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Ps, husband and wife, operated a child care business of
whi ch P husband was the sol e sharehol der. P subsequently
established a charitabl e remainder unitrust and contri buted
all of his shares in the child care business to the trust.
The trust later sold the business and received all proceeds
of the sale. The purchase agreenent between the trust and
t he buyers contai ned a covenant not to conpete, and Ps
signed a separate docunent entitled “COVENANT NOT TO
COWETE” at the tinme of sale. Ps reported no incone as a
result of this transaction, and R determ ned a deficiency
for taxes attributable to the portion of the sale price
allocated to a covenant not to conpete.

Hel d: Execution of a nonconpetition agreenent resulted
in taxable inconme to Ps to the extent of the purchase price
attributable thereto. Although the trust received al
proceeds of the sale, Ps were the true earners of the
i ncone. Comm ssioner v. Sunnen, 333 U S. 591, 604 (1948)
and Lucas v. Earl, 281 U S. 111, 114-115 (1930), appli ed.
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The intentions of the parties involved in the transaction
and the economc reality of Ps’ covenant render a portion of
t he consideration paid properly allocable to their prom se.

Hel d, further, Ps, relying upon professional advisers,
acted reasonably and in good faith with respect to their tax
treatnent of the sale transaction and are not liable for the
accuracy-rel ated penalty under sec. 6662, |.R C., for a
subst anti al understatenent of incone tax.

WlliamJ. Mtchell and Kevin P. Courtney, for petitioners.

Steven Wl ker, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

NI MS, Judge: Respondent determ ned a Federal incone tax
deficiency for petitioners’ 1993 taxable year in the anount of
$120, 439. Respondent al so determ ned an accuracy-rel ated penalty
of $24,088 for 1993, pursuant to section 6662(a).

The issues for decision are as foll ows:

(1) Whether the sale of a business by a charitabl e remainder
unitrust resulted in taxable inconme to petitioners by reason of a
covenant not to conpete executed in connection with the sale; and

(2) whether petitioners are liable for the section 6662(a)
accuracy-rel ated penalty on account of a substanti al

under st at ement of i ncone tax.
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Unl ess otherwi se indicated, all section references are to
sections of the Internal Revenue Code in effect for the year in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of the parties, with acconpanying exhibits, are
i ncorporated herein by this reference.

John T. Jorgl and Sharon Illi (petitioners) are married and
resided in Orange Park, Florida, at the tine of filing their
petition in this case.

The Business--Little Rascals Child Care Centers, Inc.

M. Jorgl (petitioner) collaborated with Ms. Mel ani e Biggs
to found a licensed day care center and school in Sunnyval e,
California. An architect by profession, petitioner designed the
facility. The business was incorporated under the |aws of
California in June of 1980 as Little Rascals Child Care Centers,
Inc. (Little Rascals), and opened the foll ow ng Septenber.
Petitioner and Ms. Biggs also founded a second child care center
in Mlpitas, California, which was sold in 1986 or 1987.

In 1985, petitioner purchased the stock owned by Ms. Biggs
in Little Rascals and became the sol e sharehol der. He nmaintai ned
an office on the center’s prem ses, managed the busi ness

operations of the enterprise, served as president, and was a
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menber of the board of directors. Petitioner Ms. Illi becane
director of the school as well as a corporate officer. Both were
enpl oyees of the corporation and were conpensated for their

servi ces.

Little Rascals provided child care and devel opnent services
for children ranging in age from3 nonths to school age. Such
services included direct care and supervision; resource and
referral programs; and instructional progranms in academ cs,
social skills, arts, and athletics. The center net all
governnental requirenents for |licensing and had an excel | ent
reputation in the conmunity as a quality child care center.
Petitioners devel oped and nmai ntai ned cl ose interpersonal
rel ati onships with parents, teachers, and staff. This hands-on
approach engendered a trust and confidence which frequently |ed
parents to return with their later children

Transfer of the Business to a Charitable Unitrust

I n Novenber of 1990, petitioners net with attorney Ri chard
Pol se and infornmed himthat they were considering the sale of the
Little Rascal s business and were interested in achieving estate
pl anni ng and charitable giving goals. Petitioners were concerned
with establishing an inconme source for support during retirenent
years. They also desired to contribute to Project G ant a Wsh
after witnessing the generosity of the charity toward a child in

their center who had di ed of | eukem a. M. Pol se advi sed
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petitioners of the way in which a charitable reminder unitrust
could facilitate these ains. He, as well as petitioners’
accountant, Tim Kehl, also explained the tax consequences of such
an arrangenent.

