
2  |  ESTATE PLANNING COURSE MATERIALS JOURNAL 	 APRIL 2021

STEPHEN M. BREITSTONE is Chair of the Private Wealth and Taxation Group at Meltzer, 
Lippe, Goldstein & Breitstone, LLP in Mineola and New York, NY. His approach combines business 
planning and income tax planning with estate planning for businesses and investments, with a 
special emphasis on real estate. His clients include domestic and international real estate owners 
and developers, closely held businesses, public companies, private equity funds, trusts, and chari-
table organizations. His combination of skills as a transactional and income tax attorney and as an 
estate planner enables him to effectively advise clients on their individual needs and those of their 

businesses. He frequently serves as general counsel and financial and business advisor to several of his clients and has 
been an expert witness in litigation over Section 1031 exchange transactions. He is an adjunct professor, teaching Tax 
and Business Planning for Real Estate Transactions at Cardozo Law School and is a Fellow of both the American College 
of Trusts and Estates Council and the American College of Tax Council. He has presented papers at the New York Uni-
versity Institute on Federal Taxation, Practicing Law Institute, Notre Dame Tax and Estate Planning Institute, Bloomberg 
BNA Tax Management, National Multi-Housing Conference, Jeremiah Long Section 1031 Conference, and Federation of 
(1031) Exchange Accommodators. His style of practice is personal, not institutional, and his clients’ goals and objectives 
are his priority. He has been interviewed on tax and financial topics by local and national media, including CBS, ABC, Fox, 
Fox Business News, and Bloomberg, among others.

JEROME M. HESCH, Miami, Florida serves as an income tax and estate planning consultant for 
lawyers and other tax planning professionals throughout the country. He is Special Tax Counsel to 
Oshins & Associates in Las Vegas Nevada, Dorot & Bensimon, in Aventura, Florida, Jeffrey M. Verdon 
Law Group, in Newport Beach, California and Meltzer, Lippe, Goldstein & Breitstone, in Mineola, 
New York. He is the Director of the Notre Dame Tax and Estate Planning Institute, scheduled this 
year for October 21 and 22, 2021 in South Bend, Indiana, on the Tax Management Advisory Board, a 
Fellow of both the American College of Trusts and Estates Council and the American College of Tax 

Council and is in the NAEPC Estate Planning Hall of Fame. He published numerous articles, Tax Management Portfolios, 
and co-authored a law school casebook on Federal Income Taxation, now in its fourth edition. He presented papers for 
the University of Miami Heckerling Institute on Estate Planning, the University of Southern California Tax Institute, the 
Southern Federal Tax Conference, the AICPA, and the New York University Institute on Federal Taxation, among others. 
He participated in several bar association projects, including the Drafting Committee for the Revised Uniform Partner-
ship Act. He received his BA and MBA degrees from the University of Michigan and a JD degree from the University of Buf-
falo Law School. He was with the Office of Chief Counsel, Internal Revenue Service, Washington, D.C. from 1970 to 1975, 
and was a full-time law professor from 1975 to 1994, teaching at the University of Miami School of Law and the Albany 
Law School, Union University. He is currently an adjunct professor of law, having taught courses in the past at Vanderbilt 
University Law School, Florida International University Law School, University of Miami School of Law Graduate Program 
in Estate Planning, Nova University School of Law and Online LL.M. Programs for University of San Francisco Law School 
and Boston University School of Law.

ALIGNING INTERESTS IN THE SALE OF A BUSINESS: 
FINANCIAL AND INCOME TAX TRAPS ESTATE PLANNERS 
NEED TO KNOW



	 ALIGNING INTERESTS IN THE SALE OF A BUSINESS: FINANCIAL AND INCOME TAX TRAPS ESTATE PLANNERS NEED TO KNOW  |  3

CHAPTER ONE

Analysis of the Financial and Income 
Tax Aspects When an Earnout Is Used 

for the Sale of a Business1

When a buyer and seller cannot agree upon a price 
for a business, an earnout is generally used and 
may result in selling the business for less than its 
true value. This chapter of the article will discuss 
how earnout formulas can be adjusted to ensure 
that true value is paid. This chapter will first apply 
the contingent payment installment sale and con-
tingent payment Original Issue Discount (OID) rules 
to illustrate the income tax treatment of earnouts. 
Because earnouts can sometimes result in adverse 
income tax treatment to the seller, this chapter will 
then illustrate how the adverse income tax treat-
ment can occur and go on to discuss how to elim-
inate these adverse income tax results.

I.  WHY USE AN EARNOUT?
The sale of a business is complex and dynamic. The 
parties to the transfer of a going concern are sub-
ject to many variables and risks, both known and 
unknown. If the absolute value of the business were 
determinable, there would be little need for earn-
outs. However, that is seldom the case. There may 
be liabilities that over time will reveal themselves 
but may not be known at the time of the sale. There 
may be changes anticipated in the way the business 
will be run that could impact the bottom line but 
whose impact will only reveal itself over time. There 
may be circumstances where the seller is needed to 
play an ongoing role in the business that can impact 
future performance. Likewise, the seller may need 
to step aside from existing relationships and abstain 
from competition. Each of these features, and more, 
can warrant an earnout because they can impact 
ultimate results of operations and profitability. A 
well thought out earnout can provide a bridge to 
meet the different expectations of the seller and 
purchaser as well as a method to adjust for the risks 
(and rewards) that may be unknown at the time of 
the sale. The earnout can also provide incentives so 
that the parties to the sale will behave in a manner 
that maximizes the outcome.

The income tax and financial consequences of the 
different types of earnouts are varied. The tax advi-
sor should play a key role in structuring the trans-
action to achieve the optimal balance and to avoid 
hidden perils. One purpose of this paper is to sensi-
tize the advisors to all the factors, both financial and 
income tax, that impact the sale terms and must be 
considered when the sale of an operating business 
is involved.

An earnout can have certain tax advantages. For 
example, if there is a desire that the sellers refrain 
from competing, a non-compete clause can accom-
plish that objective. However, payments allocable 
to a non-compete agreement are viewed as com-
pensation for services, not only characterized as 
ordinary income to the recipient, but also subject 
to employment taxes. And, the buyer cannot take 
a current deduction for non-compete payments. 
Instead, they must be capitalized as Code section 
197 intangible and amortized over 15 years. An alter-
native may be to give the seller an earnout that pro-
vides a strong disincentive for the seller to compete 
but will be taxed to the recipient as capital gain. This 
is not necessarily an all or nothing proposition. But, 
the earnout may enable the parties to reduce the 
payments under a non-compete while preserving 
the optimal balance of incentives and income tax 
consequences. Likewise, a seller retained as a con-
sultant or key employee may be willing to accept a 
lower level of compensation if he or she retains an 
earnout. Again, the benefits of using an earnout 
rather than relying exclusively upon an employ-
ment or consulting contract are significant—the dif-
ference between ordinary income rates and capital 
gains rates.

An earnout may be structured to fine tune a busi-
ness deal in a manner that may not be plausible with 
a fixed price. For example, the business may have 
a greater value to the buyer than to the seller. It is 
not uncommon for a competitor or other industry 
player to acquire a business for a price that exceeds 
the standalone value of the target business. For 
example, the purchaser may be able to eliminate 
overhead of the seller by using the purchaser’s 
existing infrastructure. Or, the buyer may have an 



4  |  ESTATE PLANNING COURSE MATERIALS JOURNAL 	 APRIL 2021

existing customer base that can be readily used by 
the buyer’s distribution network, thus increasing its 
profitability. These types of objectives can be the 
impetus for paying the seller more than the seller 
can earn had he or she retained the operating busi-
ness. However, the buyer may mitigate the risk of 
these speculative economies by paying a reduced 
fixed price to the seller plus an earnout so the seller 
can participate in the upside while minimizing the 
risk to the purchaser.

The earnout may simply serve to bridge the gap 
between the purchaser and the seller because the 
seller is taking a lower level of risk on the contingent 
payments under an earnout. A fixed sale price will 
always be lower than the amounts the seller may 
receive with a contingent element – assuming the 
contingent targets are achieved.

Lastly, there may be residual items such as contin-
gent liabilities or indemnities that are not reduced 
to a liquidated sum but which may have to be paid 
in the future. Negotiating these items out of the 
deal so that the purchaser assumes responsibility 
for these items may result in a lower price for the 
seller. Therefore, these items bear similarity to earn-
outs even if they are not strictly defined as such. An 
earnout or sharing agreement for these items needs 
to be properly structured to avoid potentially dire 
tax results (as will be explained below).

When an earnout should be used and the earnout 
terms will vary depending upon the circumstances, 
such as:

•	 The seller and the buyer cannot agree upon a 
value for the operating business or feel uncom-
fortable relying upon a valuation report pre-
pared by a qualified appraiser

•	 The seller will continue to participate as part 
of the operating business after it is sold, and 
the buyer desires to provide the seller with an 
incentive to actively participate and grow the 
business

•	 The seller will not participate after the busi-
ness is sold but can impact future performance 

directly or indirectly and ensures that the seller 
will not divert future customers

•	 The seller and the buyer should share the 
risks of underperformance and the benefits of 
increased profitability

•	 The business has a different value to the buyer 
because the buyer can reduce costs through 
economies of scale or the buyer has a distribu-
tion channel that can increase sales

There follows an illustration of how an earnout can 
be used when the seller and the buyer cannot agree 
upon a fixed purchase price. This illustration also 
points out that an earnout that is not well thought 
out may result in the seller shifting value to the buyer 
without receiving any compensation in return.

When negotiating the sale of an income-producing 
commercial asset or a business, it is not unusual that 
the parties have differing perceptions as to its value. 
The buyer may feel that the seller’s asking price is 
inflated, while the seller continues to feel that the 
asking price is fair. The differing perceptions can be 
resolved using an earnout arrangement. In such a 
situation, the parties agree on a minimum value, but 
allow for the payment of additional amounts based 
on the future profitability or future performance 
of the business. For example, the buyer could be 
required to pay a specified percentage of future 
earnings more than a certain threshold amount. The 
earnout protects the buyer from overpaying for the 
business because the post-sale performance deter-
mines the final amount paid for the business. Sim-
ilarly, the seller should not be shortchanged if the 
business is as valuable as the seller believed.2

The financial problem with an earnout is that even an 
earnout negotiated in good faith by the seller and by 
the buyer can result in the seller inadvertently shifting 
value to the buyer because neither party understood 
the financial implications of the earnout terms. One 
purpose is to demonstrate how to evaluate the factors 
used in an earnout and how they need to be structured 
so that the seller receives fair value for the business and 
so that the buyer does not overpay for the business.
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Example: Seller feels the business is worth $12 
million because of the potential for future 
growth. Buyer feels the business is worth only 
$8 million because the buyer is only looking at 
prior earnings and feels that future growth is too 
speculative. An appraiser hired by Buyer used a 
10 to 1 price earnings ratio and applied that 10 
percent capitalization rate to the $800,000 cur-
rent earnings for the business to arrive at an $8 
million value for the business. Seller believes 
that the business is capable under its current 
structure of averaging $1.2 million of net income 
before taxes in the future. Using the same 10 to 
1 price earnings ratio, Seller feels the business is 
worth $12 million.

Since Seller and Buyer cannot agree on how to come 
up with an immediate dollar amount to value the 
potential for future growth, they compromise and 
agree to an earnout. Buyer agrees to pay $8 million 
in cash at the closing and pay over to Seller a fixed 
percentage of future income in excess of $800,000 
each year over a fixed term. Assume the earnout 
provides that Buyer will pay 50 percent of all net 
income more than $800,000 for the next 8 years.

Over the period for the earnout, the net income and 
earnout payment to seller is:

YEAR
NET 

INCOME

EXCESS 
INCOME OVER 

$800,000

EARNOUT 
PAYMENT TO 

SELLER

1 $900,000 $100,000 $50,000

2 1,000,000 200,000 100,000

3 1,100,000 300,000 150,000

4 1,200,000 400,000 200,000

5 1,300,000 500,000 250,000

6 1,400,000 600,000 300,000

7 1,300,000 500,000 250,000

8 1,400,000 600,000 300,000

Total earnout payments: $1,600,000

It turns out that Seller’s assumption that the busi-
ness profits will increase to $1.2 million was not 
overly optimistic and that the profitability of the 
business even exceeded Seller’s expectations. So, 
Seller’s feeling that the business should have been 
valued at $12 million was substantiated. Therefore, 
Seller should have received an additional $4 million 
upon the sale of the business. By using an earnout 
that was not well thought out, Seller only received 
an extra $1.6 million, thereby unintentionally shift-
ing $2.4 million of value to Buyer.

How could the earnout be structured so that the 
Seller received fair value for the business?

As the financial literature notes, the use of earn-
outs in today’s mergers and acquisitions climate is 
fraught with risk and, as will be explained later, can 
result in the conversion of what should have been 
capital gain into ordinary income.3

The typical earnout is designed to have both the 
buyer and the seller bear the risk if profits are less 
than expected and share in the financial benefits 
if profits are more than expected. Given the objec-
tive of an earnout, the advisor needs to consider 
what terms should be added to the earnout so that 
both the buyer and the seller are treated fairly and 
equitably?

The remainder of this chapter will discuss some of 
the income tax sensitivities of earnouts and point 
out some key pitfalls that need to be addressed in 
structuring them.

II.   THE INCOME TAX TREATMENT OF EARNOUTS
Given that an earnout involves a future payment that 
may not occur and even if it will occur in the future, 
the amount is uncertain, an earnout is a liability 
treated as a contingent liability for federal income 
tax purposes. The first part of the tax discussion will 
examine how fixed liabilities are treated when they 
are retained by the seller or transferred to the buyer. 
The second part will examine the income tax treat-
ment when the liabilities are contingent. Finally, this 
article will examine the income tax treatment when 
the contingent liabilities are earnouts.
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When a business or an investment asset is sold, it 
usually involves the simultaneous transfer of liabil-
ities and obligations associated with the property 
transferred. It is axiomatic that any liabilities trans-
ferred by the selling party have the same basic tax 
effects as the payment of an equivalent amount of 
cash received by the seller. Therefore, when a liabil-
ity is transferred to the purchaser of an asset, the 
seller must include as part of the amount realized 
any transferred liability which has previously been 
considered for tax purposes,4 and the purchaser 
includes the transferred liability in determining the 
basis of the property acquired.5 Furthermore, any 
obligation created by the transaction (typically, sell-
er-provided financing) is part of the seller’s amount 
realized and the purchaser’s basis.

