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Types of Goodwill for Income Tax Purposes

Goodwill may be owned by the business, the owners of the 
business, or both.

Treasury Regulations distinguish between corporate goodwill and 
going concern value.

Reg. 1.197-2(b)(1) provides — “Goodwill is the value of a trade or 
business attributable to the expectancy of continued customer 
patronage.

Reg. 1.197-2(b)(2) states — “Going concern value is the additional 
value that attaches to property by reason of its existence as an
integral part of an ongoing business activity.

Rev. Rul. 59-60  goodwill is an expectation that investment in the 
assets of a business will yield profits in excess of the usual return on 
those assets because of characteristics peculiar to the business. 
These characteristics may include a competitive advantage of the
business due to a special relationship with suppliers or special price 
advantages, location, the name of the firm, reputation, and well-
known brand names owned by the company.

Like Rev. Rul. 59-60, appraisers define goodwill as “the ability to 
earn a rate of return in excess of a normal rate of return on the net 
assets of the business.” S. Pratt, R. Reilly & R. Schweihs, Valuing 
Small Businesses & Professional Practices, p. 726 (3d ed. 1998).

Even though a business operates at a profit, it may have no goodwill 
because of the highly competitive nature of the business or the 
turnover of customers, necessitating constant solicitation.
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Professional Practice

Goodwill incorporates such subjective factors as the personality of a 
practice, which evolves from the professionals running it, the office 
staff, the surroundings and the patients/clients themselves.

The AMA identifies medical records, practice name, telephone 
number as factors generating goodwill.

Two Types of Goodwill

Business, Enterprise, Practice, Or Institutional 
Goodwill.
• Consists of location, computer systems, operating procedures, trained 

and assembled staff, and a patient or client base. These and other 
elements generate value over and above the entity’s net asset value, 
thus producing goodwill value.

Personal, Professional, Or Practitioner Goodwill.
• This type of goodwill has value in many, but not all, contexts.

Definition of Personal Goodwill

No universally accepted, clear-cut definition or method for 
determining personal goodwill’s value.

Personal goodwill is intangible value associated primarily with the 
individual.

Exists when the shareholder's reputation, expertise, or contacts
gives the business/practice value.

Ability, experience, or qualifications (degrees) of individuals do not 
constitute goodwill because they are not assets that can be 
purchased and sold for income tax purposes. Thus, salable goodwill 
must be more than a nontransferable degree or qualification.  The 
line, if it exists at all, between expertise and ability is fuzzy at best.
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Professional Service Organizations
Versus Commercial Businesses

Often substantial personal goodwill in a professional practice, 
particularly in one-owner or few-owner professional practices.

There might be a lesser element of personal goodwill, or even a 
negative value that some have suggested might be measured by the
imposition of a key person discount on the business. However, 
many cases hold that there can be personal goodwill in a 
commercial business.

Importance Of Individual To
Customer Development and Retention

Frazier v. Frazier — single location retail furniture store. Very little 
value, if any, could be attributed to the owner. He did not have any 
special relationship with the customers (who came from the general 
public) and he had no special relationships with suppliers. While a 
buyer would insist on a noncompete agreement, it would really have 
value only to keep the owner from an attempt to compete in a 
nearby location.

On the other hand, Martin Ice Cream and many other cases have 
found substantial personal goodwill in non-professional.

Relevance Of Goodwill Decisions
Outside The Income Tax Context

Not much
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Existence of Personal Goodwill — When Relevant

Sale of assets or liquidation by a C corporation

Sale of assets or liquidation by S corporation, where 
goodwill is a built-in gain item or the S corporation has 
earnings and profits

Valid allocation to personal goodwill eliminates double 
taxation upon both sale and liquidation

History

Originally, courts and IRS ruled personal goodwill did not exist.

Result Changed Beginning in 1930s — Tax Cases On Personal 
Goodwill.

More Recent Cases — Martin Ice Cream & Norwalk.

Absent noncompete agreement with the selling or liquidating 
business, where personal contacts and relationships are important 
to the business, personal goodwill can exist separate and apart from 
business goodwill.

Martin Ice Cream Co. v. CIR
110 T.C. 189 (1998)

Tax Court held no corporate goodwill where the business of the 
corporation is dependent on its key employees, unless the key 
employee enters into a covenant not to compete with the employing 
corporation or agreement whereby their personal relationships with 
clients become property of the corporation.

This case did not involve a sale but rather a failed attempted § 355 
split up.
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Norwalk v. CIR
TC Memo 1998-279

Liquidation of a 2-shareholder accounting corporation DeMarta & 
Norwalk, CPA's, Inc.

In 1985, DeMarta and Norwalk signed noncompete agreements with 
the corporation with a 5-year term.  The agreements expired in 1990 
and were not renewed.

On July 1, 1992, DeMarta and Norwalk left their corporation and 
became partners of the accounting firm Ireland, San Filippo (the
partnership), and transferred assets, distributed to them by the
corporation, to the partnership.

Norwalk v. CIR

The partnership did not use the corporation's name. Partnership 
agreement had noncompete agreement with CPAs..

IRS Argument.  When corporation liquidated, it distributed 
“customer-based intangibles” in addition to tangible assets —
corporation's client base, client records and work papers, and 
goodwill.

Taxpayers argued that the corporation did not own the intangibles. 
Rather, the accountants themselves owned the intangibles,.

Norwalk v. CIR 

Pay history of DeMarta and Norwalk indicated corporation did not
have excess earnings or earnings over and above a return on 
tangible assets.

Court stated — “We have no doubt that most, if not all, of the clients 
of the corporation would have ‘followed’ the accountant who 
serviced that client if the accountant would have left the 
corporation.”



6

IRS Recognizes Personal Goodwill
and Also Allows Partial Transfer

Originally, IRS ruled that personal characteristics do not constitute 
goodwill and cannot be transferred. See Rev. Rul. 60-301.

TAM 200244009 involved a complicated sale of medical practice 
assets to an unrelated physician practice management company 
through the use of several corporations and a transitory partnership. 
Service ruled that “the goodwill associated with the AAs 
[shareholder-physicians of Corp 1] and their PM [practice of 
medicine] cannot be a corporate asset in the absence of an 
employment/noncompete agreement between the corporation and 
the shareholder.”

Rev. Rul. 70-45 held that a partial transfer of goodwill may be made 
by a professional upon admission of partners to his practice, 
modifying Rev. Rul. 64-235, which had held that a partial transfer of 
goodwill by a professional cannot be made when admitting partners 
to share in his practice.

