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The Anti-Gross-Up: Reducing the Tax Gross-
Up by the Recipient’s Tax Benefits

Islame Hosny

In many tax gross-up arrangements, the recipient may receive an incremental

tax benefit from the gross-up. Yet, reducing the gross-up by the value of that benefit
can become a contentious topic in many transactions because of the difficulty in
computing the amount of the benefit. On the one hand, the incremental tax benefit
would ostensibly reduce the recipient’s tax cost, and thus the gross-up. On the other
hand, however, the reduced gross-up reduces the incremental tax benefit — creating
a seemingly endless chain of adjustments to the tax gross-up. This article presents
an approach for determining the proper downward adjustment to the gross-up in
situations where the gross-up provides a tax benefit to the recipient.

A PRELIMINARY FRAMEWORK:
COMPUTING REDUCTIONS TO
PAYMENTS NOT SUBJECT TO GROSS-
UP WHERE THE RECIPIENT RECEIVES
A TAX BENEFIT FROM THE PAYMENT

In searching for the proper model to articulate a
possible formula, it may be helpful to first con-
sider a situation that involves no gross-up. For
example, assume A promises to pay B $100 but
that amount is subject to reduction for any tax
benefit realized by B from the $100 payment.
Assume further that B is subject to a 10% state
income tax rate and a 37% federal income tax
rate.! Our goal is to find the proper reduction
to the $100 payment to B such that after such
reduction, the tax benefit that B receives from
the remaining paymentis equal to the reduction.
This can be modelled by the following equation:
(p - r) xs =r, where p is the unadjusted payment,
r is the reduction to the unadjusted payment on

account of the tax benefit arising from the pay-
ment, and s is the tax rate used to determine the
tax savings or benefit derived from the payment.
Solving for r (see Exhibit 1) yields Formula a:
r=ps/(1+s).

Substituting the values from the above example
for the variables in Formula a would result in the
following: r = (($100 x (0.1x 0.37)))/(1+ (0.1x 0.37))
= (($100 x 0.037))/1.037 = $3.70/1.037 = $3.57,
which means that the $100 payment should be
reduced by $3.57.

To confirm that this is correct, the net pay-
ment would be $100 - $3.57 = $96.43 and
would generate a federal tax deduction to B in
the amount of $96.43 X 10% = $9.64 and which
would have a value of $9.64 X 37% = $3.57.
Thus, the reduction to the unadjusted payment
is equal to the value of the tax benefit from the
adjusted payment. Another way of looking at

Islame Hosny is counsel and a member of the tax group at Pryor Cashman LLP. All views expressed
herein are the author’s and do not necessarily represent the views of Pryor Cashman LLP. Copyright 2024

Islame Hosny. All rights reserved.

CONTINUED ON PAGE 3

:":* Thomson Reuters™



Journal Of Taxation

BOARD OF CONTRIBUTING EDITORS

Sheldon I. Banoff, J.D.
Katten Muchin Rosenman LLP
Chicago

Megan L. Brackney, LL.M.
Kostelanetz & Fink, LLP
New York

Carol Conjura, CPA, J.D.
KPMG LLP
Washington, D.C.

Peter J. Connors, LL.M.
Orrick, Herrington & Sutcliffe LLP
New York

David L. Forst, J.D.
Fenwick & West LLP
Mountain View, California

Edwin Geils, J.D.
PricewaterhouseCoopers LLP
Washington, D.C.

Thomas W. Giegerich, LL.M.

Senior Lecturing Fellow
Duke University School of Law
Durham, N.C.

Sanford H. Goldberg, J.D.
Roberts & Holland LLP
New York

Susan M. Grais, LL.M., CPA
Ernst & Young LLP
Washington, D.C.

Walter Hellerstein, J.D.
University of Georgia Law School
Athens

Charles E. Hodges I, LL.M.
Jones Day
Atlanta

Richard M. Lipton, J.D.
Baker & McKenzie LLP
Dallas

Dan L. Mendelson, CPA, LL.M.
Boynton Beach, FL

Michael J. Miller, J.D.
Roberts & Holland LLP
New York

Michael D. Mulligan, J.D.
Lewis, Rice & Fingersh, L.C.
St. Louis

Gregory L. Needles, LL.M.
Morgan, Lewis & Bockius LLP
Washington, D.C.

Mark A. Opper, LL.M.
Ernst & Young LLP
Washington, D.C.

Paul J. Schneider, J.D.
Philadelphia

Louis S. Weller, J.D.
Weller Partners LLP
San Francisco

MANAGING EDITOR :
Bridget M. Moran, JD
Email: bridget.moran@thomsonreuters.com

Journal Of Taxation is also available on Thomson
Reuters Checkpoint® and Westlaw.