Example: Seller owns a parcel of vacant land 
worth $250,000, held as an investment, and 
agrees to sell it for $250,000. The land is encum-
bered by an existing $70,000 nonrecourse 
mortgage. Pursuant to the contract of sale, the 
purchaser will pay $30,000 of cash at closing. 
In addition to taking the land subject to the 
existing $70,000 mortgage, the seller will take 
back the purchaser’s interest-bearing note for 
$150,000. The seller’s amount realized on the 
sale and the purchaser’s basis in land purchased 
are $250,000. At the time of the sale, Seller “real-
izes” a $90,000 gain because his basis in the 
property sold is $160,000.

Since the transaction described in the above exam-
ple is an “installment sale,” it qualifies for the “install-
ment method” under Code section 4536, and the 
seller is permitted to report the $90,000 gain real-
ized on the sale under the installment method. A 
portion of this gain must be reported in the year of 
sale because there was a payment of the sale price, 
the $30,000 down payment received at closing, in 
the taxable year the sale occurred.

The material in the first part of this chapter describes 
the income tax treatment of deferred payment sales 
when all the future payments of the sales price are 
fixed, both as to the amount of all payments (includ-
ing both principal and interest) and the timing of all 

payments. If there is a possibility, however remote, 
as to the amount or the timing of any payment of 
principal or interest, then there is a “contingent pay-
ment” and a different set of installment sale and OID 
rules apply.

III.   INSTALLMENT SALES IN GENERAL
The “installment method” is a method of accounting 
which defers gain (but not loss) on qualifying sales 
until the purchaser pays the sales price. The install-
ment method is used to allocate and report the gain 
as the down payment and the principal payments 
on the note are made.7 In determining the portion 
of each principal payment treated as gain under 
the installment method, qualifying liabilities are 
deducted from the selling price to determine the 
contract price, which then becomes the denomina-
tor of the payment allocation fraction.8 The effect 
of this computation is to apply the seller’s basis in 
the property transferred first against liabilities, with 
only the balance allocated against the remainder 
of the purchase price in determining the gain with 
respect to each payment of the sale price. When 
several assets are sold together, the consideration 
received is allocated ratably among the assets trans-
ferred, including those that do not qualify for the 
installment method, unless the parties or the facts 
justify another manner of allocation.9 This creates 
an incentive, when the facts justify it, to allocate a 
greater portion of any down payment to assets that 
do not qualify for the installment method, for exam-
ple, inventory, to defer a greater portion of the qual-
ifying gain.

Qualified liabilities include obligations associated 
with the property transferred, whether or not they 
are secured by the property,10 but do not include 
obligations arising as part of the transaction, for 
example, the seller’s brokerage costs.11 Liabilities 
incurred in contemplation of the sale, primarily 
those incurred in order to take advantage of the spe-
cial basis allocation rule, also are excluded from the 
qualified liabilities.12 The effect of these provisions 
is to match the reporting of the gain with the cash 
proceeds of the sale and to discourage tax maneu-
vering to increase the deferral.
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Example 1: Seller agrees to sell to Purchaser a 
parcel of vacant land valued at $250,000. Seller’s 
basis in the land is $160,000. At the time of the 
sale, the land is encumbered by a $50,000 mort-
gage. Seller is also obligated to pay a brokerage 
commission of six percent of the sale price, or 
$15,000. Under the sales contract, Purchaser 
agrees to assume responsibility for both the 
mortgage and the brokerage commission and 
to pay the balance of the price with a cash down 
payment of $35,000 and a note of $150,000. The 
note provides for five equal annual installments 
of $30,000, together with interest on the note 
balance, payable annually.

To determine the gross profit on the sale, the 
brokerage commission is offset against the 
selling price13 in determining the gross profit 
on the sale of $75,000 [$250,000 (stated price) 
– $15,000 (brokerage commission) – $160,000 
(basis)]. It is not, however, a qualifying liability. 
Accordingly, the contract price is $200,000 (the 
$250,000 selling price minus the $50,000 mort-
gage) and the gross profit ratio is 37.5 percent 
($75,000/$200,000). The “payments” received 
by Seller in the year of sale are $50,000, consist-
ing of the $35,000 cash down payment and the 
transfer of the liability for the brokerage com-
mission. Thus, Seller reports gain of $18,750 in 
the first year. In addition, 37.5 percent of each 
$30,000 note payment, or $11,250, is reported 
as gain, as the principal payments are received.

Purchaser’s basis in the land is the $250,000 pur-
chase price. It does not matter that part of the 
price is paid in cash ($35,000), part by assump-
tion of the brokerage commission ($15,000), 
part by transfer of the mortgage ($50,000), and 
part with a note ($150,000).

When the liabilities transferred exceed the basis of 
the property sold, only liabilities up to the amount 
of the basis of the property are deducted in deter-
mining the contract price. The excess is treated as 
a fictional payment of cash in the year of the sale.14 
Whenever liabilities transferred exceed the basis 
of the property transferred, 100 percent of each 

principal payment on the note is gain. The deemed 
payment in the year of sale, equal to the excess of 
the liability transferred over basis, can be avoided 
by using a wrap-around note to prevent the trans-
fer of the liability.15 Under a wrap-around note, the 
seller continues to be responsible for payment of 
the mortgage or other liabilities related to the prop-
erty. If, however, the purchaser pays a portion of the 
deferred price directly to the creditor to protect the 
purchased property or otherwise obtains too much 
control over the application of the payments to the 
liability retained by the seller, the liability may be 
considered to have been transferred even when the 
transaction takes the form of a wrap-around note.16

Example 2: Seller agrees to sell to Purchaser a 
parcel of vacant land valued at $250,000. Seller’s 
basis in the land is $60,000. At the time of the 
sale, the land is subject to a $100,000 mortgage. 
Under the sales contract, Purchaser agrees to 
assume responsibility for the mortgage and to 
pay the balance of the price by issuing a note 
for $150,000. The note provides for five equal 
annual principal payments of $30,000 with ade-
quate stated interest on the outstanding note 
balance. The gross profit, or realized gain, is 
$190,000. The contract price is also $190,000 
(the $250,000 selling price less the $60,000 
mortgage, as limited by the property’s basis). 
The $40,000 excess mortgage is a “payment” in 
the year of sale even though there is no cash 
payment, and gain of $40,000 is reported. 
The remaining $150,000 gain is deferred and 
reported as the $150,000 of note principal pay-
ments are received.

Seller can avoid reporting gain in the year 
of sale by using a wrap-around mortgage in 
which Purchaser issues a note for the entire 
$250,000 price and Seller agrees to make pay-
ments on the original $100,000 mortgage (i.e., 
the “wrapped indebtedness”) as they become 
due. The mortgage is not considered to have 
been transferred so that the contract price 
equals the selling price. The gross profit ratio 
is 76 percent ($190,000/$250,000), and this por-
tion of each principal payment on Purchaser’s 
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note is reported as gain even though a sub-
stantial portion of each payment is likely to be 
needed to make payments on the wrapped 
indebtedness. If Purchaser attempts to ensure 
that the payments on the wrapped indebted-
ness are made (for example, by making those 
payments directly to the lender), the wrapped 
indebtedness probably will be treated as hav-
ing been transferred, and the tax result will be 
the same as described in the first paragraph of 
this Example.

Ironically, even if the liability is transferred for install-
ment sale purposes under a “failed” wrap-around 
note, it is not transferred for purposes of applying 
the OID rules.17 Accordingly, the determination of 
whether there is OID is based solely on the terms of 
the wrap-around mortgage issued by the purchaser. 
If the mortgage provides for qualifying interest at 
the Applicable Federal Rate, there is no OID.

Fixed liabilities transferred in an installment sale, 
including those that represent deductible items, 
should be treated in the same manner as in a sale 
with no deferred payments. That is, the deduction 
cannot be transferred with the property because 
the purchaser is, in no sense, a successor to the 
seller, and there is no more reason to defer the 
deduction than in a fully taxable sale. Even if total 
liabilities exceed the basis of the property sold, the 
entire amount of the liabilities, including those that 
may give rise to deductions, should be considered in 
determining the sale price. The excess is a payment 
to the seller in the year of sale, and any deduction 
allowable under Commercial Security deemed-pay-
ment rule18 should be allowed in that same year. 
Since the purchaser’s basis is not affected by the 
seller using the installment method, the entire sell-
ing price, including all transferred liabilities, are part 
of the purchaser’s basis.

Example 3: Seller agrees to sell to Purchaser a 
parcel of vacant land valued at $250,000. Seller’s 
basis in the land is $160,000. At the time of the 
sale, the land is encumbered by a fixed obliga-
tion of $50,000 for environmental clean-up costs, 
which is deductible when paid. Under the sales 

contract, Purchaser agrees to assume responsi-
bility for the environmental clean-up costs and 
to pay the balance of the selling price with a cash 
down payment of $50,000 and issuing a note of 
$150,000. The note provides for five equal annual 
installments of $30,000 with adequate stated 
interest on the outstanding balance.

Under the principles of Treas. Reg. § 1.461-4(d)
(5), the transfer of the environmental clean-up 
costs is the transfer of a liability. Accordingly, 
the contract price is $200,000 and the gross 
profit ratio is 45 percent ($90,000/$200,000). 
Seller reports 45 percent of the $50,000 cash 
down payment ($22,500) as gain in the year of 
sale and $13,500 of each subsequent payment 
as gain, when received. In addition, Seller is 
entitled to a deduction in the year of the sale 
for the $50,000 of clean-up costs transferred. 
If Treas. Reg. § 461-4(d)(5) does not apply, for 
example, because the fixed obligation is for 
deferred compensation, the obligation trans-
ferred should still be considered in determining 
Seller’s amount realized, selling price and con-
tract price, even though the deduction may be 
delayed until Purchaser pays the obligation.

IV.  CONTINGENT LIABILITIES
The tax consequences are far more complex when 
the liability transferred or the liability created upon 
the transfer is contingent.19

A.  OID Implications
One method of dealing with amounts that may not 
be paid over in the future is to hold the transaction 
“open” by ignoring contingent liabilities initially and 
taking contingent payments into account for income 
tax purposes only when they become fixed or are 
paid. The open transaction method was approved 
by the Supreme Court in the seminal case of Burnet 
v. Logan.20 Under the traditional open transaction 
method, a seller is permitted to treat the receipt 
of any contingent payment first as a return of the 
seller’s basis in the asset sold, and reports a gain on 
the sale only if, and when, the seller has recovered 
his entire basis in the property sold. Conversely, the 
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buyer obtains a basis for contingent liabilities only 
as they become fixed or are paid.

The IRS historically opposed the use of the open 
transaction principle of Burnet v. Logan21 for pur-
poses of determining gain in cases where there are 
contingent payments or property with uncertain 
value.22 The IRS now generally excludes contingent 
liabilities transferred from the seller to the purchaser 
from amount realized and basis until they become 
fixed.23 One cynical view of the reason for the IRS’s 
shift in position is that it occurred initially as part of 
the regulations under Code section 338 which are 
principally concerned with determining the pur-
chaser’s basis, so that the exclusion of contingent 
liabilities has the principal effect of deferring deduc-
tions related to basis. When the temporary Code 
section 338 regulations were initially adopted,24 the 
General Utilities25 principle provided nonrecogni-
tion for substantial portions of the gain of the “old” 
target. The IRS’s opposition to the Burnet v. Logan 
principle occurs primarily when it concentrates on 
gain recognition by the seller.26

1.  Contingent Obligations as Liabilities
There is an initial semantic problem in discussing 
contingent liabilities. Contingent liabilities are not 
really liabilities until they are taken into account for 
income tax purposes. Until then, they have not been 
considered in the basis of any assets, given rise to a 
deduction or even given rise to an expenditure that 
is neither deductible nor capital. Thus, “contingent 
liability” is almost an oxymoron. To be technically 
correct, we should either refer to contingent “lia-
bilities” or contingent obligations. Both approaches 
are awkward, to say the least. Whatever the seman-
tic difficulties, the term contingent liability is the 
one commonly used to refer to the type of obliga-
tion with which we are concerned. Accordingly, it is 
used throughout this article with the understanding 
that a contingent liability is not a tax liability until it 
ceases to be contingent.27

Although the Commercial Security28 principle and 
Treas. Reg. § 1.461-4(d)(5) accelerate taking fixed 
deductible items into account and convert them into 

liabilities as they are transferred, contingent obliga-
tions are different. Fixed deductible items are items 
that have accrued economically but are deferred for 
tax purposes because the taxpayer uses the cash 
method of accounting, because tax policy requires 
a delay until economic performance has occurred, 
because principles of tax symmetry require defer-
ring a deduction until income has been realized by 
the taxpayer on the other side of the transaction 
or for some other tax policy reason. Contingent 
deductible obligations are primarily those that are 
too uncertain to be accrued under the all events 
test.29 They simply have not matured for tax pur-
poses,30 and the sale transaction does not require 
that extraordinary efforts be made to accelerate 
them.31 The same considerations that delayed ini-
tial tax recognition of the contingent obligation 
continue to apply after the sale.32 Similar consider-
ations delay the tax recognition of capital items and 
future expenditures that are neither deductible nor 
capital.33 That is, the contingency keeps them from 
being treated as liabilities at the time of sale that can 
be included in the amount realized and in basis, and 
the sale transaction itself is not a sufficient reason to 
take the contingent liabilities into account.34

As a general legal matter, the transfer of a contin-
gent liability is oftentimes a bit more complex than 
the transfer of a fixed liability.35 The types of items 
that give rise to contingent liabilities are frequently 
covered by representation, warranty, or indemnity 
provisions in contracts of sale or exchange. To the 
extent that the purchaser is protected by such pro-
visions, the contingent liability has not been effec-
tively transferred.36 Similarly, to the extent that the 
purchaser indemnifies the seller against liabilities 
that are not formally transferred, the liability has 
been effectively transferred to the purchaser.

a.  Original Issue Discount (OID)
When contingent liabilities are not taken into 
account until they become fixed or are paid, the 
final determination of amount realized and basis, 
the application of the deemed-payment principle, 
and the allowance of any deduction or capitaliza-
tion are postponed until that time.37 At that later 
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date, however, the tax consequences of the fixing 
of the contingent liability relate back to the earlier 
transfer, with the result that the amount fixed for 
the contingent liability now includes an imputed 
interest or OID element.38

The contingent payment OID regulations analyze 
contingent payment obligations issued for property 
that is not publicly traded under what is called the 
“contingent bond method.”39 Under this method, 
the instrument is separated into two components, 
one consisting of fixed payments and “quotable” 
contingent payments and the other consisting of 
“nonquotable” contingent payments.40 The con-
tingent payment regulations come fairly close to 
the results that should occur under common law 
income tax principles through the sound applica-
tion of fundamental tax principles,41 particularly in 
the case of nonquotable obligations issued for non-
traded property.42 Accordingly, the authors will rely 
on these final regulations in this discussion.43

Nonquotable payments for non-publicly traded 
property are, in effect, ignored for income tax pur-
poses until they become fixed. When a nonquotable 
contingent payment obligation issued for nontra-
ded property is paid or becomes fixed, a portion of 
each contingent payment, including discharge of a 
contingent liability,44 is interest because it amounts 
to a deferred payment related to the prior sale. The 
amount to be treated as interest for both the seller 
and the purchaser is determined by discounting the 
contingent payment, that is the amount fixed or 
paid on the contingent liability, back to the date of 
sale at the Applicable Federal Rate (AFR).45 The pur-
chaser’s interest deduction is subject to any appli-
cable deduction limitation, such as Code section 
163(d). The interest inherent in the obligation when 
it is paid or becomes fixed is reported at that time, 
with any additional OID—from the time the obliga-
tion becomes fixed until it is paid—reported under 
the normal OID rules.46 The balance of the amount 
of the obligation is the principal portion, and as 
such it is an additional amount realized for the seller 
and additional basis for the purchaser.47

The contingent bond method of computing prin-
cipal and interest for nonquotable payments for 
non-publicly traded property treats a greater por-
tion of the early payments as principal than would be 
the case if the interest were computed on the entire 
stated price and deducted as payments are made, 
the method used for quotable payments. Further, 
the contingent bond method is not the same as that 
provided for allocating payments to the seller in 
determining installment gain.48 This inconsistency is 
difficult to justify49 and may be unworkable.