Tax Rules, Planning Opportunities and Pitfalls

Capital Asset Status Of Personal Goodwill.
• From the seller’s perspective, goodwill is a capital asset.  This principal 

should also apply to personal goodwill, but not to the licensing of the 
use of a person’s name, such as for endorsements, which is earned 
income.

• Section 1221(a) provides that the term capital asset means property 
held by the taxpayer (whether or not connected with the taxpayer's 
trade or business), but does not include the exclusions specified in 
§§1221(a)(1)-(8).  Code §§1221(a)(2) excludes intangible property used 
in a trade or business, which is subject to the allowance for depreciation 
provided in section 167.

• Self-created personal goodwill is a capital asset because § 197(c)(2) 
provides that the term "amortizable section 197 intangible" shall not 
include any section 197 intangible which is created (as opposed to 
purchased) by the taxpayer. See PLR 200243002.

• IRC §1231(a) characterizes any gain recognized upon the sale, 
exchange, or involuntary conversion of goodwill held for more than one 
(1) year as capital gain.

C & S Corporation Asset Sale — Double Tax Problem

The sale of assets by a C corporation, an S corporation with 
earnings and profits, and an S corporation subject to the built in 
gains tax, can all be subject to the double tax at the corporation and 
shareholder level when the assets are sold and then the proceeds
are distributed to the shareholders.

If the buyer will not agree to a stock purchase, the owner has a
limited number of options to minimize the double tax. Some of the 
payments can be made directly to the owner as employment, 
consulting, or non-compete payments, but these will be subject to 
ordinary income tax rates and the first two are subject to 
employment taxes as well. Employment and consulting payments 
must also have economic substance with respect to actual 
employment or consulting services performed.
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Sale of Personal Goodwill Avoids Double Taxation

If the facts permit, an even more effective solution to the double tax 
problem than employment, consulting or noncompete payments is to
allocate a portion of the purchase price to the personal goodwill of 
the shareholders.

Using current rates, a shareholder selling personal goodwill will 
retain an additional $0.30 for each $1.00 of payment allocated to 
personal goodwill rather than the self-created corporate goodwill  
(based on a 35% corporate tax rate and 15% personal capital gains 
tax rate).  In 2010, total tax of corporate sale is 45% and is 15% for 
personal sale.

Employment, consulting, or non-compete payments are taxed at the 
highest rate of 35%, plus employment taxes on the first two items.

State Income Tax

If the seller of personal goodwill is a resident of state with no 
personal income tax, the sale may be income tax free even though
the business or practice operates in many states.

Buyer’s Perspective

The buyer does not want to purchase stock because of liability risk 
and the inability to depreciate or expense any part of the purchase 
price (unless perhaps the buyer is a public company, where reported 
earnings may be more important than reducing taxes).

However, even where the buyer does purchase stock, the buyer will 
benefit if part of the allocation is to the seller's owner's sale of 
personal goodwill, as it will be amortizable if not successfully
challenged by the Service.

For assets acquired after August 10, 1993, the purchase of goodwill 
and payments for a noncompete agreement may both be amortized 
(deducted) over 15 years, unless the anti-churning or anti-abuse 
rules apply, in which case the noncompete payments are preferable 
because the goodwill would then not be amortizable.  Code § 197 
and Temp. Reg. § 1.197-1T.
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Buyer’s Perspective

Payments for employment or consulting services actually rendered
are, if reasonable, currently deductible, under § 162, and ordinary 
income to the recipient.

Buyer’s Goodwill Amortization
Under I.R.C. § 197

Purchased goodwill, like a covenant not to compete, is amortizable 
over fifteen years provided that it is (1) acquired after August 10, 
1993 (the date of the statute's enactment); (2) held in connection 
with the business;  and (3) is not "self-created" by the buyer.

Reg. 1.1060-1(b)(2)(i)(B) — a group of assets constitutes a trade or 
business its character is such that goodwill or going concern value 
could under any circumstances attach to such group.  Reg. 1.1060-
1(b)(1) defines an “applicable asset acquisition” to be any transfer, 
whether direct or indirect, of a group of assets if the assets 
transferred constitute a trade or business in the hands of either the 
seller or the purchaser. Thus, even if the sale by the individual is 
viewed separately, from the purchaser’s perspective, there are 
assets other than goodwill, which would include the sale of personal 
goodwill in an applicable asset acquisition and make it amortizable.

Purchase Price Allocation In Asset
Sale Not Necessarily Binding On IRS

A statutory allocation of the purchase price is required in the income 
tax reporting of a sale of a going business. The modified residual 
allocation method apportions the purchase price among various 
classes of assets, including amortizable intangibles in the nature of 
goodwill and going concern value.  Code § 1060; Reg. § 1.1060-
1(b)(2)(ii).

When reviewing the parties' allocation agreement, the courts give 
deference to the parties if and when the parties have competing tax 
interests because competing tax interests deter allocations that lack 
economic reality. However, if the parties do not have competing tax 
interests, the allocation agreement is strictly scrutinized. Langdon v. 
CIR, 2003-1 USTC ¶50,244 (8th Cir. Feb. 14, 2003) (unpublished) 
aff’g T.C. Memo. 2001-260.
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Allocations To Corporate Goodwill,
Personal Goodwill Or Noncompete

A buyer does not care if it pays for corporate goodwill, personal 
goodwill or a noncompete agreement because the buyer has 15 
year amortization in each case (assuming that the anti-churning rule 
does not apply).

Buyer and seller do not have competing tax interests in this 
situation.

If the parties do not have competing tax interests in allocating an 
amount to a covenant not to compete, the courts look to see 
whether the allocation is grounded in economic reality.

Example

The parties' allocation of $1 million of the $2 million sales price of a 
wholesale beer distributorship to a five-year covenant not to 
compete was reduced to $334,000 when challenged by the IRS.  
The parties’ interests were not adverse. It was unreasonable to think 
that the buyer would lose $1 million if the seller were to compete 
against it. Langdon v. CIR., 1 AFTR 2d 2003-912 (8th Cir. 2003), 
affirming TC Memo 2001-260.

Payments Purportedly For Personal Goodwill Were Self-Employment Income 
Where There Was No Appraisal And No Factual Basis For Allocation

Kennedy v. CIR, T.C. Memo. 2010-206 held that payments to an 
individual, characterized as proceeds of the sale of personal 
goodwill, were instead self-employment income. The court used its 
own analysis and did not follow the approach of IRS or Taxpayer.

