postpost--closing rather than preclosing rather than pre--closing valueclosing value
–– If the business becomes fully integrated, not sure of If the business becomes fully integrated, not sure of 

the value of the independent businessthe value of the independent business
–– At some point, postAt some point, post--closing performance as a closing performance as a 

measurement of premeasurement of pre--closing performance must stopclosing performance must stop
ii.ii. Longer Longer earnoutsearnouts take on the attributes of debt or equity take on the attributes of debt or equity 

–– Buyers not afforded the protections you might Buyers not afforded the protections you might 
otherwise have with debt or equity (protective otherwise have with debt or equity (protective 
covenants, management involvement, etc.)covenants, management involvement, etc.)
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B.B. Parameters (Parameters (concon’’tt))

5.5. Sliding scale payments based upon a percentage of milestones Sliding scale payments based upon a percentage of milestones 
achievedachieved

a.a. Sellers benefit from a sliding scale in case targets are not Sellers benefit from a sliding scale in case targets are not 
fully metfully met

b.b. Buyer may want Buyer may want ““all or noneall or none””
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C. C. Other Issues to ConsiderOther Issues to Consider
1.1. Seller should perform due diligence of buyerSeller should perform due diligence of buyer

a.a. financial stabilityfinancial stability
b.b. management capabilitymanagement capability
c.c. RisksRisks
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C. C. Other Issues to Consider (Other Issues to Consider (concon’’tt))

2.2. Continued control Continued control 
a.a. Management role played by sellerManagement role played by seller

i.i. Immediately conflict in Immediately conflict in earnoutsearnouts; seller wants significant ; seller wants significant 
input on management to make input on management to make earnoutearnout; buyer says it ; buyer says it 
bought the businessbought the business

ii.ii. Key employees in placeKey employees in place
b.b. Sellers may be able to negotiate veto rights on major Sellers may be able to negotiate veto rights on major 

decisions, such as hiring and firing key personnel and decisions, such as hiring and firing key personnel and 
acquisitionsacquisitions
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C. C. Various Issues to Consider (Various Issues to Consider (concon’’tt))

3.3. Independent operation of selling companyIndependent operation of selling company
a.a. More independent, value better measured by performanceMore independent, value better measured by performance
b.b. As business is integrated, more difficult to measure As business is integrated, more difficult to measure 

performanceperformance

4.4. Accounting standards may need to be definedAccounting standards may need to be defined
a.a. ““GAAP consistently appliedGAAP consistently applied””
b.b. GAAP with adjustments to account for items such as bad GAAP with adjustments to account for items such as bad 

debt reserves, inventory writedebt reserves, inventory write--downs, capitalizations downs, capitalizations 
issues, depreciation methods and extraordinary itemsissues, depreciation methods and extraordinary items

c.c. Allocation of overhead from buyerAllocation of overhead from buyer

5.5. Audit rights of sellerAudit rights of seller
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D. D. Benefits of Benefits of EarnoutsEarnouts

1.1. Spreads some risk to the seller as to the true value of the Spreads some risk to the seller as to the true value of the 
businessbusiness

2.2. Creates incentive for seller and key employees to remain in placCreates incentive for seller and key employees to remain in place e 
and commit to the business after the acquisition and commit to the business after the acquisition 

3.3. May help shorten the due diligence periodMay help shorten the due diligence period



1414

E. E. Shortcomings of Shortcomings of EarnoutsEarnouts

1.1. Prevents postPrevents post--acquisition integration of the business acquisition integration of the business 
into buyerinto buyer

2.2. Complex definitions; may be difficult to administer Complex definitions; may be difficult to administer 
3.3. May emphasize shortMay emphasize short--term profits over longterm profits over long--term term 

growthgrowth


