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Earn-outs can spread the risks, but there traps to avoid

JONATHAN WENIG

Reynolds provided a sobering re-
minder that selling a business isn't
always as straightforward as sign-
ing on the dotted line, popping a
bottle of champers and walking

While we've never correspond-
ed, Reynolds has confirmed the
text of his new out-of-office email

message:

“Thanks for your email [ am
currently out of the office but will
still be very hard at work selling
Aviation Gin ... for quite some
time, it seems.

“In related news, my lawyers
just explained to me what an
‘earn-out’ is and how long it takes
to achieve, so let me take this op-
portunity to apologise to everyone
I told to go f.k themselves ... turns

out I'm notas George Clooneyas|
thought”

Brands for SUS610m ($820m).

The deal requires Diageo to
pay $US335m in cash and Reyn-
olds to remain as the public face of
Aviation. Depending on the com-
pany’s performance over the next
decade, Diageo could pay up toan
additional §US275m.

The second half of the deal,
which is the potential $USZ/5m
down the line, is what Reynolds
learned to be an “earn-out” — an
important arrangement often ne-
gotiated by M&A lawyers.

When Reynolds™ lawyers ex-
plained the term to him. they
would have put it as simply as
pmsibleforamn—hwycr.anearn—
out is a mechanism for a seller to
receive future payments after
completing a transaction, based
on the business achieving specific
performance milestones.

Typically, eam-out clauses
written in sale agreements capture
how the potential future pay-
ments will be calculated, when

Actor Ryan Reynolds is the face of Aviation Gin

they will be made and the buyer’s
obligations during the earn-out
period. The parties can include
specific performance hurdles or
thresholds that the business must
meet for the seller to receive the
additional eamn-out payment.
Inthisway, the seller shares the
post-deal business performance
risk by accepting a lower up-front
payment and betting on the future
success of the business.
Earn-outs can be a useful tool
in bridging the gap between what

a seller thinks a business is worth
andwhat abuyer is willing to pay.

Whileﬂlepv:hn‘edabusmm
painted by the seller is often a
combination of historical data and
crystal ball projections, buyers
generally prefer to base their price
on hard historical data.

The optimal outcome for any
seller is the highest price with no
conditionality. An earn-out allows
the seller to take away cash, un-

conditionally, but at a lower price
point, while leaving open the po-

tential opportunity to receive
nmmfﬁ)euwardumeuflhe

isrealised.

Asfaras thebuyer is concerned
the upsides of an earn-out are that
it keeps the initial price lower and
ensures the seller still has skin in
the game when it comes to the fu-
ture success of the business.

In this case, with Reynolds per-
sonal brand so dosely associated
with Aviation, his ongoing in-
volvement was dearly worth a
great deal to Diageo.
of an earn-out is far less straight-
forward.

It’s the diche of 2020 to say
that it's difficult to predict the fu-
ture for a business. But even in
more normal drcumstances than
we find ourselves in right now,
tying outcomes and payments to
future events and triggers is tricky.

Eamn-outs can align the inter-
ests of buyers and sellers, but they
also create misalignments. They
create distinctions between short-
term rewards (to which earn-out
triggers are linked) and long-term
Buyu'sm:dseﬁersamlﬂ:dymfeei
very differently about invest-
ments or expenses incurred in the

short term for long-term gain —
hiring a bunch of people, unning
a marketing campaign, develop-
Inganew

There are also control issues
have paid out a significant chunk
of the purchase price, will have as-
sumed the business risk, and
should be making all the strategic
decisions. But the seller will want
to maximise the chances of meet-
ing the earn-out thresholds.

There’s also a personal el
ement to the control issue. If an
earn-out mandates the seller’s
continued involvement in, oreven
presence in, the business that they
once managed, it can undermine a
new owner or 5 stalus
ing employees.

Awviation’s recent acquisition
reminds us that there’s a lot more
to deals than price; that celebrity
alcohol brands are lucrative; that
delaying gratification is some-
times a necessary evil in an M&A
deal: and that earn-outs are useful
but complicated.

Jonathan Wenig is lead corporate
and M&A partner at Arnold Bloch
Leibler.