Taxpayer was not liable for the 6662 accuracy penalty because he
reasonably relied on the advice of a competent CPA to prepare his 
return, acting in good faith, and providing the CPA with all relevant 
facts and documents.
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Kennedy v. CIR
Facts

Kennedy owned KCG, an employee benefits consulting firm, 
employing himself and another individual as the sole employees. 
Kennedy has no employment or noncompete agreement with KCG. 
KCG’s clients did business with KCG primarily because of Kennedy. 
Kennedy commanded loyalty among the clients. Kennedy attended 
all significant meetings with the clients.

Mack & Parker purchased KCG business by buying Kennedy’s 
personal goodwill and for consulting by KCG.

Payments were 75% for personal goodwill 25% to KCG under 
consulting agreement.  
Amount depended on the amounts Mack & Parker received from 
KCG's former clients. Kennedy had an incentive to work to ensure
that KCG's former clients continued to do business with Mack & 
Parker. Kennedy did uncompensated work for buyer.

Kennedy v. CIR
IRS Arguments

The owner of the customer list was KCG, not Kennedy. Without the
customer list, Kennedy could not transfer goodwill.

Kennedy failed to prove that Kennedy owned a goodwill asset. 
Kennedy provided no appraisal of the goodwill asset. Kennedy 
personally did not have any contracts with any clients.

Even if Kennedy owned the goodwill asset, this asset should was 
not a salable asset because its value would be based upon 
Kennedy's relationships with his customers, which, had no value 
unless Kennedy continued to perform services for the clients.

Kennedy v. CIR
IRS Arguments

Kennedy could not have personally sold goodwill because he did not 
own the employee benefits consulting business. Rather, KCG was 
the owner. In support of its contention that Kennedy could not sell 
goodwill without owning the underlying business, the IRS cites 
Baker v. Commissioner,  338 F.3d 789 (7th Cir. 2003). That case 
held that payments by State Farm to a retiring agent were for a 
noncompete agreement, as the petitioner reported on his form 8594, 
and not for a sale of his agency’s “assets.” The only “assets” not 
already owned by State Farm were the retiring agent’s employees 
and phone number, and there was no indication that the payments 
were for the successor agent’s right to use these items.
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Kennedy v. CIR
IRS Arguments

Finally, the IRS asserted that  the substance-over-form doctrine 
requires that the payments from Mack & Parker were payments for 
Kennedy's services, payments for Kennedy's promise not to 
compete, or both.

Kennedy failed to prove that the payments from Mack & Parker were 
payments for his goodwill asset.  Section 7491(a) places the burden 
of proof on the IRS only if a taxpayer produces credible evidence 
with respect to a factual issue and meets other conditions. Among 
these conditions is that the taxpayer met all substantiation 
requirements. Second, the taxpayer must maintain all required 
records and comply with the IRS's requests for information.  
Kennedy did not contend that he meet these requirements.

Kennedy v. CIR
Tax Court Reasoning

A payment to someone who provides ongoing services for the buyer
can be considered a payment for goodwill, citing three cases holding 
there was a sale of goodwill by a sole proprietor CPA.

Horton v. Commissioner — five years of payments promised to a 
solo practitioner CPA upon joining an accounting partnership—
payments that were equal to 10 percent of the fees collected by the 
partnership from clients in the city of the CPA's former practice were 
considered to be half for the CPA's pre-existing goodwill and half for 
the CPA's covenant not to compete with the partnership)

Wyler v. Commissioner — $50,000 lump-sum payment to solo 
practitioner CPA upon joining an accounting firm, a payment that
was additional to yearly $10,000 salary, was considered a payment 
for goodwill

Kennedy v. CIR
Tax Court Reasoning

Watson v. Commissioner — lump-sum payment equal to the gross 
annual receipts of selling CPA's practice who joined two new 
partners in an accounting partnership was payment for goodwill

The Tax Court held that the allocation in Kennedy’s case was not 
based on economic reality.  There was no appraisal and no factual 
basis for the allocation.  Rather, it was done for tax savings. 
Although the allocation was in the contract, Kennedy agreed to work 
for Mack & Parker for five years until his retirement, he gave Mack & 
Parker a noncompete, and  he worked for Mack & Parker for 18 
months without compensation other than relatively meager amounts
paid to KCG under the Consulting Agreement. “Under these 
circumstances, we find that the payments Kennedy received were 
not payments for goodwill” but instead were self-employment 
income.



12

Must Personal Goodwill Allocation
Be Proportionate To Equity Ownership?

No.

Selling shareholders may use allocations to personal goodwill as a 
means to allocate purchase price disproportionately with share 
ownership to reflect contributions to the business or other basis.

Form 8594; Reporting Issues

There is a dollar amount allocation required to seven categories of 
assets
I. Cash general deposit accounts (including savings and checking 

accounts) other than certificates of deposit
II. Actively traded securities certificates of deposit, and foreign currency
III. Accounts receivable, assets that the taxpayer marks to market at least 

annually for tax purposes, and debt instruments
IV. Stock in trade of the taxpayer “or other property of a kind that would 

properly be included in the inventory of taxpayer if on hand at the 
close of the taxable year, or property held by the taxpayer primarily for 
sale to customers in the ordinary course of its trade or business

V. Furniture and fixtures, equipment, land and all assets not in another 
category

VI. Covenant not to compete and other 197 intangibles except goodwill 
and going-concern value, such as patient records, trained workforce, 
franchise, trademark, trade name, operating systems, know-how (see 
form 8594 instructions)

VII. Goodwill and going-concern value

Is a Form 8594 Required to be
Filed by an Individual Selling Personal Goodwill?

The instructions to Form 8594 state that a seller of assets should file 
Form 8594 for the sale of assets that make up a trade or business if 
there is goodwill or going concern value. However, the instructions 
also state the transfer of a section 197 intangible (which includes 
goodwill), without any other assets, is not the sale of a trade or 
business.

Reg. §1.1060-1 contains the rules for applicable asset acquisitions. 
It provides — "An applicable asset acquisition is any transfer, 
whether direct or indirect, of a group of assets if the assets 
transferred constitute a trade or business in the hands of either the 
seller or the purchaser . . ., and the purchaser's basis in the 
transferred assets is determined wholly by reference to the 
purchaser's consideration. Reg. §1.1060-1(b)(1). (Emphasis added)
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Is a Form 8594 Required to be
Filed by an Individual Selling Personal Goodwill?

Additionally, Reg. §1.1060-1(b)(4) deals with asymmetrical transfers 
of assets.

Both Reg. §1.1060-1(b)(1) and (4) indicate that the form 8594 
should be filed as to the sale of personal goodwill by the seller.