The interest and principal (including basis) portions 
of fixed payments and contingent payments are 
determined using a projected payment schedule 
and are subject to a complex adjustment formula if 
the actual payments differ from the projected ones.50 
If the amounts received are greater than projected, 
the net excess is additional interest for both parties.51 
If the amount is less than projected, the deficiency 
is treated first as a reduction in the interest accruals 
for the year for both parties;52 then as ordinary loss 
for the purchaser or ordinary income for the seller, 
to the extent of prior net interest accruals;53 then as 
a carryforward against interest accruals for subse-
quent years.54 Any amount not absorbed as a car-
ryforward is a reduction in amount realized for the 
purchaser and interest income for the seller.55 The 
treatment of the seller is inconsistent with §453B(a) 
that treats gain or loss on an installment obligation 
as an adjustment of the sale price of the property.56

Example 1: Nonquotable contingent payment and 
OID. Seller owns a business valued at $250,000. 
Seller’s basis in the business is $200,000. The 
business is subject to a lawsuit that may result 
in damages capitalizable as a self-created and 
therefore a nonamortizable intangible. As part 
of a sales contract to acquire the business, Pur-
chaser agrees to assume responsibility for the 
claim. Although the ultimate liability, if any, for 
the claim is not known, Seller and Purchaser 
agree that $5,000 is a reasonable estimate. The 
Purchaser agrees to pay any such liability. Based 
on this estimate, the amount Purchaser pays for 
the business is reduced to $245,000. Exactly two 
years later, Purchaser pays $4,000 to settle the 
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claim. The short-term AFR is 10 percent semian-
nual interest at the time the sale took place.

The contingent liability is not considered for the 
year of the sale. Therefore, Seller’s amount real-
ized on the sale is limited to the $245,000 paid. 
Seller initially reports a $45,000 gain on the sale 
of the business. Purchaser’s basis in the busi-
ness is limited to the $245,000 paid. When the 
contingent liability becomes fixed, or, as here, 
is paid two years later, the principal amount of 
the contingent obligation is treated as an addi-
tional payment of the purchase price.57 The 
$4,000 is treated as a separate OID debt instru-
ment, and a portion of the $4,000 payment 
must be treated as interest. Therefore, at 10 per-
cent semiannual interest for two years, approx-
imately $700 is treated as a payment of inter-
est, and the remaining $3,300 is treated as an 
additional payment for the business. Purchaser 
increases the basis in the business by $3,300 and 
deducts $700 of interest, subject to any applica-
ble limitations. Seller reports an additional gain 
of $3,300 because of the increase in the amount 
realized and $700 of interest income. Seller is 
generally treated as making a $4,000 payment. 
But, because Seller’s deemed payment would 
have been capitalizable, Seller probably has a 
$4,000 capital loss.

Because the definition of quotable contingent pay-
ment is addressed primarily to obligations for which 
forward price quotes are available,58 contingent 
liabilities would rarely, if ever, qualify. Accordingly, 
except as otherwise specifically stated, the quota-
ble contingent payment method is ignored in the 
balance of this article and references to contingent 
liabilities refer to nonquotable payment obligations 
for non-publicly traded property.

b.  Installment Sale
Whenever the contingent liability is not settled until 
after the year of sale, the transaction is a deferred 
payment sale that qualifies for the installment 
method unless the seller elects out of the installment 
method.59 The installment method is effectively lim-
ited to property that qualifies as a capital asset or 

a Code section 1231 asset.60 Even if the installment 
method does not apply, delayed accounting for the 
contingent liability has a similar effect of deferring 
recognition of gain attributable to the transfer of 
the contingent liability.

When an installment sale of commercial assets 
involves a contingent price61 (possibly including a 
contingent liability), a significant problem arises 
in allocating the seller’s basis in the property 
among the contingent payments. The three basic 
approaches for basis recovery under the temporary 
installment sale regulations determine the gross 
profit based on the terms of the contingency, that 
is, whether there is a maximum price, a maximum 
payment period or neither.62

First, if the agreement for the sale provides a maxi-
mum selling price, computation of the gross profit 
ratio assumes that the maximum price will be 
received, and that, in estimating imputed interest 
or original issue discount,63 all contingent payments 
will be received on the earliest possible date.64 This 
dual rule has the effect of maximizing the estimated 
selling price and gross profit. This, in turn, means 
that a larger portion of the early payments is gain, 
and a smaller portion is recovery of basis because a 
portion of basis is reserved to be allocated to the last 
possible dollar of contingent payment. If less than 
the maximum contingent payment is received ulti-
mately, any unrecovered basis is deducted as a loss.65

When less than the projected amount is received in 
an installment sale, under Code section 453B(a), the 
character of the adjustment is the same as the gain 
on the sale. Based on the Arrowsmith case, the loss 
should be characterized by the initial sale transac-
tion, even when the installment method does not 
apply.66 The seller may be able to take advantage of 
Code section 1341(a)(5), but this is far from clear.67 
Code section 1341(a)(5) allows a taxpayer who 
restores a significant amount which he was required 
to included in income in an earlier year to comput-
ing the tax effect of the deduction in the current year 
by reference to what the results would have been in 
the earlier year if the amount had not been received, 
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in order to avoid the disadvantage of lower tax rates 
or limited deductibility in the current year.

Second, if there is no maximum selling price for the 
commercial assets, but there is a maximum term, 
the seller’s basis in the property sold is allocated 
ratably over the term.68 In other words, the portion 
of the annual principal payments that is recovery of 
basis is determined by dividing the seller’s basis for 
the assets transferred by the fixed term of the pur-
chaser’s obligation. All principal payments for each 
year that exceed the annual basis allocation are gain 
realized from the sale of the asset. If, in any year, the 
payments received are less than the basis allocated 
to that year, the excess basis is not a loss, but is car-
ried forward and may be a loss in the final year with 
tax effects like those for a maximum-price sale in 
which the maximum is not realized.

Third, if the sales contract does not limit the amount 
of the purchaser’s obligation and does not limit 
the periodic payments to a fixed period, the seller 
can recover basis ratably over an arbitrary 15-year 
period, commencing with the date of sale.69 This rule 
has the potential for distorting basis recovery unless 
the payments are likely to be received in relatively 
regular amounts over some fairly long period, and 
may also result in a final loss with tax effects similar 
to those for a maximum-price sale when the maxi-
mum is not realized. The temporary regulations also 
caution that a transaction that is literally subject to 
the 15-year rule may not constitute a sale.70

To deal with the basis recovery problems high-
lighted above, the regulations contain a limited 
provision for adjustment of the systems provided 
for basis recovery under the maximum-price, max-
imum-time and 15-year rule, which can be activated 
by the IRS either on its own initiative or upon a tax-
payer ruling request.71 The IRS has been relatively 
liberal in allowing realistic adjustments when there 
are both fixed and contingent payments.72 However, 
an advance private letter ruling is required to accel-
erate basis recovery and the ruling request must 
show that under the alternative method, the seller 
will appropriately recover basis at twice the rate 
under the prescribed 15-year approach.73 This may 

be difficult to demonstrate for contingent liabilities 
and provides an unnecessary and costly administra-
tive burden.

Thus, the temporary installment sale regulations 
require that the seller take contingent payments 
into account under one of the prescribed methods 
in determining gain, with the effect of accelerating 
the recognition of gain. These regulations, however, 
only determine the tax consequences to the seller; 
the purchaser’s basis is determined under the OID 
regulations. The OID regulations apply because 
contingent payments almost inevitably involve OID 
or unstated interest.74 As indicated, under the OID 
regulations dealing with nonquotable payments 
for nontraded property, the contingent payment 
obligation is, in effect, ignored until the payment 
becomes fixed. In view of the fact that the latter 
regulations determine the amount of each payment 
that is principal and interest for both the purchaser 
and the seller, the amounts determined under the 
installment method and the OID rules, particularly 
for a maximum price sale, may be inconsistent.

Although the contingent payment installment sales 
rules may work reasonably well for installment sales 
with express contingent payments when there is an 
express or implied period for payment, they seem 
poorly adapted to handle transfers of contingent lia-
bilities because there is no such express or implied 
period for resolving contingent liabilities. They do 
not apply, of course, for transfers of contingent lia-
bilities in sales of property excluded from the install-
ment method.

As indicated previously, the regulations under Code 
sections 338 and 1060 dealing with the allocation 
of purchase price, in effect, ignore contingent lia-
bility transfers (and other contingent payments) for 
purposes of determining the purchaser’s basis and 
the allocation of the selling price, until such time as 
the liability (or payment) becomes fixed.75 Although 
there are provisions for allocating contingent pay-
ments to assets, such as patents and similar “contin-
gent income assets,” those rules are not likely to be 
relevant for contingent liabilities.76 This allocation of 
additional consideration is made under a four-class 
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system that allocates the portion of the purchase 
price not allocated to cash and other highly liquid 
assets among remaining assets, other than goodwill 
and going concern value, in proportion to fair mar-
ket value, with any residual price allocated to good-
will and going concern value.77 Under these rules, as 
a practical matter, the allocation of any price from a 
contingent liability is most likely to be to goodwill and 
going concern value or what is now Code section 197 
intangibles.78 Now that most Code section 197 intan-
gibles are amortizable, this may be a favorable result 
if the alternative is an allocation to long-lived real 
estate. It remains to be seen, however, what changes 
the IRS makes in the allocation provisions considering 
the enactment of Code section 197.79

The delayed allocation of basis for the purchaser 
provided in the Code section 1060 regulations80 
seems to be the most appropriate treatment for a 
contingent liability that has not been considered 
sufficiently matured to be taken into account for tax 
purposes. The same consideration suggests that the 
seller should not take the contingent liability into 
account in determining amount realized or even in 
allocating basis under the installment method. Thus, 
the delayed recognition of the contingent liability 
means that instead of allocating basis first to it,81 no 
basis should be allocated to it. This application of 
the Burnet v. Logan basis recovery principle seems 
entirely justified. When there is no maximum term 
for payments, allocating the basis arbitrarily over 
15 years because of a contingency of this type is 
ludicrous. Requiring the seller to apply for a private 
letter ruling is no more sensible. When the parties 
have placed a specific value on the claim, it might be 
possible to treat it as part of a maximum price sale. 
Nonetheless, it is hard to see what this approach has 
to recommend it. Moreover, the parties rarely place a 
precise agreed value on contingent liabilities and any 
rule that imposed significant tax consequences on 
doing so would further discourage such valuations.82

Example 2: Contingent liability under install-
ment method. Seller owns a business valued 
at $250,000, and his basis in the business is 
$200,000. The business is subject to a lawsuit 
that may result in damages capitalizable as a 

self-created and, therefore, amortizable intangi-
ble. As part of the sales contract to acquire the 
business, Purchaser agrees to assume responsi-
bility for the claim. Although the ultimate liabil-
ity, if any, for the claim is not known, Seller and 
Purchaser agree that $25,000 is a reasonable 
estimate. Based on this estimate, the amount 
Purchaser pays for the business is reduced to 
$225,000. Exactly two years later, Purchaser pays 
$20,000 to settle the claim. The short-term AFR 
is 10 percent semiannual interest. The contin-
gent liability is not considered for the year of the 
sale. Therefore, years later, the principal amount 
of the contingent obligation is treated as an 
additional payment of the purchase price. The 
$20,000 is treated as a separate OID debt instru-
ment, and a portion of the $20,000 payment 
must be treated as interest. Therefore, at 10 per-
cent semiannual interest for two years, approx-
imately $3,550 is treated as a payment of inter-
est, and the remaining $16,450 is treated as an 
additional payment for the business. Purchaser 
increases the basis in the business by $16,450 
and deducts $3,550 of interest expense, sub-
ject to any applicable limitations. Seller reports 
$3,550 of interest income for that year and the 
$16,450 principal as additional amount realized. 
All $16,450 would normally be gain because 
basis was fully recovered on the original sale, but 
the deemed capitalizable payment of $20,000 
converts this into a $3,550 loss (presumably cap-
ital). This result follows because the gross profit 
ratio determined at the time of sale did not con-
sider the contingent liability so that all basis was 
allocated to fixed liabilities and other payments.