Petitioners decided to forma charitable renmai nder unitrust,
and the trust instrument was prepared by M. Polse. Petitioners
wer e designated as the inconme beneficiaries of the Jorgl Unitrust
(the trust), and Project G ant a Wsh was naned the charitable
remai nder beneficiary. For their lifetines, petitioners were to
receive annual distributions totaling the | esser of the trust
income for the taxable year or 9 percent of the fair market val ue
of the trust assets. The trust was irrevocable, and petitioners
were given no rights to or control over trust assets beyond
recei pt of the above-specified distributions. Following their
deaths, the trust would term nate and Project Gant a Wsh woul d
receive the trust corpus. Cupertino National Bank was nanmed as
t he trustee.

On June 26, 1991, petitioner as grantor and Cupertino
Nat i onal Bank as trustee executed a “Charitabl e Remai nder
Unitrust Agreenent”. On June 27, 1991, the stock certificate
transferring all of petitioner’s shares in Little Rascals to
Cupertino National Bank as trustee for the Jorgl Unitrust was
signed. Petitioners continued to serve as enpl oyees, officers,

and directors of Little Rascals.



- 6 -

Sal e of the Business to the Shahs

A neeting of the Little Rascals board of directors was held
on June 27, 1991. The board resolved to proceed with having the
corporation |listed for sale with a business broker, subject to
the signing of the listing by the trustee owner. The brokerage
firmso engaged subsequently prepared an extensive prospectus to
market Little Rascals. This docunent erroneously stated that the
center “was established in 1980 by the current owner, an
architect”. One of the “TERM5S” recited in the docunent was
“COVENANT 5 years 100 mles”.

In early 1993, this prospectus was presented to D vyesh and
Priti Shah by Art Wthop, their business broker. The Shahs
understood fromreading the prospectus that the current owner was
an architect and the founder of the center, and that the covenant
was being offered by him The Shahs and their broker net with
petitioners and the listing broker in April of 1993 to discuss
t he possible sale of the business. After a series of offers and
counterof fers passing between the brokers, the Shahs prepared a
“Purchase Agreenent for Corporate Stock”. It was at this tine
that they first | earned of the existence of the trust. The
trustee had not been involved in prior neetings or in the
negotiation of the sale price. On May 24, 1993, M. Shah

executed the purchase agreenent as “buyer”, and on May 26, 1993,
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an officer of Cupertino National Bank as trustee for the Jorgl
Unitrust signed as “seller”. Petitioners were neither naned in
nor signatories to this docunent.

The purchase agreenent designated $650, 000 as the “purchase
price of the stock and any covenant not to conpete”. Paragraph
16 then contained the follow ng | anguage regardi ng a covenant not
to conpet e:

COVENANT NOTI' TO COWETE: For a period of 5 consecutive

years from COE [cl osing of the agreed escrow], seller

shall not directly or indirectly carry on a simlar

business within a radius of 100 mles of the business

bei ng sold, nor assist anyone el se except the

corporation and buyer to do so within these limts: nor

shall seller have any interest, directly or indirectly,

i n such business, except as an enpl oyee of the business

bei ng sold. Paragraph 19 will not prevent injunctive

relief to enforce this covenant pending arbitration.

Any part of the purchase price to be allocated to this

covenant shall be agreed upon by the parties and

submtted to escrow prior to COE
In addition, a handwitten anmendnent stating “and officers” was
inserted by the Shahs’ broker after the first “seller” in the
printed paragraph.