How To File Form 8594 — Options
In Order Of Preference

1. The buyer files 2 forms 8594, one for the corporate seller's assets, 
and one for the shareholder's goodwill.  Then the selling corporation 
and the individual seller of goodwill each file one 8594 form.  The 
numbers will then match.  However, this flags the personal goodwill.

2. The corporation and the shareholder are both listed as sellers on 
one form 8594, which matches the buyer's 8594.

3. The individual seller of the personal goodwill does not file an 8594 
with his or her 1040, since that individual is not selling a "group of 
assets that makes up a trade or business" or even a "group of 
assets."  Instead, the personal goodwill sale is reported at line 6 of 
the selling corporation's form 8594.

Penalties

The penalties for not filing form 8594, or for omitting information, are 
substantial.  If one or more failures to file an information return 
described in subsection 6721(a)(2) (nonfiling) or 6721(a)(2)(B) (any 
failure to include all of the information required to be shown on the 
return) are due to intentional disregard, then, with respect to each 
such failure, the penalty imposed under subsection (a) shall be 
$100, or, if greater, 10 percent of the aggregate amount of the items 
required to be reported correctly. Code 6721(e)(2); Reg. §301.6721-
1(d)(4).

An exception to the penalty exists for a return other than a return 
required under section 6045(a), 6041A(b), 6050H, 6050I, 6050J, 
6050K, or 6050L.  Thus, since form 8594 is not in this list, if the form 
is required to be filed, and it isn't (or in the case of the seller and 
purchaser, it does not reflect the personal goodwill purchased) and if 
the failure to file this personal goodwill information was due to 
intentional disregard, then the nonfiling penalty is 10% of the amount 
that should have been reported.
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Penalties

Can Form 8594 Filing Be Avoided By The Individual By A Pre-Asset 
Sale Transfer Of The Personal Goodwill To The Selling 
Corporation?

Some have suggested that personal goodwill be sold by the 
shareholder to the corporation prior to the asset sale by the 
corporation. Then the corporation would be the only seller of the 
goodwill, and the personal goodwill would have been converted to
business goodwill.  To safeguard the existence of the personal 
goodwill, the seller should enter into a noncompete with the 
corporation of which he/she is a shareholder after the sale to the 
selling corporation and prior to the sale to the third party.

Issue — whether the price to the shareholder for the shareholder's 
personal goodwill prior to sale to 3d party is in whole or in part for 
the noncompete or a dividend.

Is Consistency Of Values
Required For Assets Within A Class?

No.  The allocation rules of IRC § 1060 require that the seller and 
the buyer be consistent between themselves as to the allocation of 
assets within an asset class under the applicable regulations.  
However, as to assets within that class, they could each report 
differently unless the parties agree to the specific asset values.

Example — asset cost $2m, and was depreciated to $1.5m.  Buyer 
values it at $1.9m and Seller values it at $1.7m.  The recapture
amount to Seller is different.  The Seller would want put a higher 
value on assets that are newer and would have less recapture.

Absent agreement to report all assets same way, parties should 
have support for allocation being fair market value in the event of 
audit.

Personal Goodwill Does Not Exist Without A Covenant
Not To Compete By The Selling Individual With The Buyer

Bryden v. CIR, TC Memo 1959-184, a liquidation case, determined 
that the only intangible asset constituting goodwill was the agency 
customer list. The court found that this list had little or no value 
because all the accounts were acquired or retained through the 
personal abilities of certain individuals in the corporation. Unless 
those responsible for the accounts either had a contract to remain 
with the corporation or a covenant not to compete with the 
corporation, no significant corporate goodwill existed. Thus, for the 
buyer to be able to purchase personal goodwill, the buyer must have 
a noncompete or similar agreement with the individual seller.
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Personal Goodwill Does Not Exist Without A Covenant
Not To Compete By The Selling Individual With The Buyer

Furrer v. CIR, T.C. Memo 1976-331 — “The damages award did not 
represent the value of any goodwill, agency force, or records that 
petitioner transferred to IHA. Petitioner did not transfer any goodwill 
to IHA. Petitioner introduced no evidence indicating that he entered 
into a covenant not to compete with IHA. Apparently, he was 
perfectly free to contact the agents that he had obtained for IHA and 
to enlist them as agents for his new employer, PHA, as soon as his 
contract with IHA was terminated.”

Personal Goodwill Can Exist Only If Selling Individual
Has No Existing Noncompete With Corporate Seller

Martin Ice Cream — “Ownership of these intangible assets (of the 
individual employee and shareholder Arnold Strasburg) cannot be 
attributed to petitioner (the corporation) because Arnold never 
entered into a covenant not to compete with petitioner or any other 
agreement — not even an employment agreement — by which any 
of Arnold's distribution agreements . . . relationships . . . and ice 
cream distribution expertise became the property of petitioner.

This Court has long recognized that personal relationships of a 
shareholder-employee are not corporate assets when the employee 
has no employment contract with the corporation. Those personal 
assets are entirely distinct from the intangible corporate asset of 
corporate goodwill.

Personal Goodwill Can Exist Only If Selling Individual
Has No Existing Noncompete With Corporate Seller

The IRS concluded in TAM 200244009 that no corporate goodwill 
was sold as part of the transaction and “the goodwill associated with 
[the professionals] cannot be a corporate asset in the absence of an 
employment/noncompete agreement between the corporation and 
the shareholder.”
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Personal Goodwill In Sale Of Professional Service Corporation Was 
Corporate Goodwill, Resulting In Double Taxation

Howard v. U.S. (D.C. WA. 7/30/2010) reflects many things 
discussed above.  
Holding — amount received by a sole shareholder dentist on the 
sale of assets of professional service corporation that was allocated 
to personal goodwill was corporate asset because of his 
noncompete with the selling corporation.

That amount was a dividend to him from his corporation. The court 
did not discuss that fact that as sole shareholder, officer, and
director, he could choose to ignore the noncompete.

Dr. Larry E. Howard incorporated his practice and was its sole 
shareholder, officer, and director. In 1980, Dr. Howard entered into 
an employment agreement and a covenant not to compete with 
Howard Corporation. The covenant lasted as long as he held any 
stock of the corporation plus three years thereafter.

Howard Case Continued

In 2002, Dr. Howard and Howard Corporation sold the practice to 
Dr. Brian Finn and his personal service corporation, Brian K. Finn, 
D.D.S., P.S. Howard received $549,900 for his personal goodwill 
and $16,000 for consideration for a covenant not to compete with
Finn Corporation. Howard Corporation received $47,100 for its 
assets.

