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An Overview of Earn-Outs

What's an Earn-Out? An earn-out is that portion (generally 10-35%) of the purchase price for an
acquired business that is contingent upon the acquired business achieving certain milestones
during a specified time (typically 1-3 years) after closing. The contingent purchase price is
“earned” when the acquired business achieves the milestone. If the milestone is not met post-
closing, the buyer makes no earn-out payments to the seller.

Compared to Purchase Price Adjustments: Earn-outs are not the same as purchase price
adjustments. Unlike earn-outs, a purchase price adjustment may increase or decease the
purchase price.

When Earn-Outs Bridge the Valuation Gap:

* Turnaround situations where the seller will likely argue that historical financial results are
not an accurate measure of the value of the business; very common in today’s uncertain
markets.

* Businesses that have developed new products lines that have not been proven in the

marketplace.
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* From the buyer's pers nt may incorrectly motivate the
seller-manager to focus on short-term goals, as apposed to a long-term integration
strategy of the acquired business.

* Earn-outs create opportunities for disputes and litigation surrounding the interpretation
of earn-out terms or the operation of the acquired business during the earn-out period.

Structuring Earn-Outs

Earn-Out Milestones:

Earn-out payments are typically be based upon the business reaching post-closing financial
milestones tied to one of the following “top down” income statement metrics: revenues, gross
profit, EBITDA, pre-tax income, or net income. Because of control issues, sellers prefer the metric
be towards the “top” of the income statement (e.g. revenues). On the other hand, buyers prefer
the milestone be towards the “bottom” of the income statement in order to capture the costs
associated in achieving the milestone.




Earn-out milestones can also be non-financial. For example, they could be tied to certain events
like obtaining a patent, a new product launch, obtaining government approvals (e.g. Health
Canada), reaching production levels, humber of website hits, number of new accounts, or the
opening of a new territory.

Earn-Out Formula:
The earn-out formula describes how payments are to be calculated once the earn-out milestone
is reached. Earn-out formulas often include the following:

* The percentage of the milestone that is paid to the seller.
e The cumulative dollar limit over the term of the earn-out.
e The earn-out period.

Agreements
Here are some items to consider in drafting earn-out agreements:

* Define and describe what the expectations are of the buyer and the seller-manager
during the post-closing operation.gitlgeacguired business.
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About Us
VR Business Sales has attained the posi erta’'s market leader in the sale of privately
owned companies. Our clients choose us because, through our proprietary marketing process, we
are able to sell small and mid size businesses for its maximum value than are typically achieved.
Since 1979, VR has built up a reputation based on trust, integrity and mutual respect.



