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1. What is an Earn-Out?

A contingent portion of purchase 
price that becomes payable post-
closing only if the target company 
or specified asset or business line 
satisfies agreed performance targets 
(financial or operational) during a 
defined measurement period. 

An earnout is an agreement to 
litigate later. 

• Situations Where Earn-Outs 
Are Common

– Highly volatile industries or 
times of macro-uncertainty (e.g., 
pandemic)

– Turn-around stories following 
temporary earnings dip

– Little operating history; targets 
with new technology or 
unproven products

– Early-stage companies with 
limited operating history

– Difficulty obtaining upfront 
financing 

– Common denominator: Use 
when bridging a valuation gap
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1. What is an Earn-Out?

“As additional consideration for the Purchased Assets, at such times as provided 
in Section 2.3(d), Buyer shall pay to Stockholder Representative with respect to 
each Calculation Period within the Earn-Out Period an amount, if any (each, an 
"Earn-Out Payment"), equal to the product of (i) an amount equal to (A) the 
Adjusted EBITDA for such Calculation Period, minus (B) the EBITDA Threshold for 
such Calculation Period; multiplied by (ii) the Earn-Out Multiple; provided, that in 
no event shall Buyer be obligated to pay Stockholder Representative more than 
$[NUMBER] [for any Calculation Period/in the aggregate for all Calculation 
Periods during the Earn-Out Period]. If the Adjusted EBITDA for a particular 
Calculation Period does not exceed the applicable EBITDA Threshold, no Earn-
Out Payment shall be due for such Calculation Period.”

Sample provision
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1. What is an Earn-Out? 

• Prevalence of Earn-Outs
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1. What is an Earn-Out? 

• Seller Perspective
– Bridge valuation gap, preserve 

upside
– Potential to benefit from buyer 

synergies
– May obtain higher headline price in 

an auction

• Buyer Perspective
– Bridge valuation gap, protect 

downside 
– Pay for actual post-closing 

performance, mitigates over-
payment risk 

– Defers cash when financing is tight 
(i.e., an interest-free seller loan)

– Shares future risk with seller; aligns 
incentives of retained management

– Allows aggressive headline number 
in competitive bid without full cash 
commitment
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2. Major Components of an Earn-Out

• Common Performance 
Metrics 

– Financial Metrics – revenue, 
EBITDA, net income

– Operational Metrics – number 
of new customers, units sold, 
clinical trial phases, regulatory 
approvals

– Hybrid Metrics – combination 
or tiered approach (e.g., 
revenue year 1, EBITDA year 2)

Performance Metrics

• Non-Financial (Milestone) 
Performance Metrics

– Regulatory approval (FDA, CE 
mark)

– Patent issuance
– Launch of specific product 

features
– Award of government contract
– Benefits: objective binary triggers; 

less susceptible to accounting 
manipulation



10BAKER BOTTS | Association of Corporate Counsel - Houston 

2. Major Components of an Earn-Out
Performance Metrics

Common 
Financial 
Metric

Pro Con

Revenue Easier to 
measure, less 
accounting 
judgment

Ignores cost 
control

EBITDA Aligns with 
enterprise value, 
factors in costs

Susceptible to 
allocation 
disputes

Net income Comprehensive Heavily 
influenced by 
accounting 
policies
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2. Major Components of an Earn-Out
Performance Metrics

† Earnouts can include more than one metric, such as a combination of revenue and earnings. 
‡ Examples: unit sales, product launches, divestiture of assets.
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2. Major Components of an Earn-Out
Measurement Period and Mechanics

Accounting Matters 
• Tax Treatment
• Accounting Treatment
• Payment currency

• Typical length: 1-3 years (outliers 4-5 
years in life-sciences)

• Single “bullet” payment vs. annual or 
quarterly instalments

• Seller bias toward shorter periods; 
buyer may prefer longer to avoid 
short-termism and to smooth ASC 
805 fair-value accounting swings
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2. Major Components of an Earn-Out

• Fixed dollar tiers (e.g., 
$5MM if EBITDA ≥ 
$20MM) 

• Sliding scale / percentage 
of metric (e.g., 10% of 
EBITDA above $18MM)

• Multiples of excess 
performance

• Caps and collars to limit 
exposure; floors to ensure 
minimum

Payment Formula
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2. Major Components of an Earn-Out

• Security 
– Cash escrow (rare; capital 

inefficient for buyer)
– Parent guaranty (typical if 

acquisition vehicle is thin) 
– Security interest in target 

equity/assets
– Subordination/standstill issues if 

lenders require
• Acceleration 
• Buyout Option 
• Right of Offset

Miscellaneous Provisions
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3. Post-Closing Covenants