On audit, the IRS recharacterized the sale of the goodwill as a 
corporate asset and treated the amount received by the Howards 
from the sale to Finn Corporation as a $320,358 dividend from Dr. 
Howard's professional service corporation. IRS determined that 
there was a $60,129 deficiency and $14,792 interest owed based on 
the difference in long-term capital gain rates and dividend income 
rates. The Howards paid the amount, filed a refund claim, and 
eventually filed a refund suit with the court.

Howard Case Continued

The IRS argued that the goodwill was Howard Corporation income 
for three reasons — (1) the goodwill was a corporate asset because 
Dr. Howard was a Howard Corporation employee with a covenant 
not to compete for 3 years after he no longer held Howard 
Corporation stock; (2) Howard Corporation earned the income, and
correspondingly earned the goodwill; and (3) attributing the goodwill 
to Dr. Howard didn't comport with the economic reality of Dr. 
Howard's relationship with Howard Corporation.
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Howard’s Noncompete With His Own Corporation

Howard contended that the sale terminated the covenant not to 
compete in his 1980 employment agreement. However, the court 
noted that there was no evidence that Dr. Howard ever modified or 
revoked the employment agreement or the covenant not to compete.
Even if it had done so, the court stated in dictum, without citing 
authority, that the termination would not change the characterization 
of the goodwill that was generated from 1980 through 2002.

Remember Norwalk ruled differently.  In Norwalk, the corporation 
existed for 5 years with noncompetes with its two shareholder-
employees, which noncompetes terminated by their own expiration 
two years prior to the corporation’s liquidation. Norwalk’s  holding 
was that all of the goodwill belonged to the individual CPAs.

Howard - State Divorce Law On Goodwill Not Persuasive

Howard also argued that state divorce law indicated that 
professional goodwill was personal, citing Matter of Marriage of 
Fleege, 91 Wash.2d 324, 326 (1979) (a professional “can expect a 
large number, if not most, of these patients to accept as their dentist 
a person to whom he sells his practice.... a part of goodwill, and they 
have a real pecuniary value”). The court did not deal directly with 
this argument but rather focused on the noncompete, citing federal 
tax cases, stating that these decisions were based on facts and 
circumstances.

The court also reasoned that the 2002 Asset Purchase Agreement 
was not dispositive as to whether the goodwill acquired was 
personal or corporate in nature. Dr. Finn testified that the price for 
the dental practice had been presented and accepted, without any
negotiation, and that he did not recall any discussion as to the
allocation of the proceeds.

Goodwill Allocation With Covenant Not to Compete Does Not 
Require Allocation To Covenant If Incidental To Protect Goodwill

Several cases have recognized that a covenant not to compete that 
is incidental to the purchase of goodwill need not be accorded 
separate value where the parties did not allocate value to the 
noncompete. Other cases hold to the contrary.  They are dependent 
on their facts.  See Karan v. CIR, 319 F.2d 303, (7th Cir. 1963) 
(terms of the agreement respecting future competition were in the 
nature of precautionary provisions looking to the future, and were 
not severable from the sale of the goodwill, so that no part of the 
consideration can be attributed to those provisions). Accord, Schultz 
v. C.I.R., 294 F.2d 52 (9th Cir. 1961).
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Goodwill Allocation With Covenant Not to Compete Does Not 
Require Allocation To Covenant If Incidental To Protect Goodwill

Where the covenant not to compete is made in connection with the
sale of a going business, and is primarily for the purpose of assuring 
to the purchaser the beneficial enjoyment of the goodwill that he has 
acquired, several cases hold that the covenant is regarded as 
nonseverable and in effect merely a contributing element to the 
assets acquired. Most of the cases deal with the situation where the 
parties do not make an allocation and one of them attempts to put 
value on the covenant.

Noncompete and Goodwill Allocations;
Severability and Economic Reality Tests

Prior to the enactment of IRC §197, there were more than 50 court 
cases on issues involving price allocations between a covenant not 
to compete and goodwill.  Under this case law, the buyer was 
unable to deduct payments for goodwill but could take a current 
deduction for payments for a covenant not to compete.  The seller, 
as today, has ordinary income on noncompete payments and capital
gain treatment on a sale of goodwill.  The rate for ordinary income 
and capital gains for regular C corporations is the same.

With the adoption of IRC §197, the buyer can now amortize goodwill 
and covenant not to compete payments over a 15-year period.  
Many, if not most of the reported cases, would not have been tried if 
IRC §197 had been in place from 1950 to 2000.

Factors Used To Evaluate The Independent
Value Of A Covenant Not To Compete

the seller's ability to compete;

the seller's intent to compete;

the seller's economic resources;

the potential damage to the buyer posed by the seller's competition;

the seller's business expertise in the industry;

the seller's contacts and relationships with others in the business, 
for example, customers and suppliers;

the buyer's interest in eliminating competition; 
the duration and geographic scope of the covenant; and

the seller's intention to remain in the same geographic area.
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Lorvic Holdings Inc. v CIR,
TC Memo 1998-281

Asset Purchase Agreement — petitioner (buyer) entered into a 5-
year noncompete agreement with seller and others. Buyer paid $2 
million for the noncompete covenant, and $1 million for a secrecy 
agreement.  The court discounted the values when the IRS 
challenged the buyer's ability to amortize.  The court discounted the 
buyer's claimed value by 25 percent to (i) reflect the cost of 
enforcement and (ii) recognize the inherent going-concern value. 
Consequently, the fair market values of the covenant not to compete 
and the secrecy agreement were $1.5 million and $750,000, 
respectively.

Lorvic Holdings Inc. v. CIR,
TC Memo 1998-281

Where the parties allocate value to the noncompete, they will 
generally lose any attempt to claim it has no value.  Mathews v. CIR, 
T.C. Memo 1961-304 — “Where a corporate business is sold and in 
conjunction therewith an amount, separately negotiated for between 
the parties, is paid in consideration of the stockholders' agreeing to 
refrain from entering a competing business for a specified period, 
the amount so paid is ordinary income to the stockholders whether 
paid directly to them or paid to the corporation by which it is 
distributed to them. Cox v. Helvering, 71 F. 2d 987 (D.C. Cir. 1934). 
In this case, the Court rejected the taxpayer’s assertion that the 
covenant not to compete “was not severable from the sale of the 
corporate business.”

