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In the intricate world of mergers and acquisitions (M&A), the ability to craft agreements that equitably
balance the interests of both buyers and sellers is paramount. As businesses navigate economic
fluctuations and varying market valuations, earnout clauses have emerged as a sophisticated mechanism
to address these challenges. Earnouts offer a dynamic solution by tying a portion of the sale price to the
future performance of the acquired company, thus bridging differences in valuation between negotiating
parties.

Earnouts are particularly advantageous in scenarios where there is substantial uncertainty about the
future success of the business or when parties hold divergent views on its current value. By enabling
payments that are contingent on future financial performance or other predefined metrics, these clauses
facilitate smoother negotiations and can reassure buyers against overvaluation risks, while providing
sellers with the opportunity to prove the worth of their business and potentially achieve a higher payout.

This strategic use of earnout clauses not only aligns the incentives of both parties post-acquisition but
also ensures that each party’s financial expectations can be met in a fair and structured manner.
Throughout this article, we will explore how earnouts can enhance deal structures, mitigate transaction
risks, and contribute to successful integrations, drawing on insights from a variety of contexts and
benchmarks commonly used in Canadian M&A transactions?.

What is an Earnout?

An earnout is a contractual provision within mergers and acquisitions that links a portion of the purchase
price to the future performance of the acquired company. This mechanism makes the final sale price
partially contingent on achieving specific financial milestones or operational targets post-acquisition.
Given the inherent uncertainty in predicting a business’s performance, earnouts are a strategic tool to
align expectations and valuations from both buyer and seller perspectives.

Purpose of Earnouts

1 Practical Law Canada Corporate & Securities, “What’s Market: Earn-Outs” (August 28, 2019).

© 2024 - Lapointe Rosenstein Marchand Melangon, s.e.N.c.R.L. — All rights reserved



-2-

The core objective of an earnout is to facilitate smoother negotiations by providing a structured approach
to address valuation disagreements between the involved parties. Earnouts are particularly useful in
scenarios where the buyer fears overpaying for a business whose future performance may not justify an
upfront valuation. For sellers, earnouts represent an opportunity to validate the worth of their business
and secure a potentially higher total sale price, contingent on the business’s continued success under
new ownership.

Common Scenarios for Use

Earnouts are frequently employed in industries characterized by high variability in future performance or
where accurate valuation is challenging. Such industries often include technology startups, which may
have promising yet unproven technologies, and pharmaceutical companies that hinge on future
regulatory approvals or patent successes. Additionally, businesses requiring the sustained involvement
of the original owners post-acquisition, such as creative agencies or professional services firms where
client relationships and intellectual capital are critical, often utilize earnouts to ensure these key
individuals remain motivated to maintain performance levels.

Basic Structure and Elements

An earnout clause typically specifies

> Performance Metrics: Clear and measurable targets the business needs to meet, which might
include financial metrics like revenue, EBITDA, or other operational milestones.

» Timeframe: The period during which performance is measured, usually ranging from one to three
years post-acquisition.

» Payment Schedule: Details on how and when the earnout payments will be made if the targets
are achieved.

Designing these elements requires meticulous planning to ensure they are fair, achievable, and reflective
of the business’s genuine potential. It is crucial not only to protect the interests of both buyer and seller
but also to ensure that the business remains viable and competitive without being burdened by unrealistic
performance expectations.

Benefits of Earnouts

Earnout clauses are not only mechanisms for bridging valuation disagreements but also serve as
strategic tools that can align the incentives of both buyers and sellers post-acquisition. Here are several
key benefits of incorporating earnouts into M&A transactions:

Alignment of Interests

Earnouts create a financial incentive for the seller to continue contributing positively to the business after
the acquisition. This alignment of interests is especially critical in deals where the seller's ongoing
involvement is necessary for the business’s success. By making a portion of the compensation
dependent on the continued performance of the company, earnouts ensure that both parties work toward
the same goals, fostering a cooperative partnership rather than a simple transactional relationship.

Risk Mitigation for Buyers

© 2024 - Lapointe Rosenstein Marchand Melancon, s.e.N.c.R.L. — All rights reserved



-3-

For buyers, the risk of overpaying for a business is significantly reduced with earnouts. They provide a
safety net by ensuring that part of the payment is deferred and contingent on the actual success of the
business under new ownership. This setup protects the buyer from potential declines in business
performance that were not apparent during the due diligence process, aligning payment with the real
value the business delivers.