M . Shah subsequently drafted a covenant not to conpete for
petitioners and the Shahs to sign. Wen M. Shah then called
petitioner to informhimthat the draft had been prepared,
petitioner requested that the docunent be sent to his attorney,
M. Kehl, for review On July 29, 1993, M. Kehl received a fax
of a nonconpetition agreenent “between John Jorgl and Sharon |11

* * * and Divyesh P. Shah and Priti D. Shah”. M. Kehl advised
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petitioners not to sign the docunent in the formpresented. He
told petitioners that “they would be okay with signing it if the
Shahs’ nanme [sic] were renpbved”. Thereafter, in a subsequent
draft, M. Shah deleted any reference to hinself and his wfe.
This latter docunment provided that instead of not conpeting with
t he Shahs, petitioners would not conpete with Little Rascals.

The cl osing of the sale took place on July 30, 1993, in San
Jose, California. Cosing docunents signed by the Shahs and the
trustee stated: “Purchase price of stock (pay to Seller):
350, 000. 00" and “Purchase price of Covenant Not to Conpete (pay
to Seller): 300,000.00". Also at the closing, petitioners al one
signed a separate docunent entitled “COVENANT NOI' TO COWETE" and
reading inits entirety as foll ows:

This agreenent is between John Jorgl and Sharon I11li,

who were officer’s [sic] of Little Rascals Child Care

Centers, Inc. and Little Rascals Child Care Centers,

Inc. regarding the sale of Little Rascals Child Care

Centers signed on the 30th of July, 1993.

The agreenent is as foll ows:

1) John Jorgl and Sharon IIli will not conpete with

Little Rascals in the preschool /day care/school age

chil dren busi ness; nor assist anyone el se except the

corporation and the buyer of Little Rascals within

l[imts defined herein; nor have any interest, directly

or indirectly, in such business except as an enpl oyee

of the business being sold for a total of 5 consecutive

years within a 100 mle radius of the business (Little
Rascal s) .
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2) John Jorgl and Sharon Illi are signing this docunent

with full understanding that conpeting with Little

Rascal s woul d be a breach of contract and both John and

Sharon could be severly [sic] liable.

The Shahs di scussed their reasons for the above docunent
during the closing, expressing concern that petitioners m ght
personal |y open another child care center, yet all sales
i nstrunments were being signed by the bank on behalf of the trust.
Petitioners had indicated that they were leaving the area to
travel, but the Shahs perceived the possibility of petitioners’
returning and using their reputation to start another center as a
continuing threat. Petitioners were 50 and 37 years of age and
in good health at the tinme of the sale. Although petitioners
vi ewed the separate covenant as a voluntary accommodation to the
Shahs, they signed in good faith and have never engaged in
proscri bed conmpetitive activities. They departed from California
shortly after the closing and have since resided el sewhere.

The $300, 000 allocated to a covenant not to conpete was
never discussed. M. Shah cal culated the value and had it
included in the closing docunents. None involved objected, so no
negoti ati ons took place. M. Shah prepared a docunent basing the
val ue of the covenant not to conpete on tuition that would be
lost if 10 to 15 children left the center due to conpetition.

Hi s conputations resulted in a $600,000 figure which he then
mul tiplied by a 50-percent “fudge factor”. He was aware that, as

buyer, allocating value to a covenant not to conpete would be
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advant ageous froma tax standpoint. For reasons undi scl osed at
trial, respondent now concedes that the value of the covenant was
$200, 000 and not $300,000 as allocated in the closing statenents.
The full $650,000 price was deposited directly fromescrow into
the trust’s account, and petitioners received no additional
conpensation for signing the separate docunent.

Foll owi ng the closing, the Shahs received frompetitioners
the business training referenced in the prospectus and the
purchase agreenment. The prospectus had indicated that *TRAI Nl NG
2 weeks @20 hrs.” was included in the sale price. Section 15 of
t he purchase agreenent simlarly stated: “TRAINING Seller
shall train buyer in the operation of the business”. On August
14, 1993, petitioners sent a letter to nmenorialize conpletion of
this training which reads in part: “As of August 13, 1993,
Sharon has conpleted the training with Priti in accordance with
the requirenents of our Purchase Agreenent dated May 24, 1993,
Section 15.”