Lorvic Holdings Inc. v CIR,
TC Memo 1998-281

Two closely related tests have been applied in determining whether 
a covenant not to compete has separate value and is depreciable —
a severability test (also called the severable-non severable test) and 
an economic reality test.  In both, the parties must allocate a portion 
of the sales price to the noncompete for there to be consideration 
allocated to it.
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Severability Test

The severability test has been used by the Second, Fifth, and Sixth 
Circuits.

Under this test, whether a portion of the sales price for a business is 
allocable to a covenant not to compete depends on whether the 
parties treated the covenant as a separate and distinct item.  The 
parties must show that the covenant was separately bargained for. 
This showing requires that the covenant be included as a separately 
stated item in any contract or purchase agreement.

Some decisions in other jurisdictions indicate that the severability 
test is no longer the preferred approach.  The severability test would 
reach the same result as the economic reality test where there is no 
specific allocation of any part of the sales price to the covenant not 
to compete.

Economic Reality Test

The economic reality test depends upon whether (1) the parties to 
the agreement intended to allocate a portion of the purchase price to 
such covenant at the time they executed their formal sales 
agreement and (2) that the covenant "have some independent basis
in fact or some arguable relationship with business reality such that 
reasonable men, genuinely concerned with their economic future, 
might bargain for such an agreement. This two-part test is favored 
by the Tax Court, the Court of Claims as well as the First Third, 
Fourth and Ninth Circuits.

Only the IRS can invoke the economic reality test to challenge an 
allocation of value. Taxpayers generally cannot prove the existence 
or value of a covenant not to compete by ignoring their own 
agreements.

Economic Reality Test

Several courts before the enactment of section 197 stated that an 
amount for a covenant not to compete in connection with a sale of a 
business is ordinary income to the seller and an amortizable item for 
the buyer unless the covenant is so closely related to a sale of
goodwill that it fails to have any independent significance.  This may 
be the same as the economic reality test, just stated slightly 
differently
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Taxpayer's Ability To Recharacterize Noncompete and 
Severance Payments As Payments For Personal Goodwill

Slim to none. While the IRS can argue substance over form, the 
taxpayer must generally live with the taxpayer's characterization of a 
transaction and cannot later alter it to the taxpayer's advantage, at 
least not without "strong proof" that the taxpayer's revised 
characterization is correct.

Taxpayers have little freedom to ignore the form of their own 
transactions and are ordinarily bound by the tax consequences that 
flow from the form of transactions they use. Where taxpayers seek 
to avoid the tax consequences of the form of a transaction, they
must present strong proof that the substance of the transaction was 
different from its form.

Muskat v. U.S., 554 F.3d 183 (1st Cir. 2009) held that a taxpayer 
failed to show that payments for a noncompetition agreement in the 
sale of his family business was actually intended to purchase his 
personal goodwill.

Taxpayer's Ability To Recharacterize Noncompete and 
Severance Payments As Payments For Personal Goodwill

Muskat v. U.S., 554 F.3d 183 (1st Cir. 2009) held that a taxpayer 
failed to show that payments for a noncompetition agreement in the 
sale of his family business was actually intended to purchase his 
personal goodwill.

The court so ruled despite facts that would have supported an 
allocation to personal goodwill.

Danielson Rule
More Stringent Version Of Strong Proof Rule

If a transferor and a transferee enter into a written agreement 
allocating the consideration or determining the fair market value of 
any asset in an applicable asset acquisition under Code § 1060, 
they are both bound by the allocation unless either — (a) IRS 
determines that the allocation or value determination is not 
appropriate (Code § 1060(a), or (b) the parties are able to refute the 
allocation or valuation due to mistake, undue influence, fraud, or 
duress.  Reg. § 1.1060-1(c)(4); Com. v. Danielson, 378 F.2d 771 (3d 
Cir. 1967).

The Danielson rule doesn't apply
• when it is IRS that seeks to upset an allocation,
• when there is no allocation in the agreement, where an agreement is 

permeated with ambiguity, Smith v. CIR,  82 T.C . 705 (1984); or
• where the IRS does not object to the presentation of evidence varying 

the terms of the agreement.
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Advisability of Appraisal For Value Of Personal Goodwill

For income tax purposes, there is no arm’s length allocation 
between buyer and seller to personal goodwill versus corporate 
goodwill or a noncompete.  The buyer is unconcerned. All such 
payments are amortized by the buyer over 15 years. Thus, it is very 
important to have a third-party appraisal support the allocation 
among these items. In the author's experience, allocations to 
personal goodwill have ranged from 10% to 90% of the total 
purchase price, depending on the particular facts and circumstances 
of the transaction.

Advisability of Appraisal For Value Of Personal Goodwill

Solomon v.  CIR, T.C.  Memo 2008-102, held that sales by 
individuals of a customer list and personal goodwill were really
payments for noncompete agreements. The parties and their 
attorneys made the various drafts of the agreement, all of which
were found by the IRS and discussed by the Tax Court, including 
those that were supposed to be shredded. Before the seller got a
counsel involved, term sheet was signed, which provided for sale by 
a corporation of a division that accounted for 7% of its revenue.

Advisability of Appraisal For Value Of Personal Goodwill

The IRS recast the transaction as the company's partial distribution 
of the customer list to the shareholders, resulting in a taxable
dividend to the shareholders, followed by the shareholders' and the 
company's sale of the customer list, as well as the execution of the 
noncompete agreements. The Tax Court concluded that the entire 
proceeds received by the shareholders were for the noncompete 
agreements and not for the sale of customer lists based on the 
agreements and the facts.
The court rejected the shareholders' attempt to allocate a portion of 
the purchase price to the shareholders' personal goodwill under 
Martin Ice Cream because the shareholders did not provide the 
quality of service or develop customer relationships such that 
personal goodwill would attach. In addition, the shareholders were 
not named as sellers. Importantly, the buyer did not require a post-
acquisition employment or consulting agreement from either 
shareholder but required only noncompete agreements.
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Sample Letter to Client About Importance Of Appraisal

The reason for the appraisal is to help to establish the value with the 
Internal Revenue Service.  The IRS has the power to make its own
determination of purchase price allocations.

If the IRS successfully challenged the personal goodwill allocation, 
additional income taxes would be owed, which could be quite 
substantial.

The IRS could also assert the negligence and substantial 
understatement penalties, which apply at the rate of 20% of the 
amount of underpayment.

In addition, interest would be owed on the additional taxes, as well 
as the penalties.

How To Support Transfer Personal
Goodwill To The Buyer In Business Asset Sale

Written agreement for sale by selling businesses owner with buyer.

Personal goodwill can be contacts and relationships or expertise, 
knowledge, and/or skill.  Reputation could fall into either category.

