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An “earn-out” is an arrangement where the vendor of an asset, usually a business, 
is paid an amount by a purchaser that is contingent upon later events. 
 
For example, a vendor might sell their business for $1million up-front and an amount equal to 50% of next 
ȅŜŀǊΩǎ ǇǊƻŦƛǘǎΦ  ¢ƘŜ ŀƳƻǳƴǘ ǘƘŀǘ ƛǎ ŎŀƭŎǳƭŀǘŜŘ ōŀǎŜŘ ƻƴ ƴŜȄǘ ȅŜŀǊΩǎ ǇǊƻŦƛǘǎ ƛǎ ƪƴƻǿƴ ŀǎ ŀn earn-out. 
 
Earn-out arrangements are used by purchasers to try to minimise their risk of paying too much for an asset.  In 
the case of buying a business, an earn-out arrangement based on future profits means that if the business does 
not deliver the expected level of profits, the overall amount to be paid to the vendor is reduced. 
 
These arrangements are used by vendors to try to share in the upside of a business.  In the case of the sale of a 
business the vendor may have expectations that profits will continue to grow (which view might not be shared by 
the purchaser) and being paid an amount based on future profits means that they can get more for the sale of 
their business if the profits do grow. 
 
From a tax perspective earn-outs are tricky. 
 
The ATO have long taken the view (since they published a ruling TR 93/15 in 1993) that when a vendor sells an 
asset under a contract that includes an earn-out provision that the amount of money to be received under the 
earn-out arrangement is a separate “asset” created in them by the purchaser (a right).  This right needs to be 
valued at the time that the contract is entered into, and the value included as proceeds for the disposal of the 
asset that was sold. 
 
For example, if the vendor sold their business for $1 million up-ŦǊƻƴǘ ŀƴŘ ŀƴ ŀƳƻǳƴǘ Ŝǉǳŀƭ ǘƻ рл҈ ƻŦ ƴŜȄǘ ȅŜŀǊΩǎ 
profit they would be required to calculate, at the time of exchange of contracts, what they expected that 50% 
ƻŦ ƴŜȄǘ ȅŜŀǊΩǎ ǇǊƻŦƛǘ ǘƻ ōŜ ǿƻǊǘƘΦ  {ŀȅ ǘƘŀǘ ǘƘŜȅ ŜȄǇŜŎǘŜŘ ǘƻ ǊŜŎŜƛǾŜ ϷтрлΣллл ŀǎ ƴŜȄǘ ȅŜŀǊΩǎ ǇǊƻŦƛǘ ǿŀǎ ŜȄǇŜŎǘŜŘ 
to be $1.5 million.  They would need to include $1.75 million in their tax calculations as the sale price of their 
business (being the $1 million up-front and the $750,000 right they received). 
 
When the payment is later received as a result of the earn-out, a separate taxing point arises.  The vendor needs 
to compare the amount that they receive against the amount they expected to receive, and they will then make a 
gain or a loss on that separate asset (the right).  This is particularly unfair as the right is only created at the time of 
the business sale, and is not an asset that might be a pre-CGT asset (as the business might be if it was started 
prior to 20 September 1985) and it not an “active asset” for the purposes of the small business CGT concessions.  
In addition if the vendor makes a capital loss as a result of an earn-out this can occur in a different income year 
than the year in which the gain arose, meaning that they cannot offset the loss against the earlier gain. 
 
To cƻƴǘƛƴǳŜ ǿƛǘƘ ǘƘŜ ǇǊŜǾƛƻǳǎ ŜȄŀƳǇƭŜΣ ŀǎǎǳƳŜ ǘƘŀǘ ƛƴ ŀ ȅŜŀǊΩǎ ǘƛƳŜ ǿƘŜƴ ǘƘŜ ƴŜȄǘ ȅŜŀǊΩǎ ǇǊƻŦƛǘ ƛǎ ƪƴƻǿƴΣ ǘƘŜ 
vendor receives and earn-out payment of $1 million (as the profit is $2 million).  In this case they will make a 
$250,000 capital gain (being the $1 million less the expected amount of $750,000).   
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Instead if they received only $500,000 (as the profit is $1 million) they would make a $250,000 loss (being the 
$500,000 less the expected amount of $750,000).  The loss would not be able to be offset against any gain from 
the sale of the business if the loss occurred in a different financial year from the sale. 
 
Prior to the ATO issuing draft ruling TR 2007/D10 our understanding of the position of the purchaser was more 
straightforward.  They would simply include in their cost base any amount they paid to acquire the assets under a 
contract that includes an earn-out. 
 
In draft ruling TR 2007/D10 the ATO confirm that their view of the vendor’s position remains unchanged, but their 
view on what occurs for the purchaser is very different.  They consider that the purchaser also needs to estimate 
what they will need to pay under the earn-out and that the estimated amount will form part of the cost of the 
assets acquired.  This is regardless of what is actually paid under the earn-out arrangement. 
 
The ATO have consulted with the accounting and taxation professional bodies about their draft ruling, and as 
recently as 30 April 2008 this year the professional bodies put submissions into the ATO requesting that they 
apply a “look through” approach to earn-out arrangements.  This would result in any profit or loss on the earn-out 
being taken into account in the calculations of a gain or loss on the sale of the underlying assets.   
 
For example, in the case above where a capital loss of $250,000 was made on the earn-out arrangement, this 
could effectively be offset against the original gain on sale. 
 
In addition if the underlying assets were acquired prior to 20 September 1985 (“pre-CGT”) or were active assets 
the earn-out would receive the same pre-CGT or active asset treatment. 
 
While the ATO have not yet finalised their ruling, the professional bodies’ submission only recommended that a 
look through approach be applied to a “standard” earn-out arrangement.  They described a standard 
arrangement as one where: 
 

¶ The duration of the earnout is no more than 5 years; 

¶ At the time of entering into the contract the expected earnout payments are likely to be no more than 
50% of the total consideration for the arrangement; 

¶ The earnout payments are based on factors that are sufficiently connected with the relevant asset, 
business or entity (for example, an earnout on the sale of shares in a company calculated by reverence to 
the performance of a share market index would not qualify); and 

¶ The earnout entitlement is to a pecuniary amount as compared with non-pecuniary assets such as shares 
(aligned to the discussion about deferred purchase arrangement warrants). 

If you are advising on an earn-out arrangement you may want to ensure that the earn-out arrangement is 
considered standard so that if a look through approach is approved by the ATO, you or your client can benefit 
from that treatment. 

It is not clear whether the ATO will be changing their view on the purchaser’s position. 

Andrew Noolan is a director of SBN Lawyers Pty Ltd and advises professionals and their clients on the tax 
implications of various transactions such as business sales, structuring and transactional issues. 


