Every buyer and seller eventually runs into the same wall: the numbers don’t meet in the middle. The seller sees years of sweat
equity and customer relationships that feel priceless. The buyer sees a balance sheet with deferred maintenance, a key-person
risk, and earnings that look thinner once normalized. The distance between those two views is the valuation gap. Smart
dealmakers do not waste energy arguing over multiples. They change the shape of the deal.

I have spent a good part of my career Buying a Business in the lower middle market and teaching Business Acquisition Training to
operators who want to become owners. The deals that closed did not depend on perfect alignment about price. They depended
on aligning incentives, timing, and risk. Creative structures let both parties be right about value, because they make future
performance the referee. When you understand the tools and how to use them, you turn a stalemate into a handshake.

Where the gap really comes from

Sellers anchor on headline multiples they hear from peers or brokers. Those numbers often reflect idealized businesses:
consistently growing revenue, recurring contracts, clean books, a deep bench, and low customer concentration. Real businesses
carry dents. When you adjust for owner add-backs, normalize salaries, and include realistic capital expenditures, free cash flow
usually shrinks.

Buyers make a different error. We get tunnel vision on risk. We fixate on every variance in gross margin and treat every unknown
as a potential land mine. The diligence list grows, the purchase price compresses, and the seller hears a message they cannot
accept: your life’s work is worth less.

The hard truth is that both perspectives hold some water. If the business performs as the seller believes, a higher price is justified.
Ifit stumbles the way the buyer fears, a lower price is safer. Creative structures translate those beliefs into contingent economics,
then allocate timing and risk accordingly.

The backbone: price, time, and risk

Nearly every lever you pull affects one of three dimensions.

* Price, the total economics the seller could realize.
* Time, when the seller receives cash and when the buyer pays it.
¢ Risk, who bears the downside (and upside) of uncertain performance.

When buyers refuse to budge on price, they can often give on time or risk. When sellers refuse to give on price, they can accept
different timing or agree to share risk through contingent payments. This is not magic. It is simple tradecraft, applied with care to
the specifics of the business.

Earnouts that actually work

Earnouts are the most common way to bridge a gap without paying for results that never arrive. Too many fail because they are
vague, hard to measure, or easy to manipulate. The fix is clarity, not cleverness.

A manufacturing client I advised acquired a niche plastics firm. The seller wanted 6.5x trailing EBITDA. The buyer saw customer
concentration and margin compression, and offered 4.5x. We closed at 4.7x cash at close, with up to 2x paid over three years
through an earnout tied to gross profit dollars, not revenue or EBITDA. Gross profit aligned better with value creation in that
industry, and it dampened gamesmanship with overhead allocations.

The conditions were simple enough to underwrite and audit:
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e Targets: $3.9 million, $4.2 million, and $4.5 million in gross profit in years one through three.

* Payout: 40 percent of any gross profit above $3.6 million, capped at $700k per year.

¢ Definitions: GAAP accounting, consistent with historical practices, with a schedule that defined direct materials, direct labor,
and freight, and excluded corporate overhead from gross profit.

We also built in a guardrail for extraordinary events. If a top-three customer defaulted or was lost due to the buyer’s decision to
exit a product line, the targets would step down by a formula. Conversely, Buy a Business if the seller stayed on and shifted
major accounts successfully, the cap on the year-two payout ticked up by 10 percent. Earnouts feel adversarial when they set
traps. They feel fair when they reflect the real engine of value and anticipate obvious edge cases.

Earnouts are easier to audit when the KP1 is close to the top of the P&L. Revenue is straightforward but easy to juice with
discounting. EBITDA is theoretically better but mvites arguments over allocations. Gross profit or contribution margmn strike a
useful balance in many operating businesses.

Seller notes with performance rails

Seller financing is not generosity. It is a bet by the seller that the business can fund part of their exit, and it keeps them nvested in
the buyer’s stewardship. A seller note also moves a deal across the finish line when third-party debt pulls back or the lender
haircuts appraised collateral. The trick is structuring the note so it survives reality.

One home services roll-up I worked with paid a $5.2 million purchase price for a multi-crew HVAC contractor. Bank debt
covered $3.4 million. The seller took a $1.3 million subordinated note at 7 percent interest over six years, interest-only for the first
18 months, with a PIK feature if debt service coverage fell below 1.3x. That PIK option mattered during a mild winter that
crimped service calls. It preserved cash without default, and the interest accrued fairly to the seller.

