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he purchase price is an integral component of any purchase and sale 

of an operating business, if not the integral component. As in the 

purchase and sale of anything, the seller and the buyer often have 

different opinions about a fair and agreeable price. In the context of 

the sale of a business, the parties will sometimes bridge those differ­

ences through a technique commonly referred to as an earnout. 

While at first glance an earnout may seem to be an ideal solution to the purchase 

price dilemma, transactional attorneys need to be aware of the many pitfalls inher­

ent in the structure, documentation and implementation of an earnout. 

What is an Earnout? 
Essentially, an earnout is a portion of the purchase price for a business that is con­

tingent on some post-closing events or criteria, typically the performance of the 

business that was sold during a defined period of time after the closing. An earnout 

can be used in asset purchase, stock purchase and merger transactions but as dis­

cussed below it is imperative to identify the post-closing business to which the 

earnout applies, and the structure of the deal as an asset, stock or merger transaction 

may impact that issue. 
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An earnout should be distinguished 

from a deferred purchase price where 

the buyer is obligated to pay a sum cer­

tain over time after the closing, often 

evidenced by a promissory note. In 

those situations, the payment is due 

regardless of the performance of the 

business, and subject only to the credit­

worthiness of the buyer. However, not 

unlike the situation with a deferred pur­

chase price, counsel to a seller in a sale 

involving an earnout should consider 

whether the earnout payment, if earned, 

shall be secured by collateral or subject 

to third-party guarantees. 

In most situations, the seller will 

incur income tax on the earnout pay­

ment at the time it is earned and paid, 

not at the closing, but the income tax 

aspects of an earnout payment should 

be considered along with the other 

issues discussed below. 

In most sale transactions with an 

earnout, there is also a portion of the 

purchase price payable at the closing so 

the ea1110ut is not the entire purchase 

price. f here are rare transactions where 

the total purchase price is in the 

earnout, for example, in an early-stage 

company that has yet to generate rev­

enue. In the more typical case where the 

earnout supplements a base purchase 

price, the earnout can constitute a sub­

stantial percentage of the total price if 

the earnout is maximized. 

Purpose of an Earnout 
Earnouts are used to bridge the gap 

between the opinions of the seller and 

the buyer as to the value of the business 

being sold. As a general rule, the value is 

a function of the revenue and earnings 

the business generates. While historical 

revenue and earnings can be useful in 

that regard, the buyer is most interested 

in what those amounts will be in the 

future . As with any ongoing business, a 

number of factors both internal and 

external to the business will impact 

future results. Many of them may be 
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unexpected and challenging to resolve 

by even the best managers, the COVID-

19 pandemic being an obvious example. 

Sellers will naturally extol the bright 

future the business will enjoy, perhaps 

because of new products about to be 

rolled out. Buyers will counter by saying 

they do not want to pay for hopes and 

dreams, but only for actual results. This 

may lead to an earnout to resolve the 

different perspectives. In its most sim­

plistic formulation, the buyer says to the 

seller, "If the business does this post­

closing, I'll pay you that." Defining and 

implementing "this" and "that" in the 

previous sentence is a large part of what 

follows in this article. 

While earnout payments are often 

based upon financial metrics, they can 

instead be triggered by other objective 

measures. For example, customer reten­

tion is often a key concern of a buyer, 

particularly where a significant percent­

age of the business's sales are concentrat­

ed in a small number of customers. That 

could lead to an earnout in which the 

buyer pays an additional sum if a partic­

ular group of customers continues to pur­

chase products at a defined minimum 

level for somewhere between 12 and 24 

months after the closing. Other earnouts 

could be realized based upon employee 

retention, obtaining regulatory approval 

for a new product-for example from the 

Food and Drug Administration, or inte­

gration of the seller's business into the 

buyer's operations, however that is 

defined. However, financial performance 

is the most common type of earnout, and 

we will turn our attention to the issues 

this raises for the transactional attorney. 

Terms of the Earnout 
An earnout that is premised upon 

financial performance raises the follow­

ing definitional questions: 

• What is being measured: sales, gross 

profit, EBITDA (earnings before inter­

est taxes, depreciation and amortiza-

tion), net income? 

• What is the business unit subject to 

measurement? 

• Over what time period will this meas­

urement occur? 

• How does the measurement lead to 

the earnout payment calculation? 

• How much control does the seller 

have over the business during the 

measurement period? 

• What reporting requirements does 

the buyer have to the seller and what 

rights does the seller have to examine 

the buyer's records? 

• How are disputes resolved? 

We will discuss each of these questions 

in order. Starting with the issue of what is 

being measured, an understanding of 

basic accounting concepts is imperative. 