On the assumed facts of this example, it might 
be possible to treat the agreed value of the con-
tingent liability as part of a maximum price sale. 
That approach would result in allocating $20,000 
of basis to the contingent liability, increasing 
gain in the year of sale by that amount, and 
resulting in a loss of $3,550 in the year of pay-
ment. It is hard to see what this approach has to 
recommend it. Moreover, in real life, the parties 
rarely place a precise agreed value on contin-
gent liabilities.
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2.  Deductible Items
Delaying the accounting for contingent liabilities for 
tax purposes until they become fixed or are paid, 
does not alter the basic nature of the liability as an 
obligation of the seller, the transfer of which is part 
of the purchase price included in the seller’s amount 
realized and the purchaser’s basis for the property. 
Thus, in David R. Webb Co. v. Commissioner,83 the 
purchaser of a business assumed a contingent lia-
bility to make pension payments to the widow of a 
former corporate employee based on her life expec-
tancy. Although Code section 404(a)(5) defers the 
deduction for nonqualified pension obligations 
until payment, the court refused to allow the pur-
chaser to deduct the payment of the pension bene-
fit. It determined that the payments were part of the 
acquisition cost of the business to be added to basis 
only when paid.84 Although the case did not deal 
with the treatment of seller, the clear implication is 
that the seller had an additional amount realized at 
the time of payment and an offsetting deduction.85

Contingent liabilities may add an additional com-
plication if they involve ongoing arrangements or 
issues, such as deferred compensation for continuing 
employees, environmental costs or product liability 
claims.86 Although the author does not agree with 
some commentators that this factor justifies allow-
ing the purchaser generally to claim the deduction 
for the transferred contingent liabilities, it should 
lead to calling close questions in favor of allowing 
the purchaser to deduct those items that may rea-
sonably be related to the period after the purchase.87

a.  Deduction When Contingent 
Liability Becomes Fixed

In most cases, the circumstances that fix a contin-
gent liability also satisfy the all-events test and the 
economic-performance requirements or other rules 
that delay a deduction until paid. If so, the basic 
results are exactly those that should be expected 
from applying the rules for fixed liabilities at the 
time the liability becomes fixed, with appropriate 
modification for the application of the OID rules at 
that time, rather than at the time of sale or exchange. 

The additional amount realized, basis, and related 
deduction are all accounted for then.88

As usual, special rules apply to qualified deferred 
compensation plans. The IRS has determined, 
however, that the purchaser is entitled to deduct 
amounts incurred to fund even past service costs 
under a qualified plan, on the grounds that the pur-
chaser is not required to maintain the plan, but that 
it is required to capitalize any assumed responsibil-
ity for past funding deficiencies.89

Deferring the deduction for a contingent liability 
transferred until such time as the liability is paid 
can result in lost deductions if the seller, usually a 
corporation, ceases to exist before the deduction 
matures.90 The maturing of the deduction probably 
does not affect the shareholders of a liquidated cor-
poration. Although an actual payment of a corpo-
rate liability not taken into account in determining 
gain on liquidation gives rise to a capital loss under 
Arrowsmith,91 payment of the contingent liability by 
the purchaser is on behalf of the corporation, not 
the shareholders of the seller, and does not increase 
or decrease the amounts they receive on liquidation. 
In light of the separate entity of the corporation, the 
result should be the same even for a liquidated S 
corporation. Furthermore, the partners of a liqui-
dated partnership and the residuary beneficiaries of 
an estate or trust should be considered successors 
entitled to any deduction to which the partnership 
or trust would be entitled.92

Example 3: Contingent deductible obligation that 
becomes Fixed when paid. Seller owns a business 
valued at $250,000, and his basis in the busi-
ness is $200,000. The business sells merchan-
dise backed by a one-year warranty. Purchaser 
agrees to purchase the business. As part of the 
sales contract, Purchaser agrees to assume all 
warranty claims that may arise in the future 
with respect to any sales that occurred while 
Seller owned the business. Although the exact 
cost of the future warranty claims that may 
arise with respect to sales prior to the sale is not 
precisely known, experience indicates that the 
cost of the expected warranty claims will total 
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$5,000. Based on this estimate, the amount Pur-
chaser actually pays for the business is reduced 
to $245,000. No warranty claims are made for 
the remainder of the year of sale. One year later, 
Purchaser pays $3,960 on a warranty claim pre-
sented in 1995 for a sale that occurred prior to 
the sale of the business. Both Seller and Pur-
chaser use the accrual method of accounting 
and the calendar year. The short-term AFR is 10 
percent annual interest.

The contingent liability is not considered for 
the year of the sale. Therefore, Seller’s amount 
realized on the sale is limited for the year of the 
sale to the $245,000 paid, and Seller reports a 
$45,000 gain on the sale of the business in the 
year of sale. Purchaser’s basis in the business 
is limited to the $245,000 paid, and there is no 
deemed payment at the time of the sale. When 
the contingent liability becomes fixed, or, as 
here, is paid during the next year, the principal 
amount of the contingent obligation is treated 
as an additional payment of the purchase price.93 
At the 10 percent annual AFR, $360 is treated as 
a payment of interest, and the remaining $3,600 
is treated as additional purchase price for the 
business. Purchaser increases the basis in the 
business by $3,600 and deducts $360 of interest 
when the claim is paid, subject to any applica-
ble limitations. Seller reports an additional gain 
of $3,600 and $360 of interest income for 1995. 
In addition, Seller is treated as having paid the 
warranty claim,94 and is allowed a deduction of 
$3,960 (the sum of the amount realized and the 
OID) when the claim is paid, the same deduc-
tion that would have been allowed if paid by 
Seller in the absence of a transfer.

If Seller is a corporation that liquidates after 
the sale and before the contingent liability 
is paid, both the additional amount realized 
and the deduction apparently disappear. If 
the amount realized would have been capital 
or Code section 1231 gain, this is a net disad-
vantage to Seller. Payment of the contingent 
liability should not affect Seller’s shareholders. 
If Seller is the old target for which an election 

under Code section 338 is made, it apparently 
suffers the worst of all worlds being subject to 
the additional amount realized, without any 
offsetting deduction or other allowance, other 
than a step up in basis to reflect the payment.95

i.  Effect of Treating Estimated Contingent 
Liability as Payment at Time of Sale

While the economic-performance regulations were 
in proposed form, some commentators apparently 
urged that the deemed-payment rule be applied to 
contingent liabilities as well as fixed liabilities.96 If 
this suggestion, which is conceptually similar to the 
quotable payment provisions, had been adopted in 
future regulations, it would have added additional 
complexity to the area. The amount determined 
for the contingent liability at the time of the sale 
must be an estimate. The estimated amount should 
be the discounted present value of the estimated 
future payments.97

It seems inconceivable that any undiscounted 
amount could ever satisfy the economic-perfor-
mance provisions, since they were adopted as a 
response to the distortion resulting from deduction 
of undiscounted amounts and deliberately chose to 
delay deduction rather than permit current deduc-
tion of discounted amounts.98 For similar reasons, it 
is not likely that the separate regulations referred to 
in the Preamble will treat a transfer of a contingent 
liability as a deemed payment. So far, this approach 
has not been adopted.

There are, however, some contingent liabilities that 
are not subject to the economic-performance or 
other deferral provisions, and it is conceivable that 
the IRS could be persuaded to permit deemed-pay-
ment treatment if it were convinced that there would 
no significant tax avoidance possibilities. If a contin-
gent liability is considered at the time of sale, the 
major issue is how to account for an eventual pay-
ment that is different in amount from the amount 
estimated at the time of the sale. The most likely 
approach is to treat the corrected payment as a fur-
ther adjustment of the price for the purchaser under 
the principles of the existing regulations under §§ 
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1060 and 338.99 For the seller, any such adjustment 
in an installment sale is also an adjustment with 
the same character as the sale under Code section 
453B(a) and the Arrowsmith doctrine.

Example 4: Estimated contingent deductible obli-
gation included at sale subject to adjustment when 
fixed. Seller owns a business valued at $250,000, 
and his basis in the business is $200,000. The 
business sells merchandise backed by a one-
year warranty. Purchaser agrees to purchase 
the business. As part of the sales contract, Pur-
chaser agrees to assume all warranty claims that 
may arise in the future with respect to any sales 
that occurred while Seller owned the business. 
Although the exact cost of the future warranty 
claims that may arise with respect to sales prior 
to the transfer is not known, past experience 
indicates that the cost of the expected warranty 
claims will total $5,000. Based on this estimate, 
the amount Purchaser actually pays for the 
business is reduced to $245,000. After the sale, 
no warranty claims are made for the remainder 
of 1994. One year later, Purchaser pays $3,960 
for all warranty claims relating to a pre-closing 
sale. Both Seller and Purchaser use the accrual 
method of accounting and the calendar year. 
The short-term AFR is 10 percent annual interest.

If the contingent liability is taken into account 
for the year of the sale, Seller’s amount realized 
on the sale is $250,000, and Purchaser’s basis in 
the business is also $250,000. Seller can deduct 
$5,000 as payment of warranty claims because 
there is a deemed payment at the time of the 
sale. When $3,960 is paid for the contingent 
liability one year later, the $3,960 is treated as 
a separate OID debt instrument, and a portion 
of the payment must be treated as interest. 
Therefore, at an AFR of 10 percent annually, 
$360 is treated as a payment of interest, and the 
remaining $3,600 is treated as an adjusted pay-
ment of purchase price for the business. When 
payment is made, Purchaser decreases the basis 
in the business by $1,400 ($5,000 – $3,600) and 
deducts $360 of interest, subject to any appli-
cable limitations. In the later year, Seller reports 

$360 of interest income and a loss of $1,400 (the 
difference between the estimated warranty 
claim and the principal portion of the settlement 
payment) on the sale of the business. The loss is 
characterized in accordance with Code section 
453B(a) or Arrowsmith, subject to the applica-
tion of Code section 1341(a)(5). In addition, and 
subject to Code section 111, Seller has $1,400 of 
tax-benefit income for the later year, which rep-
resents the excess of the prior warranty deduc-
tion over the final net principal amount paid. 
Thus, Seller realizes $360 of interest income and 
$1,400 of tax benefit income that may or may 
not be offset by the $1,400 loss on readjusting 
the sale price of the business assets.

ii.  Effect of Treating Estimated Contingent 
Liability As Payment at Time of Sale with 

Subsequent Adjustment as Separate Transaction
Another, somewhat less plausible, approach is to 
treat the transaction as completely closed at the 
time of the sale. This parallels the IRS approach in 
cases where Burnet v. Logan does not apply, where 
the seller elects out of the installment method,100 
or in cases subject to the OID regulations for quot-
able payments.101 Under this approach, any differ-
ence between the estimated amount and the final 
amount paid by the purchaser is accounted for as 
a separate transaction with separate tax conse-
quences. If the liability is settled for less than the 
amount estimated, the difference should be dis-
charge of indebtedness income.102 If it is settled for 
more, the excess should be a business deduction,103 
but we suspect the IRS would try to treat it as addi-
tional purchase price under the principle of the 
Arrowsmith case.104 No portion of any subsequent 
payment on the transferred obligation should be 
interest under the OID rules because the transfer of 
the obligation is an assumption that does not give 
rise to OID.105 Under a completely closed transaction 
approach, the final settlement should have no tax 
effect on the seller because the transaction is fully 
accounted for at the time of the sale.106

Example 5: Estimated contingent deductible 
obligation included at sale; adjustment when 
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obligation fixed treated as separate transaction. 
Seller owns a business valued at $250,000, and 
his basis in the business is $200,000. The busi-
ness sells merchandise backed by a one-year 
warranty. Purchaser agrees to purchase the 
business. As part of the sales contract, Pur-
chaser agrees to assume all warranty claims 
that may arise in the future with respect to 
any sales that occurred while Seller owned the 
business. Although the exact cost of the future 
warranty claims that may arise with respect to 
pre-closing sales is not known, past experience 
indicates that the expected cost of the warranty 
claims will total $5,000. Based on this estimate, 
the amount Purchaser actually pays for the 
business is reduced to $245,000. No warranty 
claims are made for the remainder of the year 
of sale. One year later, Purchaser pays $3,960 
in satisfaction of all warranty claims arising out 
of pre-closing sales. Both Seller and Purchaser 
use the accrual method of accounting and the 
calendar year. The short-term AFR is 10 percent 
annual interest.

If the contingent liability is taken into account 
for the year of the sale, Seller’s amount realized 
on the sale is $250,000, and Purchaser’s basis in 
the business is also $250,000. Seller is entitled 
to a deduction equal to the $5,000 deemed 
payment at the time of the sale. When the con-
tingent liability is paid during the next year, the 
$3,960 payment is treated as a settlement of a 
$5,000 liability for $3,960, resulting in discharge 
of indebtedness income of $1,040. No portion 
of the $3,960 payment is interest under the OID 
rules because the obligation is not a debt instru-
ment. The settlement has no further effect on 
Seller as either additional amount realized or as 
an adjustment of the deduction claimed.

If Purchaser pays warranty claims of $6,000 one 
year later, the $1,000 excess should be a busi-
ness expense or business loss for Purchaser. 
It is likely that the IRS will assert, however, 
that the additional payment is purchase price 
under the principle of the Arrowsmith case. 
Even if Arrowsmith applies to characterize the 

payment by Purchaser, it should not affect Sell-
er’s amount realized or deduction.

iii.  Effect of Treating Estimated Contingent 
Liability As Not Being Payment at Time of Sale 

with Subsequent Deduction Allowed to Purchaser
Some commentators have suggested that given the 
uncertainties of valuation and determining which 
liabilities of a continuing business properly belong 
to the period prior to the sale, contingent deduct-
ible liabilities should be ignored when accounting 
for the sale transaction and the deduction should 
be allowed to the purchaser when the obligation 
becomes fixed. Although these commentators 
claim a variety of policy advantages for this treat-
ment, including administrative convenience and tax 
neutrality, they recognize the need for anti-abuse 
provisions, special treatment of deferred compen-
sation and actively disputed obligations, and, of 
course, nondeductible treatment for contingent 
liabilities.107 Others have raised significant questions 
about the policy and other justifications for the pro-
posal.108 The critics have the better of the case and 
that, except for the valuation difficulty, the policy 
justifications for the proposal are not sufficient to 
justify distinguishing deductible contingent liabili-
ties from nondeductible ones. In addition, we note 
that the proposals were made at a time when there 
was not a significant capital gains rate preference 
and there was no amortization deduction for Code 
section 197 intangibles. Accordingly, the author 
believes the approach that treats the settlement of 
a contingent liability as chargeable to the seller is 
superior. Nevertheless, the following example illus-
trates the alternative proposal.