For more information, or to subscribe, please call
800-327-8829 or visit tax.thomsonreuters.com/en/
checkpoint

REPRODUCTION AUTHORIZATION

Authorization to photocopy items for internal or personal
use, or the internal or personal use by specific clients, is
granted by Thomson Reuters for libraries or other users
registered with the Copyright Clearance Center (CCC)
for a fee to be paid directly to the Copyright Clearance
Center, 222 Rosewood Drive, Danvers, MA 01923; 978-
750-8400; www.copyright.com.

© 2024 Thomson Reuters/Tax & Accounting.
Thomson Reuters, Checkpoint, and the Kinesis
logo are trademarks of Thomson Reuters and its
affiliated companies. This publication is designed
to provide accurate and authoritative information
regarding the subject matter covered. It is sold
with the understanding that the publisher is not
engaged in rendering legal, accounting, tax, or
other professional services. If legal, accounting, or
tax advice or other expert assistance is required,
the services of a competent professional should
be sought. In response to IRS Circular 230
requirements, Thomson Reuters advises that any
discussions of federal tax issues in its publications
and products, or in third-party publications and
products on its platforms, are not intended to
be used and may not in fact be used to avoid any
penalties under the Internal Revenue Code, or to
promote, market, or recommend any transaction or
subject addressed therein.

JOURNAL OF TAXATION (THE) (ISSN 0022-4863)
(USPS 283-080) is published monthly by Thomson
Reuters, 525 Wescott Rd., Eagan, MN 55123-1340.
Periodicals postage is paid at St. Paul, MN and
additional mailing offices.

POSTMASTER: Send address changes to JOURNAL
OF TAXATION (THE), 525 Wescott Rd., Eagan,
MN 55123

Thomson Reuters™

2 | JOURNAL OF TAXATION [l JULY 2024

© 2024 Thomson Reuters
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Exhibit 1: Formula a

(p-r)xs=r
(p—-r)xs= -
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_r rs
PeItS
r+rs
.
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1+s

Formula a: Reduction for tax benefits =r =

this is that the unadjusted payment equals
the reduction to the unadjusted payment
plus the adjusted payment,? which results in
Formula b: unadjusted payment=p=r+q,
where ¢ is the after-tax-benefit payment.
Inputting the amounts from the above
example into Formula b would render the
following: $100 = $3.57 + $96.43.

Thus, B would effectively receive a total
of $100: $96.43 would be paid by A and
$3.57 would be the value of B's tax deduction
generated by the $96.43 payment made by A.
By manipulating Formula a and Formula b,
we can find g in terms of p and s (see Exhibit 2),
which produces Formula c: q=p/(1+5s).

To summarize the above, to find the
reduction for tax benefits to the unad-
justed payment we would use Formula a:
reduction for tax benefits = r = ps/(1+s) =
(($100x0.037))/1.037=$3.70/1.037=$3.57.
To find the after-tax-benefit payment, we
would use Formula c: after-tax-benefit pay-
ment = q = p/(1+s) = $100/1.037 = $96.43.

However, the above analysis does not
answer the question of how to compute the
reduction for tax benefits or the after-tax-
benefit payment in the event the payment is
subject to a gross-up.

THE ANTI-GROSS-UP: ENHANCING
THE PRELIMINARY FRAMEWORK
TO TAKE INTO ACCOUNT THE
GROSS-UP

Even though Formula a, Formula b, and
Formula c do not consider the effects of
any tax gross-ups, they do offer a helpful
framework for computing the after-tax-
benefit payment in a tax gross-up context.
For example, assume C promises to pay
D $100, subject to a gross-up, D’s federal
and state income tax rates® applicable to
the grossed-up payment are 20% and 10%,
respectively, and D’s tax rate on ordinary
income is 37%. The unadjusted grossed-up
payment would be: p/(1 - t), where p is the
after-tax payment ($100) subject to gross-
up and t is D's combined federal and state
income tax rate applicable to the grossed-
up payment. Replacing the variables in
the above formula with the values from
this example would provide the following:
unadjusted grossed-up payment=p/(1-t) =
$100/((1- (0.2 + 0.1))) = $142.86.