Opportunity for Sellers to Maximize Sale Price

Earnouts offer sellers the potential to secure a higher overall sale price for their business. If the company
performs well post-acquisition, sellers can benefit financially, which may make an initial lower sale price
more acceptable during negotiations. This potential for increased earnings post-sale can be a strong
motivator for sellers to ensure the business continues to thrive.

Flexibility in Deal Structuring

Earnout clauses provide flexibility in structuring deals that can accommodate a wide range of situations
and business types. This flexibility is crucial in complex transactions where future earnings or growth
prospects are uncertain. Earnouts can be customized to fit specific business models and industry
standards, making them suitable for transactions across various sectors.

Facilitating Transactions

In some cases, earnouts can be the key to finalizing negotiations that might otherwise stall due to
valuation disputes. By providing a structured way to handle future uncertainties, earnouts can help close
deals that involve complex variables or where future potential is a significant component of the business’s
value. They act as a bridge, allowing both parties to proceed with a transaction under terms that reflect
both current realities and future potential.

Risks and Challenges

While earnout clauses can offer significant benefits, they also come with potential risks and challenges
that both buyers and sellers must carefully navigate. Understanding these pitfalls is essential for
structuring effective earnout agreements that minimize disputes and align with the goals of all parties
involved.

Potential for Disputes

One of the most significant risks associated with earnouts is the potential for disputes arising from
disagreements over performance measures or outcomes. Such conflicts can occur due to differing
interpretations of the earnout conditions, disputes over financial calculations, or disagreements on
whether certain milestones were achieved. As seen in Coolbreeze Ranch Ltd. v Morgan Creek
Tropicals Ltd., where the misrepresentation claim could not be offset against the earnout payment,
clearly defining terms and expectations in the contract is crucial to avoid litigation2.

Complexity in Defining Metrics

The success of an earnout largely depends on the clarity and measurability of the performance metrics
set forth in the agreement. Poorly defined metrics can lead to misunderstandings and disputes. It is crucial

2 Coolbreeze Ranch Ltd. v Morgan Creek Tropicals Ltd., 2009 BCSC 151.
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that these metrics are not only clear but also directly tied to the actions and influence of the seller to
prevent future conflicts. The clearer the metrics, the lesser the chance of litigation, as ambiguous or
poorly structured metrics are often at the heart of legal disputes in earnout agreements.

Impact on Business Operations

Earnouts can sometimes influence management decisions in ways that might not be in the best interest
of the business long-term. Sellers might prioritize short-term gains to meet earnout targets at the expense
of long-term strategic goals. This situation can result in decisions that are misaligned with the overall
health and sustainable growth of the company, demonstrating the need for earnout targets that align with
the company’s strategic direction.

Integration Challenges

The presence of an earnout clause might complicate the integration of the acquired company into the
buyer’s existing operations. There may be resistance to necessary changes if such changes could
threaten the achievement of earnout targets. This can delay or disrupt the successful integration process,
highlighting the need for clear communication and planning.

Legal and Financial Complexity

Earnouts add a layer of legal and financial complexity to M&A transactions. They require careful drafting
to ensure all potential scenarios are covered and that the agreement is enforceable. Additionally, earnout
provisions can complicate the financial reporting for the acquisition, affecting how earnouts are recorded
and recognized in financial statements. As underscored by the decision in Bhasin v Hrynew, the implied
duty of good faith is crucial in the performance and enforcement of contractual agreements, including
earnouts?®,

Structuring Earnout Clauses

Effectively structuring an earnout clause is crucial to its success and the smooth integration of the
involved companies. Here are some key components and considerations that should guide the drafting
of an earnout clause to ensure clarity, fairness, and enforceability.

Clear Performance Metrics

The most critical aspect of an earnout clause is the establishment of clear, objective, and measurable
performance metrics. These metrics should be directly influenced by the actions of the seller if they
remain involved in the business and should be resistant to manipulation. Common metrics include
revenue, net income, or specific operational targets. Ensuring these metrics are well-defined and agreed
upon by all parties can prevent many of the disputes that arise from ambiguous earnout terms.

Realistic Timeframes

The timeframe over which the performance is measured should be realistic and provide enough
opportunity for the seller to impact the results. Typically, this period ranges from one to three years post-
acquisition, allowing for adequate assessment of performance without extending the uncertainty too far

8 Bhasin v Hrynew, 2014 SCC 71.
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into the future. Setting realistic timeframes helps align expectations and reduces pressure on the seller
to make short-term decisions that could harm the business.

Detailed Payment Terms

The earnout agreement must specify when and how payments will be made if the earnout targets are
met. This includes the payment schedule, potential maximum and minimum payments, and the conditions
under which payments can be adjusted or forfeited. It’s also important to outline the methods for resolving
any discrepancies in payment calculations, which can help avoid litigation and ensure both parties are
clear on the financial implications of the earnout.