Example 6: Contingent deductible obligation 
not considered part of sale; deductible by pur-
chaser when fixed. Seller owns a business val-
ued at $250,000, and his basis in the business 
is $200,000. The business sells merchandise 
backed by a one-year warranty. Purchaser 
agrees to purchase the business. As part of the 
sales contract, Purchaser agrees to assume all 
warranty claims that may arise in the future with 
respect to any sales that occurred while Seller 
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owned the business. Although the exact cost of 
the future warranty claims that may arise with 
respect to pre-closing sales is not known, past 
experience indicates that the expected cost of 
the warranty claims will total $5,000. Based on 
this estimate, the amount Purchaser actually 
pays for the business is reduced to $245,000. No 
warranty claims are made for the remainder of 
the year of sale. One year later, Purchaser pays 
$3,960 in settlement of all warranty claims aris-
ing out of pre-closing sales. Both Seller and Pur-
chaser use the accrual method of accounting 
and the calendar year. The short-term AFR is 10 
percent annual interest.

Because the contingent liability is not consid-
ered as part of the sale, Seller’s amount realized 
is $245,000 and Purchaser’s basis in the busi-
ness is also $245,000. Seller is never entitled to 
a deduction equal to the price reduction for 
the warranty risks and never includes anything 
relating to them in its amount realized. When 
the contingent liability is paid the next year, the 
$3,960 amount is deductible by Purchaser. The 
only accounting for the difference between the 
estimate and the amount paid is Purchaser’s 
lower basis and reduced deduction. No por-
tion of the $3,960 payment is interest under the 
OID rules because the obligation is not a debt 
instrument. If Purchaser pays warranty claims 
of $6,000 the next year, the entire $6,000 is a 
deduction for Purchaser. There is no further 
accounting for the excess over the estimate 
made at closing.

b.  Deduction After Contingent 
Liability Becomes Fixed

Some deductible contingent liabilities, such as 
deferred compensation obligations, are not deduct-
ible even when they become fixed. Thus, under our 
working definition, they are not liabilities even then. 
Nevertheless, they should be taken into account in 
determining basis and amount realized.

Although the case did not arise in the context of a sale 
of commercial assets, the controversial Albertson’s 
case presented a parallel issue.109 That case involved 

whether accrued “interest” added to deferred com-
pensation obligations was deductible as accrued or 
only when paid along with the deferred compensa-
tion.110 Although the case involved fixed liabilities, 
we delayed our consideration of it until this juncture 
because we believe our earlier consideration of the 
definition of liability and the impact of the OID rules 
aids in understanding the import of the case. Most of 
the controversy has related to whether the “interest” 
is subject to the timing rules of Code section 404(a)
(5), with relatively little attention devoted to whether 
the “interest” is interest for tax purposes.111 In the 
author’s view, the answer is clearly that it is not.

The obligation to pay deferred compensation is not 
a liability on which interest could accrue until paid 
because it has not been taken into account for tax 
purposes.112 Until the deferred compensation is paid 
(or otherwise taxable to the employee), the obliga-
tion is simply an unfunded unsecured obligation of 
the employer.113 Accordingly, the additional amount, 
even if called interest and computed in the same 
manner as interest, is simply additional compen-
sation for the services, not a charge for use of the 
employee’s money.114 This analysis is also consistent 
with the conclusion that the amount of a contingent 
liability, when fixed, can include OID.115 For similar 
reasons, it is also consistent with the Ninth Circuit’s 
earlier decision in Starker,116 which found a “growth” 
factor that compensated for delay in completing 
a deferred like-kind exchange under Code section 
1031 (before the 1984 amendment) was interest. A 
like-kind exchange, like a taxable sale, is a realiza-
tion event, even if it is not a recognition event.117

Except when the deemed-payment rule of Treas. 
Reg. § 1.461-4(d)(5) applies to satisfy the economic 
performance requirements upon the transfer of a 
deductible liability,118 taking a contingent liability 
into account when it becomes fixed may result in a 
substantial delay between the time when the liabil-
ity is taken into account to determine amount real-
ized and basis and the time when the deduction is 
allowed under the deferred compensation or other 
deferral provisions.119 The additional amount realized 
and basis are apparently determined when the item 
becomes fixed,120 and the amount is reduced for OID 
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from the date fixed to the date prescribed for pay-
ment.121 The deduction is delayed until payment and 
should equal the total amount paid, representing 
the sum of the amount realized and the OID.122

Example 7: Contingent deductible obligation 
that becomes fixed before paid. Seller owns a 
business valued at $250,000, and his basis in 
the business is $200,000. The business pays 
deferred compensation in the form of lifetime 
annuities with a guaranteed minimum amount. 
Under a sales contract to acquire the business, 
Purchaser agrees to assume all deferred com-
pensation obligations that arose while Seller 
owned the business. Although the exact cost of 
the future deferred compensation claims that 
may arise with respect to pre-closing, services 
is not known, past experience indicates that the 
expected cost of the claims will total $5,000. 
Based on this estimate, the amount Purchaser 
actually pays for the business is reduced to 
$245,000. No deferred compensation is payable 
for the remainder of the year of sale. One year 
later, an employee dies leaving a widow entitled 
to annual payments of $1,040 to be paid over a 
five-year period. The AFR is 10 percent annual 
interest. On the date the liability becomes fixed, 
the discounted value of these projected pay-
ments over the five-year period is $3,960.

When the liability becomes fixed, the $3,960 
amount, adjusted for interest of $360 to the date 
the obligation was fixed, should represent addi-
tional amount realized and basis. The deduction 
for Seller should be postponed, however, until 
payment. Thus, as Purchaser makes each $1,040 
payment, an appropriate portion is interest for 
both parties. Purchaser has no further basis 
adjustment, but is merely discharging its $3,960 
liability and paying interest on it. Seller has no 
further amount realized, but should be enti-
tled to a deduction for the full amount of each 
$1,040 payment, that is, the amount reported 
as income by the widow (a total of $5,200). This 
is the total of the amount realized by Seller for 
the item ($3,600), the $360 interest when the 

obligation became fixed, and the OID to Seller 
on the deferred obligation ($1,240).

3.  Contingent Liabilities for Expenditures That 
Are Neither Deductible Nor Capitalizable

The third clause of the definition of a liability set out 
in Temp. Reg. § 1.752-1T(g) refers to expenditures 
that are neither deductible nor properly chargea-
ble to capital, for example, Federal income taxes or 
nondeductible fines. The determination of when 
they become liabilities cannot turn on when they 
are deductible or properly added to basis. Never-
theless, substantial arguments support the position 
that these items should be treated in the same man-
ner as deductible obligations in determining when 
they become liabilities.123 Applying these principles, 
a fixed obligation for such an expenditure should 
be included in amount realized at the time of sale 
and should provide basis for the purchaser.124 Simi-
larly, a contingent or disputed obligation should not 
become a liability until it would if it were a deductible 
item.125 There is, of course, no deduction for the seller.

Example 8: Contingent nondeductible, noncap-
ital obligation that becomes fixed when paid. 
Seller owns a business valued at $250,000 and 
his basis in the business is $200,000. The busi-
ness is in a dispute with the Environmental 
Protection Agency that may result in a nonde-
ductible penalty. Under a sales contract for the 
acquisition of the business, Purchaser agrees to 
assume responsibility for all potential environ-
mental penalties that arose while Seller owned 
the business. Although the exact cost of the pen-
alties is not known, experience with the agency 
indicates that the cost will total $25,000. Based 
on this estimate, the amount Purchaser pays for 
the business is reduced to $225,000. The dispute 
is not settled during year of sale. One year later, 
Purchaser settles with the EPA and pays a $20,000 
fine. The AFR is 10 percent annual interest.

When the liability becomes fixed, the $20,000 
represents $1,860 of OID and $18,140 of princi-
pal. The $18,140 should be an additional amount 
realized for Seller and basis for Purchaser even 
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though it is not deductible by Seller. The OID is, 
of course, interest for both.

B.  Installment Sale Implications
The application of the contingent payment install-
ment sale regulations can create artificial tax distor-
tions because these regulations do not bifurcate a 
sale between its fixed component and its contin-
gent component. Instead, the basis allocation rules 
adopt a uniform approach that applies to the entire 
transaction. The disastrous result that can occur 
where there are contingent liabilities can best be 
illustrated by example. In the typical situation, the 
Seller and Purchaser have a letter of intent or con-
tract of sale for the purchase of the “Company.”

The typical terms under the letter of intent can pro-
vide that a portion of the sale proceeds is contingent 
upon a “Holdback.” Another portion of the sale pro-
ceeds is contingent upon an “Earnout.” The letter of 
intent typically provides for a substantial initial pay-
ment of cash. This amount is a fixed obligation paya-
ble at the date of closing. Another fixed amount, also 
payable in cash, can be held back to cover any future 
liabilities of Company. The Holdback provides for 
the release of part in one year and the release of the 
remaining part in three years if there are no liabilities 
of Company. The Earnout can provide for additional 
annual payments in cash over the next two years 
based on the profitability of Company during that 
two-year period. Both the Holdout amount and the 
Earnout amount are contingent liabilities because of 
the possibility that they may never have to be paid 
to the Seller. Therefore, the sale to Purchaser consists 
of a fixed payment obligation (the amount Purchaser 
must pay at closing) and the contingent payment 
obligations (the Holdout and an Earnout amount 
based on future profits).

A series of special income tax rules applies when-
ever there is a sale of non-publicly traded prop-
erty (such as the stock of Company) involving the 
purchaser’s contingent obligation.126 When there 
is both a fixed obligation and a contingent obliga-
tion, the fixed obligation portion of the sale must be 
separated from the contingent obligation portion 

for purposes of the OID rules in order to determine 
the interest component.127 The fixed payment obli-
gation, otherwise referred to as the noncontingent 
payment, is treated as a separate debt instrument.128 
The contingent payment obligation is treated sep-
arately under a special set of rules designed exclu-
sively for them.129

There are two questions to resolve anytime both a 
contingent payment obligation and a fixed payment 
obligation are part of the sale of a non-publicly 
traded asset. The first question is the determination 
of the selling price. This requires the determination 
of the interest portion of any contingent payment 
eventually paid. The second question is the seller’s 
recovery of basis. The problem is that the regula-
tions contain a separate set of rules for determining 
each question. The OID regulations for contingent 
liabilities, first promulgated in 1986, focus on the 
determination of selling price by bifurcating the 
payment of a contingent liability between its prin-
cipal portion (the sale price) and its interest portion. 
The installment sale regulations for contingent lia-
bilities, promulgated in 1981, deal exclusively with 
basis recovery for the seller. Because these two sets 
of regulations use different approaches, the ultimate 
tax goals under the OID regulations and the install-
ment sale regulations are frequently inconsistent.

The first question is to bifurcate a payment of a con-
tingent liability in order to determine the principal 
portion of a contingent payment received by the 
seller. This determination is governed by the OID 
regulations.130

As discussed earlier in this article, when a contin-
gent payment obligation is paid, a portion of each 
payment received is interest because it is a deferred 
payment related to the prior sale.131 The amount to 
be treated as interest for both the seller and the 
buyer is determined by discounting the amount 
paid back to the date of the sale at the Applicable 
Federal Rate (AFR).132 The AFR to be used is the AFR 
in effect at the time of the sale, not the date pay-
ment is made.133 Although the interest income, the 
capital gain and return of basis portions of the con-
tingent payment are reported when the payment is 
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received, the coincidence that they are determined 
at the same time does not mean that there will be 
consistency in their treatment.

This method for bifurcating the payment between 
its principal and interest portions treats a greater 
portion of the early payments as principal, with 
resulting capital gain, and a greater portion of the 
later payments as interest than one normally is 
accustomed to for fixed deferred payment sales.

Example 9: Seller owns all the stock in a close-
ly-held business. As part of the sale contract 
to acquire the stock, Purchaser agrees to pay 
$240,000 for the business, plus an amount 
determined by an earnout. The earnout amount 
is payable at the end of three years. The short-
term AFR at the time of the sale is 7 percent 
semiannual interest. Exactly three years after 
the sale, the amount Purchaser pays under the 
earnout is $4,000.

The contingent liability is not considered for 
the year of the sale. Therefore, Seller’s amount 
realized on the sale is limited to the $240,000 
paid. And, Purchaser’s initial basis in the busi-
ness is limited to the $240,000 paid. When the 
contingent liability is paid three years later, the 
principal amount of the contingent obligation 
is treated as an additional payment of the pur-
chase price. The $4,000 is treated as a sepa-
rate OID debt instrument, and a portion of the 
$4,000 payment must be treated as interest. 
Therefore, at seven percent semiannual interest 
for three years, approximately $700 is treated as 
a payment of interest, and the remaining $3,300 
is treated as an additional payment of principal 
for the business. Purchaser increases the basis 
in the business by $3,300 and deducts $700 of 
interest, subject to any applicable limitations.134 
Seller reports an additional payment of the sell-
ing price of $3,300 and $700 of interest income.

Once the principal portion of each payment of a con-
tingent liability is determined, the seller must then 
determine how to allocate the basis of the property 
sold among the fixed payment received and the 
contingent payments received. If the installment 

method under §453 is used, the recovery of basis is 
governed by the applicable rules found in the install-
ment sale regulations.135 If the installment method is 
not used, the recovery of basis is governed by the 
applicable rules found in the OID regulations.136

Returning to our illustration, the sale of the Com-
pany stock is eligible for the installment reporting 
rules.137 Because the election not to use the install-
ment method138 would result in the Seller reporting 
all of the capital gain at closing, including that por-
tion of the capital gain contained in any future con-
tingent payment regardless of whether or not the 
contingent payment was ever made,139 the install-
ment method should be used by the Seller.

The installment sale regulations provide three 
approaches for basis recovery, all determined by the 
terms of the contingency.140 If the sales contract pro-
vides for a maximum selling price, the computation 
of the portion of each payment of the selling price 
which is a return of basis (i.e. the gross profit ratio) 
assumes the maximum price will be received, and, 
in bifurcating the contingent payment between 
principal and interest, it is further assumed that all 
contingent payments will be received at the earliest 
possible time.141 If there is no maximum selling price, 
but there is a maximum term, the seller’s basis in the 
property sold is allocated ratably over that term.142 
The third method, which applies only if there is no 
maximum selling price and no maximum term, is 
not relevant to the terms of the sale to Purchaser.

If the seller in Example 9 above had a basis of 
$210,000 in the stock sold, how is that $210,000 
basis allocated between the $240,000 of fixed sell-
ing price received at closing and the $3,300 of con-
tingent selling price received three years later?