Nevertheless, the transactional attorney 

should work closely with the client's 

accountants on this, regardless of whether 

the client is the seller or the buyer. The 

correct terminology is crucial to a well­

crafted earnout provision, and accounting 

is necessarily implicated. While earnings 

or net profits are the ultimate goal for buy­

ers, the. earnings generated from a particu­

lar volume of sales can differ dramatically 

from what the seller may have expected, 

or from what the seller would have 

achieved based on that level of sales. The 

buyer, very often a larger company than 

the seller, may have substantially greater 

corporate overhead expenses than the 

seller. The buyer may have different 

accounting policies regarding revenue 

recognition, cost allocation and other 

concepts that redt1ce net income. Thus, a 

seller will frequently negotiate for an 

earnout tied to sales as to not to be con­

cerned about the impact of the buyer's 

accounting methodology on the earnout. 

Even so, measuring net sales does not 

remove all subjectivity from the account­

ing process, and seller's counsel needs to 

be diligent in defining exactly how finan­

cial results will be measured, working 

closely with the seller's accountants. 
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The next item to consider is what 

business unit is subject to measurement 

for earnout purposes. The natural 

response to this is that it is the same 

business that the seller sold. However, 

businesses are dynamic and evolving 

organizations, in particular following a 

change in ownership. If the buyer is a so­

called financial buyer, meaning a private 

equity firm, it may be feasible to keep 

the business segregated from the rest of 

the buyer's portfolio and maintain the 

separate identity of the business that was 

sold. On the other hand, if the buyer is a 

competitor or in a complementary busi­

ness, it will quite likely integrate the 

acquired business with its existing oper­

ations, thereby making it a challenge to 

reach the sales or, worse yet, the profits 

of the acquired business. Other concerns 

for the seller may be the buyer's ability to 

shift customers from the acquired busi­

ness to other areas of the buyer's opera­

tions, thereby depleting the earnout 

while the buyer still enjoys those sales. 

Buyers will tell sellers that the buyer has 

a vested interest in the seller maximizing 

the earnout, but that is typically much 

too simplistic. Another area to be 

addressed on this topic is the treatment 

ment once the criteria have been meas­

ured and agreed upon should not be too 

challenging. A typical formula would 

simply apply a percentage to the result­

ing number, whether sales, net profit or 

whatever, so that is simply arithmetic. 

On the other hand, the issue of the 

seller's control over the operation of the 

business during the earnout period is 

often heavily negotiated. Sellers may 

enter into earnout negotiations with the 

expectation that the buyer will operate 

the business more or less the same way 

the seller did. Buyers may enter the same 

negotiations with the attitude that they 

bought the business and now own it and 

are free to operate it as they choose. 

While no reported decision in New Jersey 

has addressed this question in the 

earnout context, the Delaware case law is 

clear that buyers have no obligation to 

operate the acquired business to maxi­

mize an earnout. Moreover, the Delaware 

courts have held that the implied 

covenant of good faith and fair dealing in 

contract law does not equate to an 

implied covenant to maximize an 

earnout.' Without debating the merits of 

the case law on this issue, it is incumbent 

on the seller's attorney to be aware of and 

of the seller's products being sold to the negotiate the best possible post-closing 

buyer's pre-existing customers and the 

buyer's existing products being sold to 

the seller's customers. It is imperative 

that these issues be discussed, negotiated 

and documented. 

The period of time being measured 

for the earnout is less challenging but 

still requires attention. While there is no 

set limit, most earnouts cover at least 

one year and at most three years. In a 

longer earnout period, the documents 

should address what units or units of 

time are subject to the calculation, 

whether monthly, quarterly, annually or 

just the entire earnout period. For 

instance, in a three-year earnout period 

measured annually, will carryforward 

and carryback concepts be employed? 

Similarly, calculating the earnout pay-
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covenants for the seller. Since those nego­

tiations may result in fairly weak 

covenants or no covenants at all, seller's 

counsel should advise the seller of the pit­

falls and risks associated with that result. 

The next item to consider in negoti­

ating earnout language is the buyer's 

obligation to report relevant results to 

the seller and the seller's right to review 

the buyer's records and supporting data. 

Of course, the seller will expect frequent 

updates, depending on the nature of the 

earnout criteria. This is not ordinarily a 

contentious issue in negotiating the pur­

chase agreement, but can sometimes be 

challenging for a seller trying to imple­

ment its contractual rights. 

The final topic covered in a properly 

crafted earnout provision is dispute reso-

lution. Most such provisions employ 

alternative dispute resolution mecha­

nisms rather than litigation. When the 

earnout criteria are financial, as is often 

the case, the decision-maker or neutral is 

usually an accountant or accounting firm 

and not an attorney or retired judge. If 

the issues revolve around accounting, 

this makes sense. If there are issues 

regarding an alleged breach of the buyer's 

covenants to operate the business a par­

ticular way, question whether it's appro­

priate for an accountant to resolve. Also 

consider whether to employ so-called 

baseball arbitration where the arbitrator 

can only choose the seller's position or 

the buyer's and no other. As in Major 

League Baseball salary arbitration, that 

structure frequently leads to a negotiated 

settlement without the need for a hear­

ing or other proceeding. 

In conclusion, properly structured 

earnouts can be useful in bridging valu­

ation gaps between a buyer and, seller. 

However, they are complicated ¼necha­

nisms that must be carefully thought 

through, discussed with clients and 

meticulously documented to avoid 

problems in their implementation.61> 
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