Provisions for Changes and Contingencies

Including provisions for significant unforeseen changes is essential. This might involve changes in the
market, regulatory environment, or other external factors that could unfairly affect the seller’s ability to
meet earnout targets. Clauses that allow for the adjustment of targets or terms in response to significant
changes can provide fairness and flexibility, ensuring that the earnout remains reasonable under changed
circumstances.

Dispute Resolution Mechanisms

Given the potential for disputes in interpreting or executing earnout clauses, it is advisable to include
predefined dispute resolution mechanisms. These might involve arbitration or mediation processes that
can provide a quicker, less adversarial resolution than traditional litigation. Establishing these
mechanisms upfront can save considerable time and resources if disagreements occur.

Legal and Financial Compliance

Ensure that the earnout clause complies with all relevant legal and financial reporting standards. This
includes considerations related to accounting treatment, tax implications, and adherence to any
regulatory requirements specific to the industry or jurisdictions involved. Compliance is critical not only
for the enforceability of the earnout but also for the smooth financial integration of the acquired entity.

Negotiating Earnout Clauses

Negotiating an earnout clause requires a delicate balance between protecting one’s interests and
fostering a cooperative atmosphere that will support the future success of the business. Here are some
key strategies for both buyers and sellers to consider when negotiating earnout clauses in M&A
transactions.

For Sellers: Maximizing Earnout Potential

> Define Achievable Targets: Ensure the performance targets are realistic and achievable within
the set timeframe. Base these targets on historical performance data and realistic projections of
the business’s potential under new ownership.

» Secure Favorable Terms: Aim for shorter earnout periods to reduce the uncertainty and reliance
on the buyer's management practices. Additionally, negotiate for fewer restrictions on business
operations to maintain some level of control or influence.
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> Clarify Metrics and Calculation Methods: Insist on clear, simple, and verifiable metrics to
minimize disputes over performance evaluations. Be involved in defining the calculation methods
to ensure they align with your understanding of the business’s operations.

For Buyers: Protecting Investment

> Cap the Earnout Amount: Establish a maximum cap on the earnout payment to prevent
unexpected financial burdens. This helps in budgeting and financial planning post-acquisition.

» Establish Thresholds for Payment: Implement thresholds that need to be met before any
earnout payments are triggered. This can protect the buyer from having to make payments for
mediocre performance.

» Control and Oversight: Maintain control over critical business decisions that could affect the
earnout. This might include veto rights over certain decisions or retaining key management
positions within the company.

Mutual Strategies

» Transparent Communication: Open and transparent communication about expectations and
the reasoning behind them can facilitate smoother negotiations and foster mutual understanding.

> Flexible Adjustment Mechanisms: Consider including provisions that allow for adjustments to
the earnout terms based on significant changes in economic conditions or unexpected shifts in
the industry landscape.

> Professional Guidance: Both parties should work with experienced M&A attorneys and financial
advisors who understand the nuances of earnout clauses to ensure that the terms are structured
and negotiated effectively.

Conclusion

Earnout clauses represent a powerful tool in the arsenal of mergers and acquisitions strategies, serving
to align the interests of buyers and sellers and bridge valuation gaps. When structured and negotiated
wisely, earnouts can mitigate financial risks, incentivize performance, and facilitate smoother transitions
post-acquisition. However, the complexities involved in defining, implementing, and managing earnout
clauses demand careful consideration and strategic planning.

For business owners contemplating M&A transactions, engaging with experienced legal and financial
professionals is crucial. At LRMM, our commercial M&A team is equipped to provide expert guidance
throughout the process, ensuring that your earnout clauses are tailored to meet specific strategic needs
and are legally sound. If you require legal assistance or wish to understand more about how earnouts
can benefit your transaction, do not hesitate to contact Christophe El-Hamaoui at (514) 925-6404 or send
an email to christophe.el-hamaoui@Irmm.com. We are here to help you navigate the complexities of
M&A with confidence and ensure a successful outcome.

In conclusion, while earnouts are not without their challenges, their strategic use can significantly
contribute to the success of M&A deals. Businesses are encouraged to consider earnouts as a viable
option for facilitating transactions, provided they are approached with rigor, clarity, and expert support.

* The use of the masculine gender has been adopted to facilitate reading and has no discriminatory intent.
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* The contents of this document provide only an overview of the subject matter and should not be construed as
legal advice. The reader should not rely solely on this document to make a decision but should consult his own
legal advisors.
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