The sale to Purchaser in Example 9 is presently struc-
tured as a fixed payment obligation coupled with a 
contingent payment for a maximum term of three 
years.143 Therefore, the seller’s entire basis must be 
amortized over a three-year period. Using the facts 
from Example 9, the seller’s $210,000 basis is amor-
tized at the rate of $70,000 a year. Upon the receipt 
of $240,000 in year one, the capital gain would be 
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$170,000. In year two, no capital gain or capital loss 
would be reported.144 Upon the receipt of $3,300 
of principal in year three, a $136,700 capital loss 
would be reported.145 Although the net capital gain 
reported is $33,300, there is a substantial disadvan-
tage if the sale is structured with no maximum on an 
earnout which will last for only a fixed term.

Economically, the earnout in Example 9 was an insig-
nificant portion of the total selling price. The seller’s 
basis was $210,000 and the total capital gain ended 
up being $33,000. Because of the arbitrary recovery 
of basis method imposed on a contingent payment 
sale with a maximum term but no cap on the earn-
out, the basis recovery method created a substantial 
artificial capital gain in year one and an offsetting 
artificial capital loss in year three of $136,700. This 
distortion occurred even though most of the selling 
price was a fixed amount payable in year one. Even 
though the selling price was in part a fixed amount 
(the $240,000 paid at closing) and in part an earnout 
(which amounted to only $4,000), the contingent 
payment installment sale regulations require that 
the entire basis be allocated ratably over the three-
year term of the earnout. In effect, basis recovery 
was determined entirely by the contingent portion 
of the sale proceeds.

A way to avoid this artificial tax distortion is to 
avoid a contingent payment sale with no maximum 
selling price. In other words, convert a contingent 
payment sale with only a maximum term into one 
which also has a maximum cap on the earnout. If the 
sale to Purchaser is revised so that it is a contingent 
payment sale with a maximum selling price, a signif-
icantly larger portion of the selling price received 
in the first year could be treated as a tax-free return 
of basis. Assume in Example 9 it is estimated that 
the maximum earnout will be $10,000.146 Using the 
assumption that the $10,000 maximum would be 
received at the earliest possible time, the seller 
would treat both the actual $240,000 received at 
closing and the $10,000 maximum contingent pay-
ment as received at closing. Therefore, the sale price 
is $250,000, and after treating $210,000 as a return 
of basis, the gross profit is $40,000. Therefore, the 
gross profit ratio is 16 percent. Consequently, only 16 

percent of $240,000, or $38,400 of gain is reported 
in year one. And, a $5,100 capital loss is reported in 
year three. Event though the net capital gain is the 
same $33,300 as above, the reduction of the artifi-
cially created gain and loss is apparent.

It is recommended that the sale contract provide 
a maximum for the earnout so that the contingent 
payment obligation can be treated as a contingent 
payment sale with a stated maximum selling price. If 
this is done, then the phantom capital gain and the 
symmetrical phantom capital loss in a later year can 
be eliminated.

C.  Sale Not Reported Under Installment Method
A seller may decide to report all of the gain realized 
on a deferred payment sale at the time of the sale 
by electing out of the installment method.147 The 
regulations take the position that if the installment 
method is not used, then all of the realized gain must 
be recognized at the time of the sale. Accordingly, 
the contingent liability is treated as a liability for fed-
eral income tax purposes at the time it is incurred 
even though it remains contingent. In order to deter-
mine the amount realized on the sale, it is necessary 
to place a value on the contingent right to future 
payments. In effect, by valuing the contingent liabil-
ity, it is treated the same as a fixed liability.

If a contingent payment debt instrument is issued in 
exchange for property, and the gain realized on the 
sale is not reported under the installment method 
of Code section 453 (such as where the election 
out under Code section 453(d) is made), the regula-
tions provide that the contingent liability must then 
be taken into account in determining the seller’s 
amount realized.148 In such a situation, a reasonable 
estimate of the amounts that may be received under 
the contingent obligation (such as an earnout) must 
be made so that the contingent right to future pay-
ments can be valued.149 And, the value of the contin-
gent right to future payments must be included as 
part of the amount realized in determining the sell-
er’s realized gain or loss on the sale.150 Even though 
the value of the contingent liability is included in 
the seller’s amount realized when the installment 
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method does not apply, the purchaser cannot 
include the value of this contingent obligation as 
part of his basis because it remains contingent.151

One way to avoid the initial reporting of artificial gain 
and later reporting of artificial loss described above 
is to elect out of the installment method. Using the 
facts in the above example, assume it is anticipated 
that the earnout will generate an additional $4,000 
and that the present value of the expected earnout 
is $3,300. Accordingly, seller’s amount realized is 
$243,300. Therefore, the seller’s realized and recog-
nized gain for the year of the sale is $33,300. If the 
actual amount received under the earnout is greater 
or less than the estimated amount, the difference, 
as adjusted for the OID portion, is additional capital 
gain or additional capital loss reported as the earn-
out amounts are paid or become fixed.

V.  CONCLUSION
As the examples of the income tax treatment in this 
article point out, the income tax treatment can be 
complex and is often misunderstood. When one 
does not fully understand that an earnout creates 
a contingent liability, the application of the con-
tingent payment installment sale rules and conti-
nent payment OID rules can create unintended and 
adverse income tax consequences. One objective of 
this article is to sensitize the reader to these income 
tax rules so that unintended and adverse income tax 
results will not occur.

The other objective of this article is to point out the 
myriad of objectives an earnout can accomplish so 
that one can design the earnout terms to compli-
ment these objectives.

CHAPTER TWO

Tax Treatments for Profit Interests for 
Partnerships and Code Section 1061

I.  INTRODUCTION
Purchasing an entity outright can be profitable for 
private equity firms.152 But the seller’s interest might 
not end at the ultimate sale. In order to facilitate 

continued success of a business, there are ways to 
give sellers a retained interest of some kind, like an 
earnout, a covenant not to compete, an employment 
contract, or an interest in future profits. In the past 
we have written about earnouts, which provide a 
tax-beneficial way to ensure the continued success of 
the business after the sale closes.153 Compared with 
employment contracts and covenants not to com-
pete, which are taxed at ordinary income rates, earn-
outs can be taxed at capital gain rates.154 An earnout 
can work to supplement these other retained inter-
ests – for example, if a purchaser wants to ensure 
long-term success of the business and wants key play-
ers in the target business to refrain from competing 
against the purchaser or to help out the purchasing 
company in an employment or consulting relation-
ship, a combination of a reduced cash payment and 
an earnout works to achieve these goals.

This chapter will discuss another way to align incen-
tives of buyers and sellers in a private equity deal, 
the use of a “profits interest.” Section II will define 
a profits interest and explain its mechanics and 
discuss preliminary tax risks of granting a profits 
interest. Section III will explain the tax benefits 
of granting a profits interest, namely that it is not 
taxed upon grant and that the character of gain can 
be long-term capital gain. Sections IV and V look 
at attempts to reform the tax beneficial treatment 
of profits interests, the first through administrative 
rulemaking and the other through the Tax Cuts and 
Jobs Act’s longer holding period for assets typically 
held by private equity funds. Section VI concludes 
the outline with the perspective that while profits 
interests have clear tax benefits, there are also some 
tax risks that counsel should be aware of.

II.   PROFITS INTERESTS, GENERALLY

A.  Definition of a Profits Interest
In partnerships and LLCs, a profits interest is a form 
of compensation that entitles a recipient only to a 
share of future profit and appreciation.155 Since a 
profits interest entitles the recipient only to a share 
of future profits and appreciation, if the partnership 
were to immediately liquidate upon granting of a 
profits interest, the profits interest recipient would 
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get none of the entity’s value. Profits interests are 
a common way to align the economic interests of 
service providers with the entity as a whole (giving 
employees “skin in the game”), but also to protect 
those who took the risk to contribute cash or prop-
erty, rather than “sweat equity,” to the partnership 
or LLC.156

Profits interests can be a tax advantageous form 
of noncash compensation for employees. While 
receipt of an interest in partnership capital in con-
nection with the performance of services is itself a 
taxable event,157 receipt of an interest in partnership 
profits is not generally a taxable event under reg-
ulations currently in place. In lieu of cash, a private 
equity fund will typically grant a profits interest to 
its manager for managing the fund in lieu of a cash 
fee. See Section V, infra.

1.  Mechanics and Structure of 
Profits Interest Grants

To protect the assets of those who contribute prop-
erty to a partnership over those who only contribute 
“sweat equity,” tax counsel should first “book up” the 
capital accounts of each original member who have 
capital interests. What a “book up” does is re-value 
the entity as if it was sold and allocate the gain 
among original members (i.e. those who contributed 
capital or property). However, this gain is only book 
gain, not taxable income. The reason for the “book 
up” is to take into account appreciation of partner-
ship assets to ensure that capital accounts reflect the 
actual economic standing among the partners.

Following the “book up”, the recipient of the profits 
interest should be given an initial capital account of 
$0. Next, the recipient will be allocated distributions 
in accordance with the provisions of his or her prof-
its interest. However, there is much flexibility avail-
able in how to structure profits interests. Below are 
two examples of how to structure profits interests:

Example A: Partnership GP has two mem-
bers, Goose “G” and Profit “P”. G contributes 
cash and property with a fair market value of 
$100,000. P does not contribute property, but 
in exchange for his labor, is issued a 10 percent 

profits interest. After one year, the partnership 
earns and distributes $20,000 of profit. P earns 
$2,000 or 10 percent of the profit. After year 
two, another $20,000 is earned and GP liqui-
dates. First, G gets his $100,000 return of cap-
ital. Of the $20,000 gain, P gets his 10 percent 
interest, another $2,000. G gets the remaining 
90 percent of the profit, or $18,000.

Example B: “Catch up” provision. To make a profit 
interest more similar to a security, like corpo-
rate stock, a profit interest can be structured 
to include a “catch up provision,” which would 
entitle P to a distribution (directly after G’s 
return of capital) equaling the amount P would 
have received had they been owners of a capital 
interest (i.e. had they contributed cash or prop-
erty). If GP has $120,000 of taxable income and 
distributable cash and P has a $12,000 “catch 
up” provision as a part of their 10 percent profits 
interest, the first $100,000 would be distributed 
to G as return of capital, followed by $12,000 to 
P as the “catch-up,” and the remaining $8,000 is 
distributed with $800 to P and $7,200 to G.

B.  Risks of Granting Profits Interests
Before granting a profits interest, tax counsel should 
assess their preliminary tax risks. First, the recip-
ient of a profits interest cannot be treated as an 
employee and becomes a member of the partner-
ship.158. If a profits interest is granted to an employee, 
what formerly was salary is now converted into 
self-employment income—withholding of employ-
ment taxes cannot be done at the partnership level 
and now the former employee must compute and 
remit quarterly estimated income tax payments as 
self-employment income.159

Second, the entity can change when a profits inter-
est is granted. A disregarded entity for tax purposes, 
such as a partnership with only one member,160 must 
be treated as a partnership when a profits interest is 
granted to a new individual.161 This conversion may 
have tax consequences such as gain or loss recogni-
tion for the original owner under Code section 1001.162
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Third, owners of profits interest may have phantom 
income. Members of a partnership are responsible 
for paying income tax on income allocated to them 
regardless of whether or not that income is actually 
distributed.163 Without a tax-distribution provision 
in the entity’s governing documents (mandating 
distribution of funds to cover each member’s tax lia-
bility), service providers will face liquidity problems 
in years where profits are not actually distributed. In 
sum, while there are clear tax benefits to granting 
profits interests, discussed infra, these benefits are 
tempered by some concurrent tax risks.

III.  TAX CONSEQUENCES OF PROFITS INTERESTS

A.  Code Section 83’s Application 
to Profits Interests

While a profits interest has no immediate liquida-
tion value, it allows an employee to receive a share 
of future profits without investing anything in the 
entity besides their time. But since future business 
performance is speculative, determining fair market 
value of an interest in profits only is very difficult to 
determine.

Under Code section 83(a), a service provider recog-
nizes ordinary income equal to the fair market value 
of property received “in connection with the perfor-
mance of services” in the year in which the property 
is “substantially vested” (meaning either transfer-
rable or no longer subject to a substantial risk of 
forfeiture). In the alternative, taxpayers may elect 
under Code section 83(b) to include in their gross 
income the fair market value of property received 
at grant, in lieu of including the property as income 
in the year it vests. If the property received at grant 
is worth little but the taxpayer anticipates the prop-
erty to appreciate in value by the time it vests (like 
in a high-growth startup), it may be wise to make 
a Code section 83(b) election to avoid a greater tax 
burden once the interest vests.

In the absence of clear authority, there has been 
debate over whether profits interests in partnerships 
are even property for Code section 83 purposes. 
Treas. Reg. § 1.83-3, for example, which defines 
“property”, does not specifically include profits 

interests while specifically excluding “unfunded and 
unsecured promise[s] to pay money or property in 
the future”.164 Case law complicates the matter, by 
finding the fair market value of an interest in profits 
only speculative, but only some of the time.