Petitioners’ Federal inconme tax return for 1993 did not
reflect any incone as a consequence of the above transactions.

OPI NI ON
We nust deci de whether the sale of a business operated by

petitioners, after petitioner had transferred all stock in the
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business to a charitable remainder unitrust, resulted in taxable
income to petitioners by reason of a covenant not to conpete
executed at the tinme of the sale.

Petitioners contend that because ownership of the business
had been irrevocably transferred to the trust, because they were
not parties to the purchase agreenent between the trust and the
buyers, and because the trust received the entire proceeds of the
sal e, the covenant not to conpete contained in such agreenent can
have no tax consequences for them Petitioners further assert
that the separate docunent entitled “COVENANT NOT TO COWETE" was
signed by themonly as an accomodati on and cannot result in
t axabl e i ncone because it is wthout true econom c val ue,
unsupported by consideration, and unenforceable under California
covenant | aw.

Conversely, respondent argues that the portion of the
purchase price attributable to a covenant not to conpete is
taxabl e to petitioners. Respondent contends that because
petitioners executed a personal covenant in conjunction with the
sale of the Little Rascals business and because they, not the
trust, posed the only real threat of conpetition, they cannot
escape tax on the incone apportioned to such a covenant by

anticipatorily assigning that incone to the trust. Respondent
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al so all eges that the covenant has significant economc value, is
supported by consideration, and is enforceable under California
covenant | aw.

We conclude that a portion of the consideration paid can
properly be allocated to the prom se nade by petitioners. The
intentions of the parties involved in the transaction and the
economc reality of petitioners’ agreenment support such an
all ocation. Hence, petitioners nust be deened to have earned
i ncone by agreeing not to conpete and to have anticipatorily
assigned such inconme to the trust. They therefore are required
to recogni ze taxable inconme, to the extent of the value of the
covenant, in connection with the sale of Little Rascals.

Defi ci ency |ssue

CGeneral Rul es

As a general rule, section 61 defines gross incone as “al
i ncone from what ever source derived”. Case |law then specifies
that consideration paid for a covenant not to conpete is included

within this broad definition. See, e.g., Sonnleitner v.

Comm ssi oner, 598 F. 2d 464, 466 (5th Cr. 1979), affg. T.C. Meno.

1976-249; Montesi v. Conm ssioner, 340 F.2d 97, 100 (6th Cr

1965), affg. 40 T.C. 511 (1963). A charitable remainder
unitrust, however, is not subject to inconme tax by reason of
section 664(c) unless it has unrel ated busi ness incone, which is

not the case here.
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In the present matter, the parties do not contest these
basi c propositions but differ as to whether any portion of the
purchase price received by the trust can be attributed and taxed
to petitioners on the grounds of a covenant not to conpete.
Because all paynents flowng fromthe sale of the Little Rascals
busi ness were nmade directly to the trust, and because respondent
does not contend that the trust failed to satisfy the
requi renents set forth in section 664 for the creation of a valid
charitabl e remai nder unitrust, resolution of this question turns
on whether petitioners can be said to have actually earned
i ncone, which they anticipatorily assigned to the trust, by
reason of a prom se not to conpete.

The principle that substance should govern over formis well

established in tax law. See, e.g., Hggins v. Smth, 308 U S

473, 477 (1940); Turner Broad. Sys., Inc. & Subs. v.

Comm ssioner, 111 T.C 315, 326 (1998); Palner v. Conm Ssioner,

62 T.C. 684, 691 (1974), affd. 523 F.2d 1308 (8th Gr. 1975). A
corollary to this principle is the assignnent of incone theory,
under which nere assignnment of a right to receive incone is
insufficient to insulate the assignor fromtax liability. See,

e.g., Comm ssioner v. Sunnen, 333 U S. 591, 604 (1948); Lucas V.