But, if D receives a $142.86 payment
from C, D might be overcompensated
if D also receives a tax benefit from the
$142.86 payment, for example, a federal
income tax deduction with respect to
the state income taxes imposed on the
$142.86 payment. One possible remedy
to this problem would be to adjust the

Exhibit 2: Formula c

p=r+q (Formulab)
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_(-Bs
P_(1+s)+q
(&)~ )
P=\1+s/ " \0vs/) \1+s/ 70
(&)~
p- 1+s =4
(1+s) (ps)_
px 1+s) \1+s =4
G%)-)-
1+s/) \1+s =4
p+ps—ps _

1+s

p
1+s

=q

p
1+s

Formula c: After-tax-benefit payment = q =

Exhibit 3: Formula d

After-tax-benefit grossed-up payment =

Yo P x t°
1+ C,sxth)

which can be simplified as

Formula d: After-tax-benefit grossed-up payment =

JE -
1-t+s

unadjusted grossed-up payment to take
into consideration D’s tax benefit.

The After-Tax-Benefit Grossed-Up Payment

While Formula ¢ (after-tax-benefit
payment = g = p/(1 + s)) provides a starting
point for computing the after-tax-benefit
grossed-up payment, it must be modified
to consider the effects of the gross-up. As
shown in Exhibit 3,*the grossed-up payment
reduced by the tax benefits it generates
can be represented as follows in Formula
d: after-tax-benefit grossed-up payment =
p/(1-t+s).

By inputting the figures from the above
example in place of the variables in
Formula d, we can see that the after-tax-
benefit grossed-up payment to D would
be: $100/((1 - (0.2 + 0.1) + (0.1 x 0.37))) =
$135.69.°

Thus, while the general gross-up for-
mula, p/(1 - t), furnishes a mechanism that
permits the grossing up of a payment, that
formula fails to take into consideration the
recipient’s tax benefit from the grossed-up
payment. Formula d, on the other hand,
addresses that precise issue and not only
effectuates the grossing up of a payment
but also adjusts the grossed-up payment on
account of the tax benefits of the recipient
that are produced by the grossed-up pay-
ment. However, in addition to computing
the after-tax-benefit grossed-up payment,
it may also be helpful to be able to compute
the amount of the reduction to the grossed-
up payment, or the anti-gross-up.
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Exhibit 4: Formula e

Anti-gross-up =

(o pxtY) x (Tieo X t7)
1+ Qs xtv)

which can be simplified! as

() x ()

Formula e: Anti-gross-up = (.:l%t-) % (._1 __1: - s)

The Anti-Gross-Up

Like the after-tax-benefit grossed-up pay-
ment, the formula for the anti-gross-up
can also be represented in terms of p,
s, and t. Just as Formula d, the formula
for the after-tax-benefit grossed-up pay-
ment, is derived from Formula c, the for-
mula for the anti-gross-up can be derived
from Formula a, reduction for tax benefits
=r = ps/(1 + s), which must be modified to
account for the effect of the gross-up (see
Exhibit 4), resulting in Formula e: the anti-
gross-up = (s/(1-1)) x (p/(1-t+s)).

Substituting the figures from the above
example in Formula e would yield the fol-
lowing: ((0.1 x 0.37)/(1 - (0.2 + 0.1) )) x
($100/((1- (0.2 +0.1) + (0.1x 0.37)) )) = $7.17.

Conceptually, just as the grossed-up pay-
ment can be expressed as a series of infinite
payments that become increasingly small
as the number of payments increases (see
Exhibit 5)°, the anti-gross-up can also be
viewed as the grossed-up portion of the tax
benefit component of the infinite series of
payments that constitute the unadjusted
grossed-up payment. In other words,

Exhibit 5: Unadjusted grossed-up
payment expressed as an infinite series

o o0
pr ¢ = 2100;( 03"
n=| n=l

=(100 x 0.3% + (100 x 0.3%) + (100 x 0.3%) +
(100 x 0.3%) + (100 x 0.3%) + ... (100x 0.37)
=100+30+9+2.7+0.81+..=$142.86

since the unadjusted grossed-up payment
includes a gross-up of the tax benefit stem-
ming from the unadjusted grossed-up pay-
ment, when removing the tax benefit from
the unadjusted grossed-up payment, the
portion being removed must be grossed up -
since it was grossed up when included in the
unadjusted grossed-up payment, it must be
grossed up when removed to arrive at the
after-tax-benefit grossed-up payment.

Another way of looking at the anti-gross-
up of $7.17 is as the amount that would result
if the tax benefit, arising from the after-tax-
benefit grossed-up payment of $135.69, was
grossed up. This can be shown as follows:
anti-gross-up = (s/(1- 1)) x (p/(1 -t +s)) =
(s/(1 - t)) x (after-tax-benefit grossed-up
payment) = ((s x after-tax-benefit grossed-
up payment)/(1 - t)) = ((0.037 x $135.69)/
(1-0.3)) =($5.019353/0.7) = $7.17.