If the shareholder's contacts or relationships with customers or
suppliers constitute the personal goodwill, the shareholder should 
be obligated to provide introductions and generally facilitate a
smooth transition of these relationships to buyer.

If shareholder's expertise, knowledge, or skills constitutes the
personal goodwill, the acquisition documents should obligate the
shareholder to educate buyer or teach him these skills.

The shareholder should be under contract for a sufficient period to 
accomplish a meaningful transfer of the goodwill to buyer.

How To Document Transfer Of Goodwill

“[A] method for transferring goodwill is to advertise the successor of 
a firm. another way is for the seller of a professional practice to form 
a temporary partnership with the buyer, so that the seller can 
introduce the new practitioner to the patrons, inspire the patrons' 
confidence in the purchaser, and then leave the purchaser well-
established in the practice.”

Seller’s owner continuing with the buyer, through an employment or 
consulting agreement, for a transition period after the sale to 
introduce and transition customers / suppliers / patients / clients to 
buyer.

Announcement by Seller’s owner to customers /
patients / clients of qualifications and suitability of buyer
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How To Transfer Goodwill

Seller’s owner entering into noncompete with buyer.  A non-compete 
obligation with buyer is necessary, but not alone sufficient, to
transfer personal goodwill.

Seller entering into nonsolicitation/nondisclosure agreement with 
buyer as to seller’s corporate employees, customers, and suppliers, 
and as to confidential information related to the acquired 
corporation.

Does IRC § 1239 Convert Capital Gain To Ordinary
Income On Sale Of Self-Created Goodwill To Related Party?

Why 1239 Might Apply. Sec. 1239(a) states — In the case of a sale 
or exchange of property, directly or indirectly, between related
persons, any gain recognized to the transferor shall be treated as 
ordinary income if such property is, in the hands of the transferee, of 
a character which is subject to the allowance for depreciation 
provided in section 167.

Section 197(f)(7) states — For purposes of this chapter (Code 
sections 1-1400), any amortizable section 197 intangible shall be 
treated as property which is of a character subject to the allowance 
for depreciation provided in section 167.   Doesn't this answer the 
question?

If amortizable to buyer (the anti-churning rules do not apply), 
application of 1239 would prevent seller from getting capital gain 
and buyer getting deductions against ordinary income.

Why 1239 Might Not Apply

Section 1239 applies only to amortizable intangibles, and self-
created goodwill is not “amortizable” until after the sale.  Code §
197(f)(7), Reg. § 1.197-2(g)(8), and the legislative history use the 
prefix “amortizable.” Code § 197 and Reg. § 1.197-2(g)(8) became 
law long after Code § 1239 was enacted and therefore would control 
in the event of a conflict with Code § 1239.  The Regulation says 
that “an amortizable section 197 intangible is section 1245 property 
and section 1239 applies to any gain recognized upon its sale or
exchange between related persons (as defined in section 1239(b)).”
The amortizable section 197 intangible must be such before the 
sale.
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Personal Goodwill; Amortization
By Buyer;  Anti-Churning Rules

Congress enacted Code Sec. 197 in 1993 to end litigation regarding 
the valuation and lives of acquired intangibles. Code Sec. 197 
provides a mandatory 15-year amortization period for any 
"amortizable §197 intangible" and prohibits any other depreciation or 
amortization with respect to such property.  Code Sec. 197 applies 
to goodwill, going concern value and workforce in place; business 
books, records, lists and other information-based intangibles; 
licenses, permits and other legal rights conferred by a governmental 
agency or instrumentality; covenants not to compete; franchises,
trademarks and trade names; customer-based intangibles; and 
supplier-based intangibles, all of which are included in the term 
"section 197 intangible." Code Sec. 197(d)(1).

Pre-Aug. 10, 1993 Goodwill
Subject To Anti-Churning Rules

Section 197(a) provides that the basis of intangibles acquired after 
August 10, 1993, generally is amortizable on a straight-line basis 
over fifteen years.  However, § 197(f)(9) provides anti-churning rules 
to prevent amortization of certain intangibles that existed before 
August 10, 1993, and were not amortizable under prior law.

Congress was concerned that taxpayers could change previously 
nonamortizable goodwill into an amortizable asset by transferring 
businesses to related parties. The purpose of the anti-churning rules 
of section 197(f)(9) is to prevent the amortization of section 197(f)(9) 
intangibles (goodwill and going concern value) created before 
August 11, 1993 unless they are transferred in a transaction giving 
rise to a significant change in ownership or use.

Application Of Anti-Churning Rules

The anti-churning rules apply to sales of amortizable 197 intangibles 
such as goodwill, going concern value and other Code §197 
intangibles that existed before Aug. 11, 1993 where there is a 
continuing relationship (more than 20%) between buyer and seller or 
related parties.

Persons are generally considered related if they have a relationship 
described in § 267(b), §267(f), or § 707(b) (applied reducing the 
more than 50 percent ownership thresholds to more than 20 
percent) or if they are trades or businesses under common control.  
Reg. § 1.197-2(h)(6).  Relatedness is tested both before and after 
the transaction in which the intangible is acquired or, in the case of a 
series of related transactions, before the first transaction and after 
the last one.

The rules do not apply to sales of goodwill coming into existence 
after August 10, 1993.
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Example

In PLR 200551018, an S corporation with two shareholders was 
entitled to amortize goodwill acquired when the business operated 
by the S corporation purchased another business for full fair market 
value. B is a 50% shareholder of Taxpayer, the seller, and will be a 
90% shareholder of New Corp, the buyer. Thus, Taxpayer and New 
Corp are related parties for purposes of 197(f)(9). However, 
Taxpayer began operations during 1994. Furthermore, none of the 
assets used in the formation of Taxpayer constituted a previous 
trade or business. Thus, Taxpayer's goodwill asset did not exist
during the 197(f)(9) transition period, and the anti-churning rules of 
section 197(f)(9) did not apply. Under 197, the goodwill acquired is 
amortized using the straight-line method over a 15-year recovery 
period.

Reg.  § 1.179(k) contains 30 examples of the application of the anti-
churning rules.

