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IRS rules that certain milestone 
payments are not success-based fees 

In brief  
In CCA 201234027, the IRS addressed the treatment of milestone payments for 

purposes of applying the 70/30 safe harbor rule for success-based fees set forth in 

Rev. Proc. 2011-29. The IRS concluded that nonrefundable milestone payments made 

to a service provider in connection with a covered transaction described in Reg. sec. 

1.263(a)-5(e)(3) are not success-based fees;  thus, the 70/30 safe harbor is not 

applicable.   

 

Background  
A taxpayer generally must capitalize amounts paid to facilitate a transaction 

described in Reg. sec. 1.263(a)-5(a). For this purpose, an amount is considered paid 

to facilitate a transaction if the amount is paid in the process of investigating or 

otherwise pursuing the transaction, which is determined on the basis of facts and 

circumstances. Costs that do not facilitate a transaction do not need to be capitalized.  

 

Special rules apply to "covered" transactions described in Reg. sec. 1.263(a)-5(e)(3) 

(certain acquisitive transactions) to identify costs that do and do not facilitate a 

transaction.  Under these rules, costs that are not inherently facilitative and that are 

incurred before a bright-line date are not required to be capitalized.   Costs incurred 

on or after the bright-line date, as well as any inherently facilitative costs, generally 

must be capitalized. 

 

The regulations also provide a special rule for amounts that are contingent on the 

successful closing of a covered transaction (success-based fees).  Under Reg. sec. 
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1.263(a)-5(f), a success-based fee is presumed to be facilitative unless a taxpayer 

provides adequate documentation to support an allocation of the fee to activities that 

do not facilitate the transaction.  These documentation requirements created a 

significant amount of controversy between the IRS and taxpayers. 

In an effort to reduce controversy, the IRS issued Rev. Proc. 2011-29, which set forth 

a safe harbor for allocating success-based fees paid in connection with a covered 

transaction. Under this safe harbor, a taxpayer may elect to treat 70 percent of all 

success-based fees as nonfacilitative, and treat the remaining 30 percent of the 

success-based fee as a capitalizable facilitative cost (70/30 safe harbor).  The safe 

harbor is effective for success-based fees paid or incurred in taxable years ending on 

or after April 8, 2011. (For prior coverage of Rev. Proc. 2011-29, see WNTS Insight, 

"IRS seeks to minimize documentation controversy with safe-harbor election for 

success-based fees," April 14, 2011.) 

 

What are milestone payments? 

Service providers (generally investment bankers and to a lesser extent law firms) 

assisting taxpayers with the investigation of a covered transaction are more 

frequently requiring payments upon the occurrence of certain events (e.g., the 

issuance of a fairness opinion, signing a merger agreement, or obtaining shareholder 

approval) or passage of time (so-called milestone payments).  Milestone payments 

are generally creditable against the total amount due upon the successful 

consummation of the transaction but are nonrefundable in the event the transaction 

ultimately is unsuccessful.  

 

Rev. Proc. 2011-29 did not specifically address whether nonrefundable milestone 

payments would be viewed as a component of a success-based fee for purposes of 

applying the 70/30 safe harbor. 
 

What did the IRS conclude in CCA 201234027? 
In CCA 201234027, the taxpayer, under the terms of an engagement letter, will pay a 

service provider $10 million upon the successful closing of a covered transaction. 

Pursuant to the agreement, the service provider will receive a $1 million milestone 

payment when the merger agreement is signed and an additional $1 million 

milestone payment upon shareholder approval of the transaction. Both milestone 

payments will be applied as a credit against the total $10 million fee due upon 

successful consummation of the covered transaction. In the event that the transaction 

does not successfully close, the milestone payments of $2 million are nonrefundable. 

The IRS stated that the nonrefundable milestone payments described in the CCA are 

incurred upon the occurrence of a specified milestone event rather than the 

successful closing of the covered transaction. Therefore, the IRS concluded that the 

milestone payments are not success-based fees. As a result, the IRS concluded that 

the taxpayer may apply the Rev. Proc. 2011-29 safe harbor only to the remaining $8 

million payment, and that the taxpayer must establish, based on all the facts and 

circumstances, whether the investment banker's activities were facilitative under Reg. 

sec. 1.263(a)-5(e).  

 

http://www.publications.pwc.com/DisplayFile.aspx?Attachmentid=4465&Mailinstanceid=20275
http://www.publications.pwc.com/DisplayFile.aspx?Attachmentid=4465&Mailinstanceid=20275
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What is the impact of CCA 201234027? 

In light of the IRS position regarding the treatment of milestone payments as stated 

in CCA 201234027, taxpayers electing to apply the 70/30 safe harbor will be required 

to separately analyze any nonrefundable milestone payments paid in conjunction 

with a covered transaction.   The proper Federal income tax treatment of the 

milestone payments should be based on the nature of the services provided as well as 

when those services were performed relative to the bright-line date.   

 

The facts in the CCA state that the milestone payments at issue were due upon the 

occurrence of two specific events (i.e., the signing of a merger agreement and 

obtaining shareholder approval).  In other cases, milestone payments may be due at 

the time of the issuance of a fairness opinion or be based solely on the passage of 

time.  In all these situations, taxpayers will need to analyze and document the nature 

of the underlying services that were provided and evaluate whether such services, or 

a portion thereof, facilitate a covered transaction and must be capitalized.   

 

Observation:  The IRS position as stated in CCA 201234027 is likely to rekindle 

some of the documentation controversy the IRS had attempted to eliminate with the 

publication of Rev. Proc. 2011-29.  Taxpayers should carefully review engagement 

letters with service providers to ensure that any milestone payments are properly 

identified and that documentation is gathered to support the taxpayer's conclusions 

regarding the appropriate Federal income tax treatment of any such payments.    

Observation:  Under Reg. sec. 1.263(a)-5(f), a taxpayer must complete certain 

specific documentation requirements in support of the appropriate Federal income 

tax treatment of success-based fees on or before the due date of its timely filed 

original Federal tax return (including extensions) for the tax year during which the 

transactions closes.  As a result of the IRS's conclusion in CCA 201234027 that 

milestone payments are not success-based fees, this regulatory deadline to obtain 

documentation for success-based fees will not apply to any documentation necessary 

to support the appropriate Federal income tax treatment of milestone payments. In 

practice, however, it is generally advisable for taxpayers to obtain relevant supporting 

documentation in support of the Federal income tax treatment of these payments as 

soon as possible. 

For more information, please do not hesitate to contact: 
Jeff Brooks  (267) 330-6201  jeffrey.t.brooks@us.pwc.com 

Jennifer Kennedy (202) 414-1543  jennifer.kennedy@us.pwc.com 

George Manousos (202) 414-4317  george.manousos@us.pwc.com 
James Liechty (202) 414-1694  james.f.liechty@us.pwc.com 

Link to WNTS Insight archive: http://www.pwc.com/us/en/washington-national-

tax/newsletters/washington-national-tax-services-insight-archives.jhtml 

This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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