Earl, 281 U.S. 111, 114-115 (1930); Palner v. Conm ssioner, supra

at 692. The true earner of inconme nust bear the tax

consequences. See, e.g., Conm ssioner v. Sunnen, supra at 604;
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Lucas v. Earl, supra at 114-115; Palner v. Conm ssioner, supra at

692. Thus, if a portion of the consideration paid for Little
Rascals is properly allocable to petitioners’ promse, they wll
be deenmed to have assigned to the trust inconme they earned by
agreei ng not to conpete.

I n determ ni ng whet her such a “tax-enforceable” allocation
to a covenant has been or should be made, courts have articul ated
vari ous standards for evaluating sal es agreenents. See Lazi sky

v. Comm ssioner, 72 T.C. 495, 500-502 (1979), affd. sub nom

Magnolia Surf, Inc. v. Conmm ssioner, 636 F.2d 11 (1st Cr. 1980).

When a witten contract specifies the portion of the purchase
price to be allocated to a covenant not to conpete and one of the
parties seeks to deviate therefrom two tests frequently adhered
to in deciding whether such deviation is warranted are the strong
proof rule and the so-called Danielson rule. See, e.g.,

Conmm ssioner v. Danielson, 378 F.2d 771, 775 (3d Cr. 1967),

vacating and remanding 44 T.C 549 (1965); Elrod v. Conm ssioner,

87 T.C. 1046, 1065-1066 (1986); Smith v. Conm ssioner, 82 T.C.

705, 712-714 (1984); Lazisky v. Conmm ssioner, supra at 500-502.

Under the strong proof rule, a taxpayer attenpting to
chal | enge a contractual allocation nust adduce “strong proof”,
meani ng nore than a preponderance of the evidence, that the terns

of the witten instrunent do not reflect the actual intentions of
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the contracting parties. See, e.g., Elrod v. Conm ssioner, supra

at 1066; Smith v. Conmni ssioner, supra at 713 n. 8. Under the nore

stringent Danielson rule,

a party can chall enge the tax consequences of his
agreenent as construed by the Conm ssioner only by
adduci ng proof which in an action between the parties
to the agreenment would be adm ssible to alter that
construction or to show its unenforceability because of
m st ake, undue influence, fraud, duress, etc. * * *

[ Commi ssi oner v. Danielson, supra at 775.]

This Court typically applies the strong proof rule but wll
apply the Danielson rule when the circuit to which appeal would

normally |ie has adopted that test. See Golsen v. Conm SSioner,

54 T.C. 742, 756-757 (1970), affd. 445 F.2d 985 (10th Gr. 1971);

see also Elrod v. Conmmi ssioner, supra at 1065-1066; Smth v.

Conmi ssi oner, supra at 712 n.6. However, when a contract fails

to make an allocation of purchase price to a covenant not to
conpete or does so in an anbi guous manner, neither the strong
proof rule nor the Danielson rule is applicable. See, e.g.,

Elrod v. Commi ssioner, supra at 1066; Smith v. Conm ssioner,

supra at 713-714. Instead, the taxpayer nust establish by a
preponderance of the evidence that respondent’s determ nation of

a deficiency is erroneous. See Rule 142(a); Peterson Mach. Tool,

Inc. v. Conmm ssioner, 79 T.C. 72, 81-82 (1982), affd. per order

(10th Gr., April 2, 1984).
There are two primary elenments to which the taxpayer’s

burden of proof relates. See Peterson Mach. Tool, Inc. v.
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Conm ssi oner, supra at 81. The threshold inquiry is whether the

parties nutually intended that an allocation of purchase price be

made to the covenant at issue. See, e.g., Patterson v.

Conm ssi oner, 810 F.2d 562, 570-571 (6th Gr. 1987), affg. T.C

Menp. 1985-53; Better Beverages, Inc. v. United States, 619 F. 2d

424, 430 (5th Cr. 1980); Peterson Mach. Tool, Inc. v.

Comm ssi oner, supra at 81, 83. Such mutual intent will typically

be deened to exist where “the parties considered the covenant as
a valuable part of the entire consideration for the agreenent.”