• Seller seeks:
– Obligation to operate “consistent 

with past practice,” per agreed 
budget or to achieve earn-out 
targets

– Minimum working capital / 
dedicated personnel

– Prohibition on diverting business, 
charging affiliate overhead, or 
selling assets

• Buyer resists, seeking maximum 
flexibility to run the business

“Even the most 
carefully drafted 
agreement will 
harbor residual 
nooks and 
crannies for the 
implied covenant 
to fill.” 
ASB Allegiance v. 
Scion Breckenridge 
(Del. Ch. 2012). 
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3. Post-Closing Covenants

• Efforts Standards – Hierarchy & Drafting
– “Best Efforts” – highest, near-fiduciary; rare
– “Commercially Reasonable Efforts” – 

objective standard, majority Delaware usage 
– Explicit disclaimer:  Buyer owes no duty to 

maximize earn-out absent express language 
(e.g., Collab9 v. En Pointe, 2019 WL 4454412 
(September 17, 2019))

• Delaware courts have held that the 
implied duty of good faith and fair 
dealing requires that the buyer not take 
any affirmative action for the purpose of 
frustrating the achievement of an 
earnout target

Best practice:  Define efforts standard and, if possible, 
list required actions/exclusions. Because Delaware 
courts tend to emphasize contract language and facts 
and circumstances, more is often more when drafting 
an earn-out provision.
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4. Delaware Case Law Landscape

• Traditional tilt toward buyers; recent 
trend is more seller-friendly (6 of 7 
major 2021-23 opinions favored 
sellers)

• High chance of litigation if targets not 
met

Most earn-out litigation focuses on 
whether the buyer has breached its 
general efforts obligations or 
specific covenants with respect to 
post-closing business operations. 
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4. Delaware Case Law Landscape

• Shareholder Representative Services v. Albertson’s (Del. Ch. 2021)
– Buyer shifts focus of the acquired business model from e-commerce operations to in-store 

sales
– Key buyer covenant: Buyer has exclusive right to make all post-closing business and 

operational decisions in its sole and absolute discretion and no obligation to maximize 
earnout

– Key buyer covenant: May not take any action “with the intent” of avoiding earn-out 
payments

– Seller prevails at motion to dismiss, with court holding that buyer may have schemed to 
conceal its true intentions

• Shareholder Representative Services v. Shire US (Del. Ch. 2020)
– Buyer fails to make milestone payment based on delayed development of an experimental 

drug
– Buyer was permitted to omit payment if, among other things, the FDA halted or delayed 

clinical trials for the drug
– Key buyer covenant: Buyer has sole and absolute discretion over post-closing development 

of the drug
– In holding for Seller, court finds that FDA delay had to be the only reason for the delay in 

clinical trials and that routine drug development delays were a contributing factor
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4. Delaware Case Law Landscape

• Menn v. ConMed (Del. Ch. 2022)
– Buyer discontinued product citing safety; contract allowed if issues were “known” pre-closing
– Key buyer covenant: Use best efforts to maximize the earnout payment

• However, Buyer had express contractual right to terminate the product based on safety 
concern

– Of note, Buyer had made two of three milestone payment
– Court found buyer acted within rights; no earn-out owed

• FLMS LLC v. Integris BioServices (Del. Ch. 2023)
– Seller alleged buyer delayed hiring scientists to miss revenue target
– Key buyer covenant: Use commercially reasonable efforts to ensure the Earnout Business 

will have access to funding, personnel, compensation for employees, and support as is 
reasonably necessary to operate the Earnout Business reasonably consistent with past 
practice

– Key buyer covenant: Omit actions in bad faith that would have the purpose or effect of 
avoiding or reducing any Earnout Payment

– Court, at motion to dismiss, found plausible “bad-faith” claim under covenants to use 
commercially reasonable efforts
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5. Drafting Pitfalls & Litigation Drivers

• Ambiguous metric definitions (e.g., 
“indication,” “commercially 
reasonable”)

• Inadequate accounting principles 
& reference statements

• Failure to address integration, 
shared services, or cost allocations 

• No explicit dispute-resolution 
roadmap

• Ignoring tax/ASC 805 fair-value 
volatility



21BAKER BOTTS | Association of Corporate Counsel - Houston 

5. Drafting Pitfalls & Litigation Drivers

• Negotiation Best Practices
– Confirm earn-out genuinely bridges a valuation gap you cannot close 

today—otherwise avoid
– Align metric with how business is actually run and what parties can measure 

objectively
– Draft metric definitions, GAAP application, and add-backs with accountant input 

from the beginning
– Expressly state buyer’s efforts standard and any seller cooperation or stand-still 

obligations
– Provide clear, short dispute-resolution timetable
– Consider floors/caps, interim releases, acceleration or buy-out rights to reduce 

future conflict
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6. Q&A
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