Schulz v. Commissioner, 294 F. 2d 52 (9th Cir. 1961)

The court upheld the allocation of purchase price to a non-compete agreement as
ordinary income when the agreement had economic reality and the parties
understood its terms.

Summary

In Schulz v. Commissioner, the 9th Circuit upheld the IRS’s treatment of $50,000 as
ordinary income rather than capital gain from goodwill. The taxpayer sold his
business and agreed to a non-compete clause for $50,000 at the buyer’s request.
Despite claiming this amount represented goodwill, the court found the non-compete
agreement had economic reality and the taxpayer understood its terms, thus
validating the allocation for tax purposes.

Facts

The petitioner sold his snack food distribution business to Laura Scudder’s for a
total price, which included payments for inventory, equipment, accounts receivable,
and a separate agreement not to compete. Initially, the petitioner requested $75,000
for goodwill. However, at the buyer’s request, he agreed to allocate $25,000 of that
amount to equipment and $50,000 to the non-compete agreement. The petitioner
later claimed the non-compete agreement lacked economic reality and should be
treated as payment for goodwill, thus taxable as capital gain rather than ordinary
income.

Procedural History

The Tax Court ruled in favor of the Commissioner, treating the $50,000 as ordinary
income. The petitioner appealed to the 9th Circuit Court of Appeals, which affirmed
the Tax Court’s decision.

Issue(s)

1. Whether the $50,000 allocated to the non-compete agreement should be treated
as ordinary income or as payment for goodwill taxable as capital gain?

Holding

1. Yes, because the non-compete agreement had economic reality and the parties
understood its terms, the $50,000 was correctly treated as ordinary income.

Court’s Reasoning

The court relied on precedents requiring strong proof to overcome the stated
allocation in a non-compete agreement. It emphasized that the agreement must have
“some independent basis in fact or some arguable relationship with business reality”
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for reasonable men to bargain for it. The court found that the petitioner’s
experience, reputation, and potential to compete justified Laura Scudder’s request
for the non-compete agreement, giving it economic reality. The court also noted that
the petitioner’s understanding of the agreement at the time of signing was clear,
and his later claim of ignorance about tax consequences did not negate the validity
of the allocation. The court cited Hamlin’s Trust v. Commissioner, stating that
parties cannot later claim ignorance of tax consequences if they understood the
agreement’s substance. The court did not need to apply the more stringent rule from
Commissioner v. Danielson as the petitioner failed to provide strong proof against
the allocation.

Practical Implications

This decision underscores the importance of clear and accurate allocation of
purchase price in business sales agreements, particularly for tax purposes. It
highlights that non-compete agreements must have economic reality to justify their
allocation as ordinary income. Legal practitioners should advise clients to carefully
consider and document the rationale behind allocations, especially when non-
compete agreements are involved. The ruling may affect how businesses structure
their deals to optimize tax outcomes, ensuring that allocations reflect genuine
business considerations. Subsequent cases, such as Commissioner v. Danielson,
have further refined the standards for challenging tax allocations, making Schulz an
important reference for understanding the evidentiary burden on taxpayers.
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