[llinois Cereal MIls, Inc. v. Commi ssioner, T.C Mno. 1983-469,

affd. 789 F.2d 1234 (7th Cr. 1986). Relevant factors for
ascertaining intent include both the |anguage of the contract
itself and the circunstances surrounding its negotiation. See,

e.g., Patterson v. Conm ssioner, supra at 570; Peterson Mch.

Tool, Inc. v. Conm ssioner, supra at 83-84.

| f such nmutual intent is found, courts then proceed to
eval uate whether an allocation conports with “economc reality”.

See, e.g., Patterson v. Conm ssioner, supra at 571; Peterson

Mach. Tool, Inc. v. Conm ssioner, supra at 84. Economc reality

is defined as “‘sone i ndependent basis in fact or sone arguabl e
relationship with business reality such that reasonabl e nen,

genui nely concerned with their economc future, mght bargain for

such an agreenent.’” Patterson v. Conm ssioner, supra at 571

(quoting Schulz v. Conm ssioner, 294 F.2d 52, 55 (9th Cr. 1961),
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affg. 34 T.C. 235 (1960)). An allocation will generally be given
effect where “the covenants had i ndependent econom c significance
such that * * * [the Court] m ght conclude that they were a
separately bargai ned-for elenent of the agreenent.” Peterson

Mach. Tool, Inc. v. Commi ssioner, supra at 81.

Application

The instant case involves two docunments purporting to
establish a covenant not to conpete: The purchase agreenent and
the separate covenant docunent. Paragraph 16 of the purchase
agreenent dated May 24, 1993, is |abel ed “COVENANT NOT TO
COWETE’. The printed | anguage of the paragraph states, in
pertinent part, that “seller shall not directly or indirectly
carry on a simlar business”. A handwitten anmendnent “and
of ficers” has been added after “seller”. The parties to the
agreenent are the Shahs, designated as “buyer”, and the Jorgl
Unitrust, designated as “seller”. The agreenent was signed by
M. Shah and by an officer of Cupertino National Bank as sole
trustee for the Jorgl Unitrust. It was not signed by
petitioners.

Petitioners alone also signed a separate docunent entitled
“COVENANT NOT TO COWPETE” at the closing on July 30, 1993. This
docunent states that it is “between John Jorgl and Sharon I1l1li,

who were officer’s [sic] of Little Rascals Child Care Centers,
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Inc. and Little Rascals Child Care Centers, Inc.” It provides
that “John Jorgl and Sharon Il1li will not conpete with Little
Rascal s”.

The allocation of purchase price at issue here was nmade in a
second pair of docunents. The BUYER S CLOSI NG STATEMENT, signed
by M. Shah, and the SELLER S CLOSI NG STATEMENT, signed by the
trustee, each state: “Purchase price of Covenant Not to Conpete
(pay to Seller): 300,000.00". The separate covenant docunent
signed by petitioners nmakes no reference to price or paynent.

The purchase agreenent provides that $650,000 is the “purchase
price of the stock and any covenant not to conpete”.

Applicability of the Danielson Rule or the Strong Proof Rule

G ven this scenario, the first question that nust be
addressed is whether either the Danielson rule or the strong
proof rule applies. W note as a threshold matter that appeal
would normally lie to the Court of Appeals for the El eventh
Circuit, where decisions handed down by the Court of Appeals for
the Fifth Crcuit prior to October 1, 1981, are precedential.

See Bonner v. City of Prichard, 661 F.2d 1206, 1209 (11th Cr

1981). Since the Court of Appeals for the Fifth Grcuit adopted

the Danielson rule in Spector v. Conm ssioner, 641 F.2d 376, 384,

386 (5th Gr. 1981), revg. 71 T.C 1017 (1979), we shall exam ne
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t he above agreenents in light of its dictates to the extent
appl i cable. However, we conclude that anbiguities render
adherence to the Dani el son standard i nappropriate here.