Where seller notes go sideways is when they are treated like gifts. They should be secured where possible. Even a second-lien
UCC on equipment and receivables focuses everyone’s mind. Subordination to senior lenders is standard, but the intercreditor
agreement should permit scheduled amortization once financial covenants are met, not lock the note in limbo.

For bridging a gap, I often add a performance rail. If EBITDA exceeds a threshold, the amortization accelerates and the interest
rate steps down. If it underperforms for two consecutive quarters, principal pauses automatically without triggering default. That
structure protects both sides: the seller benefits from strong performance, and the buyer avoids a liquidity squeeze during a dip.

Contingent value rights outside of a classic earnout

Some assets are lumpy. A government-grade certification, a pending retail rollout, or a patent license can be the main reason a
seller wants a higher price. Rather than a broad earnout, carve out a contingent value right tied to that specific event.

A boutique food manufacturer had an approved but not-yet-awarded SKU slot with a national grocer. The seller wanted 1x
revenue because that slot would double the top line if it hit. The buyer refused to pay for something that was not yet on shelves.
We papered a $400k contingent payment triggered by first purchase orders exceeding $1 million in aggregate within 18 months. If
the SKU sold through at or above a defined velocity for two quarters, a second $250k payment hit. Ifthe grocer pushed the
timeline past 18 months but kept the approval active, the window extended to 24 months. The core price stayed tied to today’s
business, and the upside the seller believed in had a fair path to payment.

These rights can also address customer retention. Ifa critical contract renews on substantially similar terms, a defined payment
kicks . If the renewal requires pricing concessions, the payment scales down by a formula. This avoids the blunt nstrument of a
global earnout that measures everything for one specific uncertamty.

Equity rollovers that create real alignment

Nothing aligns incentives like owning the same equity. An equity rollover lets the seller keep a piece of the future while taking
meaningful chips off the table. small business acquisition It addresses a valuation gap by saying, in effect, let’s split the
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difference through ownership rather than cash.

The critical decision is what the rollover buys. Rolling 10 to 30 percent of equity into the NewCo at the same valuation as the
buyer can be powerful, especially if there is a credible plan for value creation, such as price discipline, sales process, or tuck-in
acquisitions. If the buyer is a fund or a strategic with a broader platform, rolling into the platform can be even more compelling
because it spreads risk across multiple businesses.

Be wary of phantom equity or earn-in options with vague terms. If you want alignment, give actual equity or clearly defined profits
mterests, and spell out governance. Does the seller get information rights, board observation, or veto over certain actions that
could crater value before a secondary exit? A rollover with no visibility is just deferred consideration wearing a new hat.

Holdbacks and escrows, not as weapons but as insurance

Indemnity escrows are not bridges for valuation gaps in the pure sense, yet they affect the seller’s perceived economics and
therefore the negotiation. If a buyer insists on a 15 percent escrow for two years against reps and warranties, the seller may push
price up to compensate. You can reframe this.

A focused escrow equal to 8 to 10 percent with a 12-month term for general reps, plus a small special escrow for known risks,
often reduces overall friction. If there is a tax nexus risk in two states, create a $150k special escrow for 24 months for that issue
only. If an environmental permit is pending, ring-fence it with a specific holdback. This precision shrinks the amount the seller
mentally subtracts from their price and increases their willingness to flex on earnout or rollover terms elsewhere.

Representation and warranty insurance can also help, especially for deals above $10 million. It shifts risk to an insurer and can
allow a de minimis escrow. The premium and retention need to be weighed carefully. If your deal is smaller, the cost can consume
the benefit. But where it fits, it is another way to trade risk for price.

Working capital mechanics that do not torpedo trust

I have seen perfectly good deals sour in the last week because of working capital. Set the target early. Base it on a trailing 12-
month average of net working capital, seasonally adjusted, and confirm the calculation during diligence. Ifthe business is clearly
building mventory for a known event, agree on a collar. If a key AR bucket is always slow-paying but sound, exclude it from a
punitive haircut.

Clean working capital mechanics reduce the urge to pad price for fear of getting shorted at close. When both sides can predict the
true cash at close, the rest of the structure falls into place.