B.  Early Case Law Regarding 
Profits Interest Is Conflicted

Diamond v. Commissioner was an early seminal 
case holding that a profits interest in a partnership, 
acquired in February and sold in March, had a readily 
ascertainable fair market value and was taxable on 
receipt.165 Namely, the Seventh Circuit upheld that 
Tax Court’s determination that the value at grant 
was the same as the value at the disposition three 
weeks later—$40,000.166 Since the time between the 
grant of the profits interest were so close together, 
the Tax Court did not find that the commissioner 
erred in valuing the profits interest at grant in the 
same amount as it was ultimately sold for.167

The Court in Campbell v. Commissioner, however, 
held the opposite—that because a taxpayer’s prof-
its interest was not transferable and unlikely to 
produce immediate returns, its value was too spec-
ulative and the taxpayer would not be taxed on the 
receipt of the interest.168 Campbell’s holding thus 
eliminated the need to conduct a valuation under 
Code section 83. Since future performance of a busi-
ness is uncertain (making valuation of a profits inter-
est unclear), the Eighth Circuit held that there is no 
way to accurately include profits interest in income 
for the taxable year.169

C.  Current Administrative 
Regulation of Profits Interests

Revenue Procedure 93-27, clarified by Revenue Pro-
cedure 2001-43, administratively governs the receipt 
of profits interests and make up the current state 
of the law. Revenue Procedure 93-27 establishes a 
safe harbor from taxation for service providers and 
for the partnership: “[i]f a person receives a profits 
interest for the provision of services to or for the 
benefit of a partnership in a partner capacity or in 
anticipation of being a partner, the Internal Revenue 
Service will not treat the receipt of such an interest 
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as a taxable event for the partner or the partner-
ship.”170 However, “[i]f the profits interest relates to 
a substantially certain and predictable stream of 
income from partnership assets,” “[i]f within two 
years of receipt, the partner disposes of the profits 
interest”; or “[i]f the profits interest is a limited part-
nership interest in a ‘publicly traded partnership’ 
within the meaning of section 7704(b) of the Inter-
nal Revenue Code,” this safe harbor will not apply.171 
In practical terms, the service provider would not 
report any income associated with the receipt of the 
profits interest and the partnership would not claim 
any corresponding deduction for the grant.172

Revenue Procedure 2001-43 provides that Revenue 
Procedure 93-27’s safe harbor at receipt applies as 
long as the taxpayer takes into account their dis-
tributive share of partnership income and the part-
nership does not deduct any amount at grant of 
the interest or when it vests.173 Revenue Procedure 
2001-43 also establishes that for purposes of 93-27, 
the determination of whether an interest is a profits 
interest (and hence safe from taxation at receipt) is 
tested only at the time of grant, not when it vests.174 
Finally, 2001-43 conclusively establishes that recip-
ients of profits interests also need not file a Code 
section 83(b) election.175

Since the immediate inclusion of service-related 
capital interests as gross income can present liquid-
ity problems (taxable, but no distribution to pay) 
but a service-related profits interest is not immedi-
ately taxable, profits interests can be a tax-benefi-
cial way to structure incentive-based compensation 
due to deferral of taxation until gain is recognized 
by the partnership. Importantly, the character of 
the income can change, since the income will be 
treated as partnership income distributions, not 
compensation.176

The 2005 proposed regulations amending interpre-
tation of Code section 83, although never finalized, 
complicate the tax analysis of profits interests and 
bring the threat of uncertainty to the safe harbor 
that Revenue Procedures 2001-43 and 93-27 provide 
taxpayers.177 The complication comes out of the 
fact that all partnership interests would be treated 

as property under Code section 83 and the fact 
that the safe harbor revenue procedures would no 
longer hold force.178 Under the 2005 proposed reg-
ulations, if the holder of the profits interest wants 
to be treated as a partner they must make a Code 
section 83(b) election, which is not the case under 
the 2001 and 1993 revenue procedures that are 
current law.179 Otherwise recipients would remain 
treated as an employee or independent contractor, 
and the character-of-gain benefits a profits interest 
gives would disappear. Therefore, a protective $0 
Code section 83(b) election should be included in 
the holder’s gross income at the time of the grant.

IV.  2015 PROPOSED “FEE WAIVER” 
REGULATIONS LIMIT TAX BENEFITS OF PROFITS

While the 2005 regulations were never finalized, 
they did not end the IRS’s attempts to end the tax-fa-
vorable treatment of profits interests. The 2015 “fee 
waiver” regulations limit the advantageous tax 
treatment of profits interests as compensation for 
services, by establishing a new analysis of whether 
compensation for profit-interest service partners is 
disguised payment for services.180 These regulations 
specifically target the favorable character of gain 
treatment, as discussed in Section V of this Chapter, 
whereby the character of distributions in a partner-
ship pass through to the service provider.

Private equity funds use “management fee waiver” 
transactions to reduce their tax bills. The manager 
of the fund waives his or her entitlement to a por-
tion of the management fee in exchange for a profits 
interest, thereby converting what would be ordinary 
income—a management fee for managing money—
into a share of the fund’s investment income.

The proposed rule clarifies situations contemplated 
in Code section 707(a)2(A) where a partner has ren-
dered services to a partnership in a capacity other 
than as a partner (and where favorable charac-
ter-of-gain tax treatment should not be available).181 
These proposed regulations established a mul-
ti-factor, facts and circumstances test to determine 
whether such fee waivers and the associated profits 
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interest are disguised payment for services, result-
ing in ordinary income for the fund manager.182

The most important factor is whether the arrange-
ment has “significant entrepreneurial risk.”183 
Arrangements that lack significant entrepreneurial 
risk are automatically treated as disguised payments 
for services. The proposed regulations provide 
examples of ways the fee waiver arrangements may 
lack entrepreneurial risk (i.e. ways to provide a high 
likelihood “for service providers to receive an allo-
cation regardless of the overall success of the busi-
ness operation”).184 Disfavored structures include: 
(1) capped allocations of partnership income if the 
cap would reasonably be expected to apply in most 
years, (2) allocation for a fixed number of years under 
which the service provider’s distributive share of 
income is reasonably certain, (3) allocations of gross 
income items, (4) allocations (under a formula or 
otherwise) that are predominantly fixed in amount, 
reasonably determinable under all the facts and 
circumstances, or are designed to assure that suffi-
cient net profits are highly likely to be available to 
make the allocation to the service provider (e.g. if 
the allocations are from specific periods or transac-
tions “to not depend on the overall success of the 
enterprise”); or (5) arrangements in which a service 
provider either waives his or her right to receive 
payment for the future performance of services in 
a manner that is nonbinding or fails to timely notify 
the partnership and its partners of the waiver and its 
terms (i.e. allowing fund managers to choose a fee 
or a profits interest).185

Secondary factors include (1) whether the interest is 
transitory or expected to be held for a short dura-
tion, (2) whether the partnership distributions are 
in a similar time frame to when non-partner service 
providers receive payment, (3) that the service pro-
vider became a partner with the primary purpose 
of obtaining tax benefits, (4) that the value of the 
service providers interest in general and continuing 
partnership profits is small in relation to the allo-
cation and distribution; and (5) if the arrangement 
provides for different allocations or distributions 
with respect to different services received, and the 
terms of the differing allocations or distributions 

are subject to levels of entrepreneurial risk that vary 
significantly.186

This analysis is a facts and circumstances based anal-
ysis that will vary based on the structure of the entity. 
Private equity fund managers should still be cog-
nizant of how fee waivers are structured to ensure 
some entrepreneurial risk—for example, a “catch-up” 
provision could be structured to provide for consist-
ent allocations without entrepreneurial risk.

V.   SECTION 1061—A REFORM OF THE 
“CARRIED INTEREST” TAX BREAK

A.  What is Section 1061?
In a pass-through entity, the character of the entity’s 
income is retained by members as it passes through 
to them. This is the case for profits interests granted 
in exchange for services, which provides a large tax 
benefit for service providers who ordinarily would 
be taxed at higher ordinary income tax rates. For 
example, in a private equity fund, a general partner 
(the fund manager) receives “carried interest” (gen-
erally a partnership profits interested structured 
as a two percent management fee and 20 percent 
of profits) as compensation for investment man-
agement services.187 This compensation is taxed at 
preferential capital gains rates instead of ordinary 
income, despite being a form of compensation for 
services (management of an investment portfolio), 
representing a large tax break for hedge fund man-
agers or venture capitalists who normally would pay 
income at higher ordinary income tax brackets.

In the 2017 tax reform legislation, however, a longer 
three-year holding requirement was instituted for 
gains realized from profits interests from certain 
trades or businesses (rather than the one year hold-
ing period normally associated with long-term cap-
ital gains).188 The applicable trades or businesses are 
businesses whose activities consist, in whole or in 
part, of (A) raising or returning capital, and (B) either 
(i) investing in (or disposing of) specified assets (or 
identifying specified assets for such investing or 
disposition), or (ii) developing specified assets.189 
A “Specified asset” is a defined term that includes 
securities, commodities, real estate held for rental 
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or investment, cash or cash equivalents, options or 
derivative contracts, or interests in a partnership 
to the extent of the partnership’s proportionate 
interest in the above assets.190 Private equity funds, 
hedge funds, and real estate funds typically deal in 
these specified assets.

But funds that hold their assets for longer than three 
years may be unaffected by the 2017 reform.191 While 
much of the impetus for carried interest reform was 
to target the low tax rates that hedge fund manag-
ers pay, commentators argue that hedge fund man-
agers (in particular managers of funds that employ 
high-frequency trading) are largely unaffected by 
carried interest reform.192 Instead, private equity 
funds have mostly benefitted from the carried inter-
est benefits and are more likely to be affected by the 
2017 reform.193 Still, holding assets for three years or 
longer may be all that is needed for fund manag-
ers with profits interests to reduce their tax burden 
under the 2017 reform.

Arguments to retain the favorable tax treatment of 
carried interest center on the fact that increasing 
taxes on fund managers diminishes the incentive to 
form investment funds, which could diminish invest-
ing innovation and entrepreneurship.194 Arguments 
for reform of the carried interest benefit center on 
issues of efficiency and equity: taxing fund manag-
ers at lower rates than employees can lead to eco-
nomic distortions and violation of the principles 
of horizontal and vertical equity.195 Government 
estimates of additional revenue from carried inter-
est reform are a relatively low $2 billion a year, but 
some commentators argue that the dearth of pub-
licly available tax information from fund managers is 
responsible for the low estimates.196

B.   Section 1061 Regulations
On January 7, 2021 the IRS published final regula-
tions under section 1061. The final regulations dif-
fer from the regulations proposed in July of 2020 
in a number of significant ways. For example, under 
the proposed regulations, a gift of an applicable 
partnership interest would be treated as a disposi-
tion that would trigger gain recognition. The final 

regulations curtailed that gain recognition. The final 
regulations make it clear that nonrecognition trans-
actions such as contributions to a partnership or 
gifts will not accelerate gain recognition under sec-
tion 1061. Likewise, transfers to a grantor trust will 
not cause gain recognition under section 1061.

The final regulations make it clear that section 1061 
will not recharacterize as short term capital gain cer-
tain types of gains including (i) “qualified dividend 
income”, (ii) section 1231 gains (i.e., gain from the 
sale of real property and depreciable personal prop-
erty used in a trade or business and held for over 
one year), (iii) certain gains under the mixed strad-
dle rules and (iv) mark to market gains under section 
1256 contracts.

There was an admonition in the preamble to the 
proposed regulations about the use of “fee waiv-
ers”. However, the final regulations omitted any ref-
erence to such arrangements.

Both the proposed and final regulations make it 
clear that there is no exception for applicable part-
nership interests held by “S” corporations.

The above are only a small sliver of the new rules 
proposed by the new Code section 1061 regulations.

VI.  CONCLUSION
Profits interests, when properly planned, can pro-
vide pass-through entities like partnerships with a 
tax-beneficial means to compensate service provid-
ers with “sweat equity”. These benefits must be bal-
anced with their concurrent tax risks and with care-
ful attention paid to the 2017 tax reform of “carried 
interest” and its associated proposed regulations.

CHAPTER THREE

Estate Planning Challenges and Opportunities for 
Transfers of Earnouts and Profits Interests in Trust

Earnouts and profits interests may be excellent 
assets to use for estate planning. This is because 
they normally have the potential for substantial 
appreciation if the underlying asset is successful. 
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They also tend to be highly leveraged in the sense 
that they are, if separated from the underlying busi-
ness or assets to which they relate, they can capture 
a disproportionate share of the upside or appreci-
ation. This section will discuss some, but not all, of 
the threshold estate planning considerations when 
planning for these assets. The two main considera-
tions discussed herein are (i) whether a transfer is a 
completed gift where value is tied to services and/or 
the ongoing performance of an underlying business 
and (ii) whether assignment of income principals 
require the profits to be taxed to the transferor or 
the transferee.

Generally, the use of earnouts and profits interests 
in partnerships are invaluable to a sale of a business 
as a means to align the incentives of buyers and 
sellers when the value of the business is not easily 
determinable. In addition, there may be liabilities 
that reveal themselves over time, but are unknown 
at the time of the sale. There may also be unantici-
pated changes in how the business will run, whose 
impact will only reveal itself over time. Further, in 
some situations, the seller is asked to provide an 
ongoing role in business operations that can impact 
future performance. Likewise, the seller may need 
to step aside from existing relationships and abstain 
from competition. The typical earnout is designed 
to more equally distribute financial risks between 
the buyer and seller if profits are less than expected, 
and to fairly allocate the financial benefits if prof-
its are more than expected. For example, a profits 
interest is a form of compensation that entitles a 
recipient, not only to a share of future profits, but 
also to a share of appreciation in the value of the 
business—especially if it is later sold.

There are two kinds of income: (i) income produced 
by an income-producing asset, and (ii) income from 
services. The assignment of income rules are differ-
ent for each. An earnout is generally the future pay-
ments from the sale of a business (income from prop-
erty), while a profits-only interest is generally earned 
from providing services (income from services).

The question is whether a seller can transfer the 
rights to earnout payments or a profits interest to a 

trust without triggering the assignment of income 
doctrine. This chapter examines the following issues: 
(i) when the transfer of an earnout or a profits inter-
est without consideration becomes a completed gift; 
and (ii) when the assignment of income doctrine will 
permit a gift of earnouts or a profits interest to shift 
the reporting of the income to the donee.

This discussion will first show that the gift of an ear-
nout or profits interest to a trust is completed for gift 
tax purposes upon transfer, unless the transferor’s 
action or inaction still controls whether the rights 
to such property shall vest. Second, for income tax 
purposes, the assignment of income doctrine will tax 
the donor upon a gift of profits interests in trust if 
the transferor’s future services are part of the income 
producing business activity. Assignment of income 
principles need not be addressed if the transferor 
gifted the earnouts or profits interest to an irrevo-
cable grantor-trust because the grantor trust rules 
require that the grantor report the trust’s income.

I.  COMPLETING THE GIFT
The first question is, When does the gift take place 
for gift tax purposes? Generally, if earnouts or prof-
its interests are gifted into a trust, they will be 
incomplete gifts for gift tax purposes if the earnout 
or profit payments are dependent upon the perfor-
mance of future services by the transferor. Mean-
while, earnouts based on the performance of the 
underlying business that was sold will most likely be 
a completed gift upon transfer.

Generally, a gift is complete when the donor has so 
parted with dominion and control over the prop-
erty so as to leave the donor no power to change its 
disposition, whether for the donor’s own benefit or 
for the benefit of another.197 For example, Revenue 
Rule 80-186198 held that the transfer of an option at 
an exercise price below fair market value is a com-
pleted gift at the time the option is transferred, pro-
vided the option is binding and enforceable under 
state law on the date of the transfer. However, cer-
tain unvested assets at the time of gifting are not 
complete gifts, if the transferor had not yet acquired 
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the enforceable property rights to the proceeds of 
the earnout or profits interest.

