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Limits to capital gains exemption – Taxation of earn-outs 

Introduction 

In this final installment of our series on the limitations of capital 

gains tax exemptions, we address the issue of the recharac-

terization of a tax-exempt gain as taxable income in the context 

of earn-out clauses. 

Issue at Stake 

It is common for business sale agreements to include a clause 

known as an “earn-out.” This provision stipulates that part of 

the purchase price is paid to the seller at a later date, contin-

gent upon the occurrence of certain future events. Typically, 

the price includes a fixed portion and a variable portion, the 

latter depending on factors such as obtaining administrative 

approvals, achieving specific revenue targets, or resolving 

pending legal disputes. 

In principle, the entire gain realised from such a sale qualifies 

for the tax exemption provided under art. 16 para. 3 of the 

Swiss Federal Direct Tax Act (FDTA). However, under certain 

conditions, the tax authorities may reclassify the earn-out as 

taxable income if they believe it compensates something other 

than the mere transfer of shares. This may occur, for example, 

when the company’s value is closely tied to the seller’s per-

sonal involvement and the agreement includes continued em-

ployment or a non-compete clause. 

Key factors to consider 

Unlike cases involving indirect partial liquidation or transposi-

tion, there is no statutory provision or official circular specifying 

the conditions under which such a recharacterization may oc-

cur. Nevertheless, relevant case law provides guidance on the 

factors to consider. 

The primary question is whether the earn-out truly compen-

sates the transfer of shares or rather some other obligation by 

the seller. If it is found to reward the continuation of an employ-

ment relationship or the respect of a non-compete clause, the 

earn-out will be treated as dependent gainful income, subject 

to both income tax and social security contributions. 

Indicators that may lead to such a recharacterization include:  

- A decrease in the seller’s salary following the transac-

tion, suggesting that the earn-out partially compensates 

for this reduction; 

- A sale price that does not align with market value (arm’s 

length principle), where an inflated price may indicate 

that part of it compensates for other commitments; 

- Unequal treatment of multiple sellers, such as higher 

earn-outs for those required to remain employed for a 

specific period after the sale; 

- A contractual condition linking the earn-out payment to 

the continuation of employment or compliance with a 

non-compete clause, clearly indicating it constitutes em-

ployee compensation rather than payment for the sale 

of shares. 

In companies where performance and valuation are heavily re-

liant on one or more key individuals, it is essential that the com-

ponents of the sale price are clearly defined in the agreement. 

From the seller’s perspective, this means ensuring: 

- the sale price reflects market value (possibly supported 

by an independent valuation), 

- any continued salary post-sale remains consistent with 

prior compensation, 

- there is no contractual link between the earn-out pay-

ment and continued employment or compliance with a 

non-compete clause. For the latter, it is often preferable 

to include a standard penalty clause rather than a con-

ditional earn-out. 

Conclusion 

The legal uncertainty surrounding the reclassification of earn-

outs highlights the need for caution—particularly when a com-

pany’s value is closely linked to its seller. Careful drafting of 

contractual provisions is essential to mitigate risks. That said, 

earn-outs typically result from complex negotiations between 

parties with diverging interests. As with any sale or restructur-

ing transaction, professional advice is vital, and where appro-

priate, it is advisable to request a ruling from the tax authori-

ties. 
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