Richter v. Commissioner, 59 T. C. 1043 (1973)

A taxpayer must provide ‘strong proof’ to contradict the terms of a written contract
when seeking to establish tax consequences at variance with the contract’s
language.

Summary

In Richter v. Commissioner, the petitioner bought an accounting practice and
claimed depreciation deductions on an alleged covenant not to compete, which was
not explicitly included in the contract of sale. The Tax Court held that the taxpayer
failed to provide ‘strong proof’ that such a covenant was intended as part of the
contract. The decision underscores the importance of clear contractual terms and
the evidential burden on taxpayers attempting to alter the tax implications of those
terms post-agreement. This case clarifies the application of the ‘strong proof’ rule,
particularly in the context of tax deductions related to business acquisitions.

Facts

In 1964, Richter purchased Bell’s accounting practice for $40,000 under a contract
of sale that did not include a covenant not to compete. Simultaneously, Richter and
Bell entered into an employment contract restricting Bell from competing during the
employment term. Richter later claimed depreciation deductions on what he alleged
was a $20,000 covenant not to compete within the contract of sale. The
Commissioner disputed these deductions, arguing that no such covenant existed in
the contract and that the purchase price related to non-depreciable goodwill.

Procedural History

Richter filed tax returns for 1965, 1966, and 1967 claiming depreciation deductions
for the alleged covenant not to compete. The Commissioner disallowed these
deductions, leading to a deficiency notice. Richter petitioned the Tax Court to
contest the Commissioner’s decision.

Issue(s)

1. Whether the contract of sale included an implied covenant not to compete despite
the absence of such a provision in the written agreement.

2. Whether Richter provided ‘strong proof’ to support the allocation of $20,000 of
the purchase price to a covenant not to compete.

Holding

1. No, because the contract of sale explicitly did not include a covenant not to
compete, and the parties intended for such a covenant to be absent from the
agreement.

2. No, because Richter failed to provide ‘strong proof’ that the parties intended a
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covenant not to compete to be part of the contract of sale or that any part of the
purchase price was allocated thereto.

Court’s Reasoning

The court applied the ‘strong proof’ rule, which requires substantial evidence to
contradict the terms of a written contract. Richter’s claim that the employment
contract and contract of sale were interconnected did not suffice to establish the
existence of a covenant not to compete within the latter. The court noted that
Richter unilaterally allocated $20,000 to the covenant without discussing it with
Bell, who believed the agreements were separate. The court also considered Bell’s
intention to retire from competition and Richter’s awareness of this, further
undermining the argument for an implied covenant. The court distinguished
between the tangible assets and goodwill purchased, which was non-depreciable,
and any protection against competition, which stemmed from the employment
contract. The decision was supported by prior cases affirming the ‘strong proof’
rule, emphasizing the need for clear evidence of mutual intent when contradicting a
contract’s terms.

Practical Implications

This decision reinforces the importance of explicit contract terms in business
transactions, particularly those with tax implications. Taxpayers must ensure that all
intended terms, including covenants not to compete, are clearly documented in the
contract to avoid disallowance of related deductions. The case serves as a
cautionary tale for practitioners to advise clients on the necessity of ‘strong proof’
when attempting to alter the tax treatment of transactions based on unwritten
agreements. Subsequent cases may reference Richter to uphold the ‘strong proof’
standard, affecting how tax professionals structure and document business deals.
The ruling also has broader implications for contract law, emphasizing the sanctity
of written agreements and the evidential burden on parties seeking to modify their
terms after execution.
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