22 T.C. 526 (1954)

When a covenant not to compete is ancillary to the sale of goodwill and the parties
did not genuinely bargain for the covenant'’s value, the entire proceeds from the sale
of a business are treated as capital gains, despite a contract allocating a specific
value to the covenant.

Summary

The United States Tax Court considered whether a portion of the proceeds from the
sale of a newspaper should be treated as ordinary income, based on a covenant not
to compete, or as capital gains, based on the sale of the newspaper’s stock. The
court found that the covenant’s assigned value of $100,000 in a subsequent contract
did not reflect the actual agreement between the parties, where the primary goal
was the sale of the newspaper’s stock and goodwill. The court held that the entire
proceeds constituted capital gains because the covenant was not separately
bargained for and was merely incidental to the transfer of the newspaper’s goodwill.
This decision underscores the importance of the parties’ true intentions and the
economic substance of a transaction over its formal structure for tax purposes.

Facts

George and Madeline Payne (petitioners) owned and operated the Appeal-Democrat
newspaper in Marysville, California. In 1946, they, along with another shareholder,
Thomas Kerney, agreed to sell the newspaper’s stock to R.C. Hoiles. Initially, the
parties signed a contract that did not allocate any specific value to a non-compete
clause. Later, at the buyer’s request, a second contract was drafted that assigned
$100,000 to the covenant not to compete, with the understanding that if the
petitioners would be taxed on the money at regular income instead of as capital
gains, the contract would be rewritten to make the total sale price the amount of the
stock and goodwill. Hoiles, the buyer, sought this allocation for tax benefits.
Ultimately, the second contract was never signed by all necessary parties. The
Commissioner of Internal Revenue determined that $100,000 of the sale proceeds
was attributable to the non-compete covenant and should be taxed as ordinary
income.

Procedural History

The Commissioner of Internal Revenue assessed income tax deficiencies against the
Paynes, asserting that a portion of the sale proceeds should be taxed as ordinary
income. The Paynes petitioned the United States Tax Court to challenge the
Commissioner’s determination, arguing that the entire proceeds should be treated
as capital gains. The Tax Court consolidated the proceedings and rendered its
decision.

Issue(s)
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Whether the $100,000 allocated to the covenant not to compete should be treated as
ordinary income or as part of the capital gains from the sale of the newspaper stock.

Holding

No, the $100,000 assigned to the covenant not to compete was part of the proceeds
from the sale of the newspaper stock and therefore treated as capital gains, because
the covenant’s value was not bargained for and was incidental to the sale of the
newspaper’s goodwill.

Court’s Reasoning

The court focused on the substance of the transaction rather than its form. It
determined that the initial contract, which did not assign a specific value to the
covenant, reflected the true agreement between the parties. The court found that
the buyer, Hoiles, introduced the second contract with the $100,000 allocation for
his own tax advantages. The court emphasized that the covenant was not a
separately bargained-for item, but was incidental to the sale of the newspaper’s
goodwill, with little actual value. As the court stated, “The covenant not to compete
was never actually dealt with as a separate item in the business transaction, never
bargained for, never evaluated.” The court also referenced the side agreement
which had specified if the sellers would be taxed at a higher rate because of the non-
compete clause, the contract would be rewritten, indicating the allocation was
designed to benefit the buyer from a tax perspective, not to reflect economic reality.
Thus, the court concluded that the substance of the transaction was the sale of the
newspaper stock, with the covenant a mere component of the goodwill transfer.

Practical Implications

This case emphasizes that tax treatment depends on the economic substance of a
transaction. Attorneys should advise clients to clearly document the intent and
economic realities of a business sale, particularly when including non-compete
clauses. If the covenant is a significant, separately bargained-for element, the
contract should reflect this, including an explicit valuation. If, however, the non-
compete agreement is primarily to facilitate goodwill transfer, the entire sale might
be treated as the sale of the business’s capital assets. It highlights the importance of
considering the parties’ true intentions and the substance of the transaction over the
formal allocation in the agreement. Subsequent cases involving business sales and
non-compete agreements often cite this case for the principle of looking beyond the
contract’s wording to determine the economic realities of the transaction for tax
purposes.
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