Balancing SBA or bank constraints with creativity

If you are Buying a Business with SBA financing in the United States, you have rules. The seller cannot usually stay in a controlling
role, and earnouts that depend on performance are heavily constrained or prohibited if they subordinately impair senior debt
service. That does not end creativity.

You can structure standby seller notes where payments are allowed only if certain DSCR thresholds are met, and you can design
performance bonuses under employment or consulting agreements that are paid by the company, not as purchase price. Careful
counsel is essential here. If the bonus is too obviously tied to the purchase price, a lender or the SBA may disallow it. The spirit
remains the same: match payment to realized performance, mnside the boundaries your lender respects.

With conventional bank deals, intercreditor agreements shape what you can do. Bring your lender nto the conversation early.
Senior lenders like predictability, not surprises. If your earnout or contingent payment has a clear cap and defers cash until
covenants are healthy, you will get further than if you present a waterfall that drains free cash flow on day one.

When to pick each tool

In practical terms, the best structure depends on what is driving the gap.



¢ Ifthe seller’s view hinges on growth that is visible but not baked, favor an earnout keyed to gross profit or contribution
margin with tight definitions and hard caps.

* [fthe gap exists because bank leverage is shy of the seller’s needs, use a seller note with performance rails, maybe paired
with a modest rollover.

* [fone big event or asset drives upside, carve a contingent value right for that specific trigger rather than broad-brush
earnouts.

* [fthe seller’s identity and relationships are critical, make the equity rollover meaningful, and lock in advisory or part-time
employment that pays for real outcomes.

These are starting points, not rules. Every business carries its own rhythm. A seasonal company feels different than a SaaS
business with contracted revenue, and both differ from a project-based shop where timing swings wildly.

Anatomy of a fair earnout clause

Poorly drafted earnouts cause fights. Well drafted ones prevent them. When I draft or review these, I look for five elements that
keep both sides honest:

* A metric that tracks value creation and is hard to distort with accounting choices.

* Abaseline and target path that reflect seasonality and known mitiatives.

* Clear data rights. The seller, even if no longer an employee, should receive timely reports that show how the metric is
calculated, with access to workpapers upon request.

¢ Operating covenants that define reasonable efforts. The buyer should not be handcuffed, but they also should not be free to
starve the business to avoid payouts.

* Acap and a floor. Everyone needs to know the maximum payable and the conditions under which nothing is paid.

I once watched an earnout implode because the parties could not agree on whether freight-in counted toward cost of goods sold.
That single definition shifted gross profit by 200 basis points. We could have solved it with an attached schedule describing the
exact GL accounts used historically. It sounds tedious. It is cheaper than litigation.

Culture and handoff: the soft structure that matters

Deal terms get the attention, but culture can erase or amplify value faster than any spreadsheet. If you are relying on an earnout or
a rollover, remember that the seller’s legacy, and their team’s morale, will affect performance. Build a handoff plan that respects
what works already.

In a specialty contractor acquisition, we scheduled the seller to spend four hours a week for the first quarter on key account
transitions and twice-monthly shop floor walkthroughs. We also chose a simple scorecard to show progress: response times, first-
time fix rate, and gross profit per truck. We paid a modest consulting fee independent of the earnout, which avoided pressure to



over-engineer the earnout math while still ensuring presence. The earnout then paid on gross profit, which the seller and crews
could mfluence without gymnastics.

Avoid burying integration costs or corporate overhead in the acquired company’s P&L if those costs did not exist before. If the
buyer wants to centralize HR or accounting, agree on a fixed overhead charge or exclude it from earnout calculations. Both sides
know these central costs exist, but making them a lever to win an earnout dispute is a fast way to poison the well.

Walking through a real bridge

A real bridge illustrates how multiple tools combine. A precision machining shop with $1.8 million of seller-claimed EBITDA and
$9 million revenue came to market. The buyer’s quality-of-earnings settled EBITDA at $1.4 million after normalizing owner comp

and adding realistic maintenance capex. The seller wanted 6x on their $1.8 million number. The buyer wanted to pay 5x on $1.4
million. The gap in headline terms was roughly $2.8 million.

We closed the following shape:

e $5.8 million cash at close, funded by $4.0 million senior debt, $1.0 million mezzanine, and $0.8 million equity.