Amount Of Pre-August 11, 1993 Goodwill Not Relevant

If $1 or more of goodwill existed before Aug.  10, 1993, it taints all 
goodwill, i.e., it is all treated as created or acquired before Aug. 10, 
1993 if there is a related party transaction.  See Martin D. Ginsburg 
& Jack S. Levin, Mergers, Acquisitions, & Buyouts.  Partnerships 
that receive goodwill and going concern value in connection with a 
transfer of a business from another partnership will find themselves 
subject to the Sec. 197 anti-churning rules if the same persons own 
more than 20% of the capital interests or profits interests in each 
partnership (when there was the requisite ownership or use on or
before Aug. 10, 1993). In such a case, the transferee partnership 
generally will not be able to amortize the goodwill and going concern 
value under Sec. 197.

When To Determine Relationship

Persons are treated as related if the relationship existed at the 
following time.   In the case of a single transaction, immediately 
before or immediately after the transaction in which the intangible 
was acquired.  In the case of a series of related transactions (or a 
series of transactions that comprise a qualified stock purchase 
under section 338(d)(3) of the Internal Revenue Code), immediately 
before the earliest transaction or immediately after the last 
transaction.  Code Section 197(f)(9)(C)(ii); Reg. Section 1.197-
2(h)(6)(ii).
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Exceptions To The Anti-Churning Rule

Gain-Recognition Exception.  Where the overlapping ownership is 
20% or more but does not exceed 50%, an exception exists if an 
election to recognize gain made by the seller. An exception to the 
anti-churning rules is provided if such rules would not apply but for
the substitution of the more stringent 20 percent stock and 
partnership percentage ownership tests for the 50 percent tests 
under Code § 267(b) and Code § 707(b)(1). This exception applies if 
the person from whom the intangible is acquired elects to — (1) 
recognize gain on its disposition; and (2) pay a tax on the gain that, 
when added to any other federal income tax imposed on the gain, 
equals the product of the gain and the highest income tax rate 
applicable to such person.  If the election is made, the anti-churning 
rules apply to the intangible only to the extent that the taxpayer's 
adjusted basis in the intangible exceeds the recognized gain. Code 
§ 197(f)(9)(B).

Exceptions To The Anti-Churning Rule

Property Acquired From A Decedent. The anti-churning rules do not 
apply to a section 197 intangible acquired from a decedent if the 
basis of the intangible is stepped up to its fair market value under 
Code Sec. 1014(a). Code § 197(f)(9)(D).

Buyout Reduces Ownership To Seller To Less Than 20%. Note that 
where there is, for example, a business owned by a parent and child 
and the child buys out the parent, ownership will be imputed from 
one to the other making this exception inapplicable.

Seller Forms Partnership With Seller’s Affiliate At
Least 1 Year Before Sale; Reg. § 1.197-2(k) Example (19)

The regulations contain an example as to how to avoid the anti-
churning rules.  For example, A owns an intangible that A acquired 
or created in 1990 (prior to the March 10, 1993 date), such as self-
created goodwill. Individual A wishes to enter into a partnership with 
Individual B using the intangible. If A sells an interest in the
intangible to B, and A and B form a partnership to use the intangible, 
the entire basis of the intangible in the hands of the partnership will 
be subject to the anti-churning rules unless A has a 20 percent or 
less interest in the partnership. See Reg. § 1.197-2(k) Example (18). 
The result is the same if A sells the intangible to the partnership, 
either directly or in a disguised sale.  See Reg. § 1.197-2(k) 
Example (17) (disguised sale).
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Seller Forms Partnership With Seller’s Affiliate At
Least 1 Year Before Sale; Reg. § 1.197-2(k) Example (19)

A forms a partnership with an affiliate of A at least one year before 
the sale to B. This partnership makes a § 754 election.  At least one 
year later, A sells B an interest in the partnership. B 's § 754 basis 
increase in the intangible is amortizable in this example, which sets 
forth no business purpose for the formation of the partnership with 
the affiliate and does not specify that the sale to B is unrelated to the 
prior formation of the partnership.  The sale of a portion of A’s 
partnership interest to B is a transaction to which § 743(b) applies. 
The anti-churning rules do not apply.  It is not clear why.  One 
possible explanation is that the 754/743 rules trump the anti-
churning rules.

Seller Forms Partnership With Seller’s Affiliate At
Least 1 Year Before Sale; Reg. § 1.197-2(k) Example (19)

Compare Reg. § 1.701-2(d) Example (8) (partnership by A with 
brother and brother’s wife used to allow a loss to be taken twice, 
once A and once by partnership is not bona fide because the 
partnership was used with a principal purpose to reduce 
substantially the partners' tax liability in a manner inconsistent with 
the intent of subchapter K). This example 8 in the anti-abuse 
regulation says that any purported business purpose for the 
transaction is insignificant in comparison to the tax benefits that 
would result if the transaction were respected for federal tax 
purposes On these facts, partnership is not bona fide and the anti-
abuse rule applies.

Seller Forms Partnership With Seller’s Affiliate At
Least 1 Year Before Sale; Reg. § 1.197-2(k) Example (19)

Nonetheless, the 197 regulations were published January 25, 2000, 
after the 701 anti-abuse regulations on January 3, 1995.  Thus, one 
can infer that the anti-abuse regulation does not override example 
19.  However, example 19, as noted, is silent as to whether there is 
a business purpose to the formation of the partnership between A
and A’s affiliate. In addition, there is a separate 197 anti-abuse rule 
at Reg. §1.197-2(j), discussed below.
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Expense Sharing Arrangement As A Solution
To Anti-Churning Rules In Partial Practice Sale

Where a professional intends to sell a 50% interest in a practice, 
including personal goodwill, and where some of that goodwill existed 
before Aug. 1993 (and does not qualify for an exception, which self-
created goodwill does not), then the anti-churning rules would apply 
if the purchaser bought into the seller’s practice.  If instead, the 
seller sells 50% of his personal goodwill and assets to a purchaser, 
who commences his own practice, and if the parties only share 
expense, and not income, no controlled group or affiliated service 
group will exist.  Thus, the anti-churning rules do not apply.

Anti-Abuse Rules

The application of the anti-churning rules is complicated by anti-
abuse rules set forth in Reg. §1.197-2(j).  A taxpayer cannot 
amortize any section 197 intangible acquired in a transaction for 
which the principal purpose was either of the following.
• To avoid the requirement that the intangible be acquired after

August 10, 1993.
• To avoid any of the anti-churning rules.

The regulations allow the Service to interpret and apply the rules as 
necessary and appropriate to prevent avoidance of the purposes of 
Code §197. If one of the principal purposes of a transaction is to 
achieve a tax result that is inconstant with the purposes of Code 
§197, the Service may recast the transaction as appropriate to 
achieve tax results that are consistent with the purposes of the
section, in light of the applicable statutory and regulatory provisions 
and the pertinent facts and circumstances.