Alternatively, the anti-gross-up can be
computed as the excess of the unadjusted
grossed-up payment over the after-tax-
benefit grossed-up payment. From a
logical point of view, this makes sense
because the unadjusted grossed-up pay-
ment is not reduced by the anti-gross-up
while the after-tax-benefit grossed-up
payment is reduced by the anti-gross-up.
Consequently, the difference between these
two amounts is the anti-gross-up, which
can be expressed as follows in Formula f:
anti-gross-up = (p/(1-t)) - (p/(1-t+s)).

Exhibit 6 demonstrates the equivalency
of Formula e and the alternative method for
computing the anti-gross-up represented
by Formula f.

To confirm that Formula e and Formula f
are interchangeable, we can substitute the
figures fromthe above exampleinto Formula
f: (p/(1-1)) - (p/(1- t +5)) = ($100/(1- 0.3)) -
($100/(1- 0.3 + 0.037)) = $142.86 - $135.69
= $7.17, which is the same as the anti-gross
up obtained vis-a-vis Formula e.

As an additional check, we can see
that the unadjusted grossed-up payment
($142.86) equals the anti-gross-up ($7.17)
plus the after-tax-benefit grossed-up pay-
ment ($135.69). Also, the after-tax-benefit
grossed-up payment of $135.69 should
trigger a tax liability to D of exactly $35.69,
leaving D with a net payment of exactly
$100 (see Exhibit 7).

Thus, D is neither over- nor under-
compensated by C. Accordingly, the
after-tax-benefit grossed-up payment of

Exhibit 6: Equivalence of Formula e and
Formula f

=) =)

Ta-pI—-t+s)

p-pt+ps—-p+pt
T (A-tH@A-t+s)
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- ((1 li(tl)(_lt-ths’i S)) - ((1 —L:)((11_-t: + s))
-(H)- (=)

s () * (7=e79) = () - (=9)

Formula e = Formula f

$135.69 properly takes into account the
incremental tax benefit inuring to D from
the receipt of the after-tax-benefit grossed-
up payment.

Nevertheless, before an anti-gross-up is
calculated, a cost-benefit analysis should
be performed to determine whether the
cost of computing and negotiating the
anti-gross-up would exceed any potential
tax benefit the recipient may realize from
the gross-up. For example, computing the
anti-gross-up may not be necessary in the
case of an individual recipient who is not
subject to state income taxation because
they reside in a state which does not
impose an income tax and the individual
has no income sourced to any other state.
Such a recipient would not deduct any
state income taxes against their federal
taxable income and, therefore, would not
receive a tax benefit from the gross-up
payment. Similarly, determining the anti-
gross-up may not be necessary in a situa-
tion where the amount of the gross-up is
not significant.

Exhibit 7: Summary computation
of net payment from C to D

Unadjusted grossed-up payment: $142.86
Anti-gross-up: $7.17

After-tax-benefit grossed-up payment: $135.69

State tax liability: $13.57

Value of tax benefit: 0.37 x $13.57 = $5.02

Federal tax liability: ($135.69 x 0.2) — $5.02 = $22.12
Net payment: $135.69 — $13.57 — $22.12 = $§100
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CONCLUSION

In sum, although the general gross-up for-
mula p/(1 - t) provides a helpful apparatus
to gross up a payment for taxes, it does not
take into account the recipient’s tax benefit
from the payment. However, Formula d, p/(1
- t + 5), offers a potential solution: it not only
grosses up a payment but also simultane-
ously reduces the payment by the anti-gross-
up, which does take into consideration the tax
benefit realized by the recipient. Ultimately,
determining the amount of the anti-gross-up
may assist parties to a gross-up arrangement
determine whether a downward adjustment

to the grossed-up payment is necessary. If
properly computed, the anti-gross-up could
help reduce the risk that a recipient is either
over- or under-compensated because of the
gross-up. As the magnitude of the gross-up
and the recipient’s potential tax benefit from
the gross-up increase, it may be prudent for
parties to a gross-up arrangement to con-
sider computing and negotiating the quan-
tum of the anti-gross-up.

End Notes

T Assume for simplicity that B is not subject
to any limitation on deducting state taxes in
computing B's federal taxable income.

2 The adjusted payment is hereinafter referred to

as the after-tax-benefit payment.

3 Assume for simplicity that D is not subject
to any limitation on deducting state taxes in
computing D's federal taxable income.

4 See Islame Hosny, 182 Tax Notes Federal, 283,
283-84, Jan. 8, 2024.

5 Assume for simplicity that D has ordinary
income against which D can deduct the state taxes
triggered by the grossed-up payment.

& See Hosny, supra note 4, at 284.
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