* $1.2 million seller note, 8 percent, interest-only for 12 months, then straight-line over the next 48 months, with a PIK toggle
if DSCR < 1.25x.

e Up to $1.4 million earnout over three years, based on cumulative gross profit exceeding $8.7 million, capped at $600k,
$500k, and $300k by year respectively.

* 12 percent equity rollover for the seller into NewCo on the same terms as the buyer’s equity, with board observer rights
and quarterly financial packages.

* $600k rep and warranty escrow for 12 months, plus a $150k special escrow for a known OSHA remediation item.

Why it worked: the cash-at-close acknowledged the seller’s work and funded their next chapter. The seller note and earnout
recognized the buyer’s risk and gave the seller a path to full economics if the business performed as they believed. The equity
rollover and board visibility created trust and gave the seller upside beyond the earnout cap. The targeted escrows minimized the
feeling of being nickel-and-dimed. Three years later, the shop hit the earnout cap in year two after a successful ISO upgrade and
landed a new aerospace customer. The seller note amortized on schedule. The rollover more than doubled when the platform sold
to a larger strategic.

How to talk a seller through it

The words you choose matter. Sellers hear structure as complexity that threatens certainty. Earn their trust by grounding the
conversation in shared facts and plain language.

Start with what you both agree on: the customers you cannot lose, the operational bottlenecks, the seasonality. Then tie structure
to those realities. “We will pay more if gross profit grows because that is where value compounds.” Avoid tying everything to
EBITDA if they have never managed to it. Use a metric they watch already, then define it carefully.

Do not hide the downsides. Tell them earnouts rarely pay in full unless the business beats history. Share examples with numbers. If
you lack them, borrow experience from a mentor or advisor who does. In Business Acquisition Tramning sessions, I often show a
simple histogram of earnout payouts from prior deals, not to scare sellers but to set reality. Transparency disarms fear that you are
building traps.

Finally, include their advisors early. A seller’s CPA and attorney can be allies or anchors. If they feel bypassed, they will resist
every clause. Ifthey help shape definitions and protections, they will explain to the seller why the structure is fair.

The small-print disciplines that save big money

Slick structures fail if the details are sloppy. Three disciplines save trouble:

¢ Forecast with humility. If your model requires perfect execution to meet debt service and earnout thresholds, you are
paying for hope. Build scenarios. Stress test working capital. If a single late customer payment breaks covenants, the
structure is brittle.



¢ Paper definitions exhaustively. Attach schedules. Reference historical policies. If you change software or chart of accounts
post-close, map old to new so earnout math remains transparent.

* Govern disputes. Include a short-form resolution process involving the independent accountant as a tie-breaker for
calculation disputes, with tight timelines and shared costs capped. Litigation should be the last resort, not the first step.

These steps feel tedious at the table. They feel heroic when something goes sideways and both parties still find a way to continue
without lawyers dictating every move.

When to walk away

Creativity should not mask misalignment. There are times to pass. If the seller demands maximum price at close with no rollover,
no note, no earnout, and you cannot underwrite the cash flows with comfortable coverage, discipline beats optimism. If a seller
nsists on an earnout tied to revenue in a commodity business where price cuts can chase volume, you are buying a payout
schedule detached from value.

I once walked from a specialty chemical distributor where the seller required a three-year, uncapped revenue-based earnout,
while refusing to provide customer-level margin history. The structure made litigation likely, not success. Another time, a seller
wanted a 15-year seller note at 2 percent with no subordination, in front of bank debt. The deal died. Both businesses later sold
on different terms to different buyers. Sometimes the best creative structure is no deal.

Bridging your next gap

If you aim to own a company rather than manage someone else’s, you will learn that deal structure is part art, part plumbing. The
art is empathy. You see the business the way the seller does, then translate that belief into numbers that pay if it proves true. The
plumbing is execution. You define terms precisely, align with lenders, and draft mechanisms that work under stress.

For operators pursuing Buying a Business as a path to ownership, invest as much time in learning structures as you do in sourcing.
In the messy middle of negotiation, price debates stall out. Structure moves. A well constructed earnout tied to the right metric, a
seller note with sensible rails, a targeted contingent right for a critical milestone, and a good-faith rollover can build the bridge both



sides need. The distance between what a business is and what it could be is not a chasm. It is a span you can engineer, step by
careful step.