If the vesting of an asset is contingent on the future 
performance of services of the transferor, then the 
transferor does not have enforceable property 
rights in the earnouts or profits interest. In Rev. Rul. 
98-21199 the transfer of non-statutory stock options, 
still conditioned on the performance of additional 
services by the Taxpayer was determined to be an 
incomplete gift. The rationale for this ruling was 
that if the Taxpayer failed to perform the services, 
the option could not be exercised. Thus, the Ser-
vice provided that, “before the Taxpayer performs 
the services, the rights that the Taxpayer possesses 
in the stock option have not acquired the charac-
ter of enforceable property rights susceptible of 
transfer for federal gift tax purposes…. [Taxpayer] 
can make a gift of the stock option for federal gift 
tax purposes only after [Taxpayer] has completed 
the additional required services because only upon 
completion of the services does the right to exer-
cise the option become binding and enforceable.”200 
This principle can be applied to earnouts or profits 
interests, which are still contingent on the services 
of the seller/transferor. If the transferor has not yet 
“earned” the rights to the earnouts or profits inter-
ests, because their continued performance of ser-
vices are still conditioned under the agreement, 
then they have not yet acquired a beneficial interest 
in the property that may be transferred for gift tax 
purposes. A taxpayer who is still required to perform 
services to receive the rights to earnouts or profits 
interests still has dominion and control over such 
property, since the taxpayer’s action or inaction 
determines the disposition of the earnouts or profits 
interests.201 Thus, a transfer of an unvested earnout 
or an unvested profits interest due to the required 
future performance of services of the transferor is 
an incomplete gift for gift tax purposes.

If the earnout or the profits interest is not subject 
to the performance of future services by the trans-
feror, they are considered completed gifts upon 
transfer.202 In Knott v. Comm’r, the Taxpayer was 
entitled to the profits interests as a limited partner 
in a partnership that constructed houses for sale 

and apartments for rent.203 Here, the partnership 
had sufficient funds to maintain its operations and 
make profit payments to the Taxpayer. Under the 
partnership agreement, the Taxpayer need not con-
tribute more capital or services to the partnership 
to receive his interests.204 When the Taxpayer trans-
ferred his profits interests directly to his two chil-
dren, the court held there was a completed gift and 
valued the profits interests for gift tax purposes on 
the date of transfer.205 Thus, it is likely that a trans-
fer of earnouts or profits interests which are merely 
contingent on the performance of the underlying 
business, which is not subject to the action or inac-
tion of the transferor, will be a completed gift for 
gift tax purposes on the date of transfer.

As we discussed in the prior chapter, the meas-
ure of whether there is a taxable event upon the 
receipt of a profits interest in connection with the 
performance of services is whether the recipient 
would receive a current distribution if the assets of 
the entity were sold at their then fair market value 
with the proceeds distributed in liquidation. How-
ever, the liquidation test does not reflect what may 
be a significant value to the right to share in future 
growth and appreciation. Presumably, as some of 
the earlier courts found, it is too difficult or spec-
ulative to quantify that “option” value in the con-
text of a service provider. However, the liquidation 
approach may not be applicable when valuing a 
profits interest for gift tax purposes.206

II.   APPLICATION OF THE ASSIGNMENT 
OF INCOME PRINCIPLES

The assignment of income doctrine is generally 
invoked to prevent a taxpayer who has earned 
income from escaping taxation by assigning his 
or her right to receive payment.207 In the case of 
the transfer of a profits interest, the assignment of 
income doctrine will likely apply if the transferor still 
participates in the underlying business, in that s/he 
has control over the business as income is being 
earned. Meanwhile, for an earnout, the assignment 
of income doctrine will likely be applied where the 
donor earned the rights to such interests as com-
pensation for his or her services, so as to cause the 
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respective income to be taxable to the donor (and 
not the trust). Further, where the earnout is merely 
dependent on the success of the business, and espe-
cially when the transferor already recognized his/
her deferred income under Code section 453, then 
upon gifting the assignment of income doctrine 
should not be applicable. Nevertheless, it must be 
remembered that an earnout is usually governed by 
the installment sale rules. Thus a transfer of an inter-
est in an earnout, unless to a grantor trust, may be 
viewed as a disposition of an installment obligation. 
The question is: how much is subject to taxation at 
the time of the transfer? Is it the value of the earnout 
at the time of the transfer (which presumably would 
be quite low), or is it an open transaction, that tax-
ation of which will depend upon how much is ulti-
mately realized? This is an unsettled question.

A.  Profits-Only Interests

In the case of the transfer of an earnout or profits 
interest, the assignment of income doctrine will likely 
turn on whether the donor controls the income-pro-
ducing property as the income is earned. In Helver-
ing v. Horst, the tax court ruled that the taxpayer 
should pay income taxes on the interest produced 
by a bond, after he gifted one year’s worth of inter-
est income from the bond to his son.208 Notably, the 
court stated that, “[Taxpayer], as owner of the bonds, 
had acquired the legal right to demand payment at 
maturity of the interest specified by the coupons 
and the power to command its payment to others 
which constituted an economic gain to him.”209 Prof-
its interests, which are typically paid to service pro-
viders or partners with “sweat equity,”210 may have a 
partner/transferor that still controls the underlying 
business as the income is being earned. A trans-
fer of such profits interests parallels the transfer of 
bond’s interest in Horst,211 where the transferor still 
controlled the disposition of the underlying princi-
pal. Thus, if the donor participates in the underlying 
business generating the profits interest, in that his/
her action or inaction controls the underlying busi-
ness as the income is earned, then the assignment 
of income doctrine will apply.

Another possible rule that could come into play is 
Code section 704(e), the family partnership rule. 
This provision requires the donor of a gifted part-
nership interest to take into account its reasonable 
compensation for services.

B.  Earnouts
The assignment of income doctrine should be 
applied to an earnout only where the donor earned 
the right to an earnout as compensation for his or 
her services. It should not apply with respect to an 
earnout that is based on the performance of the 
business (i.e. “an assignment of the tree that pro-
duces the fruit”). Whether or not an earnout was 
earned from compensation for services or from the 
performance of the underlying sold business is a 
question of fact.

When an earnout is used and the earnout terms will 
vary depending upon the circumstances, such as:

•	 The seller and the buyer cannot agree upon a 
value for the operating business or feel uncom-
fortable relying upon a valuation report pre-
pared by a qualified appraiser

•	 The seller will continue to participate as part 
of the operating business after it is sold, and 
the buyer desires to provide the seller with an 
incentive to actively participate and grow the 
business

•	 The seller will not participate after the busi-
ness is sold but can impact future performance 
directly or indirectly and ensures that the seller 
will not divert future customers

•	 The seller and the buyer should share the 
risks of underperformance and the benefits of 
increased profitability

•	 The business has a different value to the buyer 
because the buyer can reduce costs through 
economies of scale or the buyer has a distribu-
tion channel that can increase sales212

Depending on the terms to the sale of the underly-
ing business, earnouts may be earned as compensa-
tion for the transferor’s future provision of services 
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for the business. By analogy, the IRS in its Private 
Letter Rulings for non-qualified stock options gifted 
into trusts, has held that the transferor (or the trans-
feror’s estate if s/he is deceased) will still pay the 
income taxes upon the trustee’s exercise of the 
options.213 In these cases, the transferor received 
the stock options as compensation for their employ-
ment. Thus, the Service applied Code section83 of 
the Code in their PLRs.214 Note that the continued 
employment of the transferor was not dispositive 
for the application of Code section83. The taxpay-
ers/transferors were taxed with the gain after the 
exercise of the options, whether or not they were 
required to remain in the employ of the options-is-
suer.215 Earnouts that are earned from the contin-
ued participation of the transferor in the underly-
ing business, or the requirement of the transferor’s 
non-competition against the sold business are likely 
compensation for performance of services and will 
be subject to the assignment of income principles.

If the earnout was not a compensation substitute 
and does not require any further action of the trans-
feror, in that receipt of proceeds is merely depend-
ent on the success of the underlying business, the 
assignment of income doctrine will not apply. If the 
seller realized a gain upon the sale of the business 
using an earnout and gain reporting was under the 
Code section 453 installment method, the gain can-
not be assigned. In Revenue Rule 67-167,216 the Tax-
payer gifted his interest in an installment note to an 
irrevocable, non-grantor trust for the benefit of his 
sister. The Service held that a gift in a non-grantor 
trust of an installment obligation effected a “dis-
position” of the obligation within the meaning of 
Code section 453B and resulted in recognition of 
the deferred gain by the transferor at the time of the 
gift transfer.217 In a completed gift to a non-grantor 
trust, the transferor realized the gain at the date of 
the installment sale, the disposition by gift required 
the gains be reported.218 Thus, there is no further 
application of the assignment of income doctrine 
on the proceeds received by the trust, since the 
transferor already reported gain from the underly-
ing sale at the time of gifting.

Note, however, that transfers to a trust subject to 
the grantor-trust rules is not a disposition of prop-
erty subject to Code section 453B, and the trans-
feror will not be required to recognize gain on the 
installment obligations at the time of gifting.219 
Thus, a gift to an irrevocable grantor trust, wherein 
the grantor/transferor is treated as the owner of the 
trust assets for income tax purposes, will still be 
required to pay income taxes on the earnout’s pro-
ceeds as they are received by the trust. In Revenue 
Rule 81-98,220 the Taxpayer transferred an install-
ment note he had received pursuant to a sale as to 
which he elected installment treatment to an irrev-
ocable, grantor-trust. The trust agreement required 
payment of the interest received on the note to the 
beneficiary, and the deferred profit and return of 
capital to the taxpayer.221 The Service provided that, 
“in selling the property for the installment obliga-
tion, the [Taxpayer], as did the taxpayer in Horst, 
created the right to receive payments on the install-
ment obligation. The grantor [Taxpayer], by retain-
ing the right to receive the portion of each install-
ment payment representing the deferred profit, as 
well as the return of capital (principal), cannot avoid 
being taxed on the interest income even though the 
gift of the interest prior to its payment prevented 
the income from vesting in the taxpayer’s posses-
sion. Thus, the use of a trust to assign the interest 
payments to [another party] is ineffective for federal 
income tax purposes.”222 The Service then required 
the Taxpayer to report the gain on the deferred prof-
its and interest income as the proceeds from the 
installment note are received by the trust.223 Unlike 
a gift to a non-grantor trust, where the transferor 
recognizes gain on the installment notes at the time 
of transfer, a gift of an earnout to a grantor-trust will 
still treat the grantor/transferor as owner of the ear-
nouts held in trust for income tax purposes.

III.  CONCLUSION
In sum, a completed gift of an earnout or profits 
interest in trust hinges on whether the transferor can 
control the vesting of such interests. If the transferor 
is still required to perform future services in order 
for the earnout or profits interests to vest, then the 
transferor is still exerting dominion and control over 
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such interests, thereby resulting in an incompleted 
gift for federal tax purposes.

Further, the assignment of income doctrine applies 
differently towards earnouts and profits interests. 
For profits interests, the transferor’s control over the 
underlying business will result in the application of 
assignment of income doctrine. If the transferor’s 
actions still control the underlying business as the 
income is being earned, then the transferor will still 
be deemed the continued owner of such income 

for income tax purposes. Similarly, if an earnout is 
structured as compensation for the transferor’s per-
formance of services, then the transferor will still be 
required to recognize such income. However, if the 
earnout is earned solely from the performance of 
the underlying sold business, without the required 
future services of the transferor, the assignment of 
income doctrine will not apply, when the transferor 
also recognized gain on the earnouts at the time of 
gifting under Code section 453. 
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203	 Knott v. Comm’r, 55 T.C.M. 424 (1988).

204	 Id.

205	 Id.

206	 See, e.g., Knott v. Comm’r, 55 T.C.M. 424 (1988) (which de-
termined value of profits interest for gift tax purposes by 
applying a 10 percent discount rate to the projected fu-
ture income stream).

207	 See Helvering v. Horst, 311 U.S. 112, 116 (1940). Helver-
ing v. Horst is an early example of the principle that if a 
taxpayer desires to transfer income produced by property 
to another taxpayer, one must transfer both the “tree” that 
produces the “fruit” and the right to the fruit itself. If one 
transfers only the fruit and retains the tree, the transferor 
is taxed on the income. The principle used by the Supreme 
Court in Helvering v. Horst stands for the proposition that 
if the taxpayer retains the income-producing property, 
the taxpayer cannot assign away the reporting of that in-
come gifted to another taxpayer. The result in Helvering v. 
Horst hinges on the ability of the income-producing as-
set’s owner to direct who collects the income.

208	 Id.

209	 Id. Note also that this statement is opposite to a long-
standing principle that a gift of appreciated property is 
not a realization event by the donor. See Jerome M. Hesch 
and David J. Herzig, Helvering v. Horst: Gifts of Income 
from Property, 42 ACTEC L.J. 35 (Spring 2016).

210	 See Profits Interests, Practical Law Practice Note 3-422-
4189.

211	 Id.

212	 See Jerome M. Hesch and Stephen Breitstone, A Financial 
and Income Tax Analysis of Earnouts, 58 Tax Management 
Memorandum 42 (Jan. 23, 2017).

213	 PLR 96-16-035; PLR 1999-52-012; PLR 1999-27-002.

214	 Id.

215	 Id. Note PLR 1999-27-002 (the only case where the trans-
feror/taxpayer was not required to be employed under the 
options-issuer).

216	 1967-1 C.B. 107.

217	 Id.

218	 Under I.R.C. § 453B, the reported gain is measured by the 
value of the note over its basis, if the gift tax value is less 
than note principal.

219	 Rev. Rul. 74-613, 1974-2 C.B. 153.

220	 1981-1 C.B. 40. Jerome M. Hesch, Dispositions of Install-
ment Obligations by Gift or Bequest, 16 Tax Management 
Estates, Gifts and Trusts Journal 137 (1991).

221	 Id.

222	 Id.

223	 Id.


	_Ref314463597
	_Ref314634515
	_Ref442199349
	_Ref317928500
	_Ref317928409
	_Ref317932824
	_Ref317989542
	_Ref318471919
	_Ref318116187
	_Ref318171296
	_Ref317930044
	_Ref357308900
	_Ref317931146
	_Ref317646234
	_Ref317931831
	_Ref318473504
	_Ref357324472
	_Ref357324052
	_Ref318787647
	_Ref318787680
	_Ref318681748
	_Ref318471367
	_Ref317950764
	_GoBack
	_Hlk482720655
	_Hlk482723302
	_Hlk51437974

