Structuring Effective Earnouts

Introduction 

An "earnout" is an acquisition payment mechanism where some portion of the purchase price of the acquired company (TechCo) will only be paid by the acquiring company (LargeCo) if TechCo attains agreed-upon performance goals after the closing. There are three key elements in creating a successful earnout. First, the earnout should be based on achievable performance goals that increase the value of TechCo in the hands of LargeCo after the closing. Second, TechCo's management should receive adequate compensation for creating that value. Third, the earnout should provide TechCo's management with the resources and operating freedom necessary to achieve its performance goals. 

Well-structured earnouts can allow emerging companies to increase their sales price. By contrast, ill-conceived or badly implemented earnouts can demotivate TechCo's management, reduce TechCo's value to LargeCo, and result in litigation. 


Earnouts are frequently used to bridge the gap 
between asking price and perceived value. 


Why Use An Earnout? 

There are three typical reasons why earnouts are used.

Pricing Bridge: The most common reason for using an earnout is to bridge the gap between LargeCo's and TechCo's evaluation of TechCo's worth. When both parties agree that a higher TechCo valuation would be justified if it met future performance goals, they can make the differential between their valuations subject to an earnout. TechCo may want to do an earnout if it believes that its future performance will be substantially better than its historical performance. 

Retention of Shareholder/Managers: Another reason for using an earnout is to induce key managers, who are also shareholders, to remain with TechCo after the sale. If a portion of the purchase price is subject to performance goals after the closing, TechCo's shareholder/managers have an incentive to remain with TechCo in order to participate in future payments. 

Motivation of Shareholder/Managers: The third reason to use earnouts is to motivate TechCo's shareholder/managers to continue TechCo's aggressive growth after closing the sale. Earnouts are most effective for this purpose if TechCo can substantially increase its sales price by achieving its performance goals. 
Earnouts were in vogue during the early 1980s, primarily as a pricing bridge between the disparate valuations of TechCos and LargeCos. By the late 1980s, earnouts fell out of favor, both because many TechCos failed to attain their earnout performance goals and because of the inherent complexity of structuring earnouts. There is revived interest in acquisition earnouts because both sides realize earnouts serve as much to retain and motivate TechCo's management as to provide a pricing bridge. 
Earnouts are not limited to acquisitions. For example, LargeCo may use an earnout structure to motivate and compensate managers asked to establish a new LargeCo product line. An earnout analysis can also be used to set the exercise price for a purchase option given by TechCo to LargeCo in a corporate partnering negotiation. 
There are no "standard" earnout structures. Although every earnout must be structured to meet the specific needs of a given transaction, this online booklet highlights major issues that the parties need to consider and resolve when negotiating earnouts. 

What Are The Potential Problems With Earnouts? 

Earnouts have enormous initial appeal to TechCo's management. They automatically value TechCo on its future performance and give TechCo's management an incentive to sustain its growth after the sale to LargeCo. When problems occur using earnouts, they generally fall into one or more of the following categories: 

Integration of TechCo into LargeCo: Earnouts are least likely to be effective when TechCo is totally integrated into LargeCo. The more TechCo's operations are integrated into LargeCo's, the less control TechCo's management will have over achieving performance goals. In an integrated company, revenue, expense and profit decisions may be made to benefit the combined entity instead of TechCo. To avoid this problem, choose performance goals that will not be adversely affected by integration or assure TechCo's operating independence during the earnout period. 

Complexity of Definition: It is difficult to create effective earnout formulas. While the earnout concept may be simple, objective numerical definitions can easily become complex. To avoid this problem, choose simple performance goals that are unambiguous and easy to measure. 

Overly Aggressive Performance Goals: In order to get the highest TechCo valuation, TechCo's management may be tempted to base the earnout on overly aggressive performance goals. It should be remembered that emerging companies rarely can predict their future performance with any accuracy. To avoid this problem and to minimize demotivation and friction, goals should be realistic as well as ambitious. 

Potential to Demotivate Management: Earnouts can demotivate TechCo's management if it becomes likely that TechCo will miss its performance goals. The earnout can have a similar effect if LargeCo's post-acquisition policies appear to interfere with TechCo's ability to attain its goals. To avoid these problems, choose realistic performance goals, provide progress payments for partial performance and provide a fair mechanism to adjust performance goals to reflect changing business circumstances. 

Managers Don't Own Enough TechCo Stock: Earnouts may be ineffective if TechCo's management doesn't own a lot of stock subject to the earnout. To avoid this problem, it may be necessary to provide additional incentive compensation for TechCo's key managers. 

Given the practical difficulties of earnouts, the parties may conclude that it is preferable not to use them. Even if negotiations lead to a non-earnout structure, earnout negotiations are still valuable. Earnout negotiations frequently bring the parties closer together on price, performance expectations, and operating philosophies. 
Who Should Consider Using An Earnout? 

Although many companies pass through a phase where an earnout can offer pricing advantages, earnouts are not appropriate for every company that is being sold. The following types of TechCos are natural earnout candidates: 
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