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Earn-Outs – Overview (I)
Earn-out mechanisms represent a sophisticated approach to M&A transactions, serving as contingent payment structures that link 

a portion of the purchase price to the acquired business's future performance.

Their primary utility lies in bridging valuation gaps between buyers and sellers, particularly in environments characterized by 

uncertainty regarding future business potential.

While theoretically designed as a mutually beneficial arrangement, earn-outs are inherently complex and frequently lead to post- 

acquisition disputes, with reports indicating that less than 60% of such deals result in either full or partial payment (WT&P, 2025).

Strategic Rationale

Bridges Valuation Gaps – Allows buyers and sellers to 

agree on deal terms despite differing expectations about 

future performance.

Reduces Upfront Cash Outlay – Buyers can defer part of 

the purchase price, improving capital efficiency and 

reducing immediate financing needs.

Incentivizes Management – Aligns post-deal incentives 

for founders or executives to stay and drive performance.

Mitigates Overpayment Risk – Protects buyers from 

paying full value for underperforming assets.

Supports Deal Completion – Helps unblock deals that 

would otherwise stall due to forecast uncertainty or 

performance disagreements.

Success Factors

Clear Performance Metrics – Financial or operational KPIs 

must be specific, measurable, and auditable.

Tight Contractual Language – Avoids ambiguity around 

definitions, adjustments, or accounting standards.

Dispute Resolution Mechanisms – Pre-agreed processes 

reduce the risk of costly litigation.

Expert Advisory Support – Legal and financial advisors are 

critical to anticipating edge cases and ensuring enforceability.

Early Negotiation of Earn-Out Terms – Avoids post-term 

sheet friction by front-loading difficult conversations.

Governance Rights Post-Close – Buyer and seller need 

clarity on how much operational control the seller retains 

during the earn-out period.
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Earn-Outs – Overview (II)

One of the main components of earn-outs is being a 

contingent payment structure that links a portion of the 

purchase price to the acquired business's future performance 

after the sale.

These payments are typically based on:

• Financial metrics (EBITDA, revenue, margins)

• Operational benchmarks (customer acquisition, product 

launches)

This structure helps bridge buyer and seller expectations 

regarding future business potential, especially valuable in 

times of economic uncertainty.

According to a study conducted in 2024 by Grant 

Thornton, 26% of deals with earn-out provisions 

resulted in post-closing disputes

Revenue-linked

Simple to compute and resistant to 

accounting reshuffles. However, risks 

include encouraging discounting and 

channel stuffing. Add guardrails like 

price floors and returns caps.

EBIT/EBITDA-linked

Closer to actual value creation but 

introduces risks around allocation 

of overhead, integration costs, and 

purchase accounting noise. Best 

practice: lock accounting policies 

before closing.

Milestone-based

Ideal for binary events like regulatory 

approval, product launch, or user 

targets. Requires extreme precision 

on "what counts" and timing. 

Particularly effective for R&D projects 

and regulated products.

Types of Earn-outs

Key Levers & Risk Triggers

Metric & definition: Revenue vs. gross margin vs. 

EBITDA/ARR; GAAP policy lock; FX, returns, credits, write-

offs, and non-recurring items explicitly defined with an 

example calc in the SPA.

Payout shape: 12–36 months, cumulative not annual; tiers 

rather than cliffs; caps/floors; share-of-upside.

Control & Conduct: Who controls pricing, hiring, SG&A 

allocation, and integration? Include “no starve the business” 

and required investment covenants.

Information rights: Monthly reporting pack, access to 

systems, and independent expert determination for disputes 

(timeline + cost split).

As per Harvard , 22% of private company 

transactions (excl. the life sciences sector) in 

2024 included an earn-out provision.



Earn-Outs – Benefits & Conflicts

Once an earn-out is on the table, the conversation shifts from what it is to what it means in practice. Structuring one is only half 

the story, execution is where alignment, tension, and incentives collide. This section outlines the tangible benefits of earn-outs, 

the friction points that often surface post-close, and how these structures can be used to correct for asymmetries between 

buyers and sellers or make them worse.

Transaction-Level Advantages

Improves Deal Feasibility: Enables transactions to move forward even when parties disagree on forecasts or valuation, 

especially in uncertain or high-growth markets.

Eases Capital Burden on Buyers: Allows buyers to stagger payment obligations, freeing up capital for integration, working 

capital, or other strategic uses.

Preserves Seller Price Expectations: Sellers can anchor valuations on optimistic projections without forcing buyers into a 

full upfront commitment.

Enables Contingent Structuring: Supports bespoke deal terms that adapt to business performance, often critical in sectors 

where revenue is volatile or seasonal.

Speeds Up Deal Timelines: Helps overcome negotiation deadlocks by deferring disagreements to post-close milestones, 

keeping momentum during signing.

Addressing Information Asymmetry

Earn-outs help overcome seller-buyer information imbalances by conditioning part of the payment on actual outcomes rather 

than projections. This structure is particularly useful when diligence can't fully capture key value drivers, such as IP monetization, 

client retention, or commercial contracts in the pipeline. Sellers are incentivized to maintain momentum, while buyers gain a

degree of downside protection.

Potential Conflicts

While theoretically a “win-win,” earn-outs often create friction post-close. Sellers may focus on short-term revenue drivers to hit 

targets, potentially undermining long-term business health. 

Buyers, conversely, may alter operational decisions (e.g. budget cuts, strategic pivots) that suppress earn-out payouts, 

intentionally or not. Disputes over financial reporting standards, timing of recognized revenue, or KPI definitions are common.

Earn-out risk-sharing mechanism flow



Advantages & Critical Provisions

Party Strategic Advantages Key Considerations

Buyers

• Reduced financial risk - mitigates 

overpayment risk

• Incentivized management - keeps key 

personnel engaged

• Financing vehicle - defers portion of 

purchase price

• Facilitates post- closing integration

• May limit integration flexibility 

• Potential for disputes over metric 

calculations 

• Requires careful drafting of 

performance targets

• May create friction with continuing 

executives

Sellers

•  Potential for increased purchase price

• Attracts broader bidder pool 

• Tax planning opportunities

• Allows participation in future upside

•  Risk of underperformance

• Loss of operational control

• Continued involvement/risk exposure

• Dependency on buyer's business 

decisions

The effectiveness of an earn-out depends almost entirely on how well it is drafted into the Share Purchase Agreement (SPA). Every 

term, from definitions to calculations, needs to be unambiguous. This is where most deals go wrong. The flexibility that makes earn-

outs appealing is the same factor that introduces risk. Without airtight language and clearly defined mechanics, that flexibility turns 

into grey area, and grey areas turn into post-closing disputes.

Accounting Hierarchy

• Establish a clear hierarchy prioritizing 

specific agreed policies, historical 

accounting practices, and general 

standards.

• "Freeze" GAAP/IFRS versions to 

prevent changes affecting 

calculations. 

• Include pro forma examples to 

demonstrate intended application.

• Key benefit: Minimizes 

interpretation disputes by providing 

clear reference points for financial 

calculations.

Business Clauses

• Restrict actions that could 

manipulate performance metrics, 

such as requiring discrete entity 

operation and arm's length 

transactions.

• Address the fundamental tension 

between buyer's operational 

control and seller's earn-out 

potential.

• Key benefit: Protects seller's ability 

to achieve earn-out targets while 

preserving buyer's business 

flexibility.

Dispute Resolution

• Implement robust mechanisms 

given high dispute potential.

• Common approach: expert 

determination by independent 

forensic accountant.

• Alternative options include 

arbitration or litigation, though 

potentially costly.

• Key benefit: Provides clear 

pathway to resolve disagreements 

without derailing the entire 

transaction.



Structuring Earn-Out Agreements

Category Metric Description/Purpose

Financial EBITDA (Adjusted)

Earnings before interest, tax, depreciation, 

and amortization; a common measure of 

operational profitability, often adjusted for 

non-recurring items.

Financial Revenue/Turnover
Total sales generated by the business; 

straightforward measure of top-line growth.

Financial Gross Margin / Gross Margin %
Profitability after cost of goods sold; indicates 

efficiency of production/service delivery.

Financial EBIT Profit before deducting interest and taxes.

Financial Operating Cash Generation

Cash generated from the business's 

normal operations; reflects liquidity and 

self-funding capacity.

Non-Financial Sales Volumes
Quantity of products or services sold; 

direct indicator of market activity.

Non-Financial New Customers/Wins
Number of new clients acquired; reflects 

market expansion and sales effectiveness.

Key Earn-Out Metrics Preferences

• Seller Preference: Revenue-based metrics due to 

perceived direct controllability and simplicity

• Buyer Preference: Profit-based metrics like EBITDA 

for greater protection against overpayment

• Duration: Typically 1-3 years, sometimes extending 

to 5+ years for smaller transactions

• Payment Structure: Periodic (annually/quarterly) or 

single lump-sum at conclusion of earn-out period

• Dispute Mechanisms: Predefined arbitration or 

expert determination to resolve disagreements over 

metric calculations or target achievement

Non-Financial Performance Indicators

• Customer Metrics: Satisfaction ratings, churn rates, 

number of active accounts

• Market Penetration: New customer acquisition, market 

share growth

• Innovation: New product launches, R&D milestones 

Operational: Production efficiency, quality metrics, 

delivery times

• Talent Retention: Key employee retention rates, 

especially for knowledge-based businesses

• ESG Factors: Progress toward sustainability goals, net- 

zero emissions targets



Earn-Out Case Studies

In August 2007, Disney acquired Club Penguin, a virtual world for kids aged 6-14, in what was initially valued as a potential $700 

million deal. The Vancouver-based company had grown remarkably since its 2005 launch, reaching over 700,000 paying 

subscribers and 12 million total users with minimal marketing.

The Earnout Structure

✓ $350 million paid upfront in cash

✓ $350 million potential earnout based on performance targets through 2009

✓ The earnout was split into two $175 million payments over two years

What Happened

Club Penguin missed aggressive profit targets set by Disney, causing the seller to forfeit the entire $350 million earnout, receiving 

only the $350 million upfront payment instead of the potential $700 million. This outcome became a textbook example of the risk 

sellers take with tough, post-acquisition performance metrics: they walked away with less than expected, and the deal underscored 

the uncertainty of earn-out-heavy structures

In September 2005, eBay acquired Skype for what appeared to be a $4.1 billion deal. eBay was looking to enhance its auction 

platform by integrating voice-over-IP communication, believing that easier communication between buyers and sellers would drive 

more transactions.

The Earnout Structure

✓ $2.6 billion upfront payment (mix of cash and eBay stock)

✓ $1.5-1.7 billion earnout based on Skype's revenue growth targets

✓ Performance targets had to be met for the earnout to pay out

What Happened

eBay’s plan to integrate Skype into the auction flow underperformed, and Skype missed key user/revenue/gross-profit targets. 

eBay settled the performance-based earn-out in 2007 for about $530m (vs. up to $1.5–$1.7bn) and booked roughly $1.4bn in 

impairment charges that year. eBay then sold 65% of Skype in 2009 at a $2.75bn valuation and later benefited from Microsoft’s

$8.5bn purchase in 2011 via its retained stake, so the investment was ultimately recouped, but the earn-out stands as a lesson in 

misaligned incentives and post-close control.
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