An al |l ocation of $300,000 to “Covenant Not to Conpete” was
made in the closing statenents. Yet docunents relating to the
transaction can be read, at least facially, as establishing two
such covenants. Both petitioners and the trust, an independent
| egal entity, signed agreenents apparently prom sing not to
conpete. It is thus unclear fromthe face of the docunents what
part of the price was paid for which prom se. Hence, the
relevant instrunments do not evidence an unequivocal allocation of
paynment to a specific covenant that would justify application of
the Danielson rule or, in the alternative, the strong proof rule.
Petitioners’ burden is therefore to establish by a preponderance
of the evidence that the parties |acked mutual intent to allocate
any portion of the consideration paid to petitioners’ prom se or
that the allocation had no basis in economc reality.

Exi stence of Miutual Intent Regarding Al ocation

Havi ng determ ned the appropriate standard of proof, we next
address the question of whether those involved in the sale
process nmutually intended to all ocate consideration to the
agreenent nmade by petitioners. As a threshold matter, it should
be noted that to view the separate docunent signed by petitioners

as entirely independent fromand unrelated to the sales
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i nstrunments executed by the trust would be to introduce a |evel
of artificiality warranted neither by the terns of the docunents
nor by the attendant circunstances. Although petitioners urge
such a narrow perspective, a reading of all docunents together as
evi dencing a single, conposite transaction appears to be nore
consistent with the parties’ mnd-sets at the tinme of the sale.

The purchase agreenent nakes reference to covenants from
“seller” and, through conscious addition by the buyers’ agent,
“officers”. The agreenent further states that $650,000 is the
purchase price for the stock and “any covenant not to conpete”
(enphasi s added); it does not preclude apportionnment to covenants
ot her than those stated therein. Moreover, the separate covenant
executed by petitioners then explicitly sets forth that it is an
agreenent “regarding the sale of Little Rascals Child Care
Centers signed on the 30th of July, 1993.” It thus seens
reasonabl e to construe the separate docunent as carrying out the
“and officers” annotation in the purchase agreenent.

In addition, the letter witten by petitioners to the Shahs
only 2 weeks after the sale reveals that they did not viewthe
conponents of the transaction with the degree of isolation for
whi ch they now contend. The letter reads: “As of August 13,
1993, Sharon has conpleted the training with Priti in accordance
with the requirenents of our Purchase Agreenent dated May 24,

1993, Section 15.” The use of “our Purchase Agreenent”, conbined
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with the fact that section 15 says “TRAINING Seller shall train
buyer”, indicates that petitioners saw thensel ves as materi al
participants in aspects of the sale other than their separate
agreenent not to conpete. They al so apparently recogni zed that,
| egal obligations aside, only they could neaningfully act upon
certain provisions in the unique situation where a commerci al
bank sells a child care center. A simlar inference can be drawn
fromthe fact that only petitioners, and not the trustee, were
involved in the neetings and negotiations with the Shahs which
preceded the signing of the purchase agreenent. Hence, in
seeking to ascertain the parties’ intentions with respect to
price allocation, we |ikew se shall view the various participants
and docunents as interrelated parts of an overall transaction.

Turning then to the substantive issue of nutual intent, we
concl ude, again by reference to both witten instrunents and
attendant circunstances, that neither the docunents thensel ves
nor the surroundi ng negoti ati ons negate the existence of such
intent. The | anguage used (1) in the prospectus advertising
Little Rascals for sale, (2) in the purchase agreenent, and (3)
in the separate covenant docunent is in each case consistent with
an understandi ng that a nonconpetition agreenent from petitioners
was to forma conponent of the sales price. The prospectus
descri bes the business as “established in 1980 by the current

owner, an architect”, mkes no nention of the trust, states the
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asking price, and lists “COVENANT 5 years 100 m | es” under
“TERMS". The purchase agreenent, as indicated above, has been
anmended to nmake reference to a covenant from*“officers” and sets
forth the total price of the stock and “any covenant”. The
separate covenant docunent identifies that it is an agreenent
“regarding the sale of Little Rascals”. These three instrunents,
col l ectively, thus cannot sustain petitioners’ burden of proving
that no part of the $300,000 allocated to “Covenant Not to
Conpete” in the closing statenents was i ntended as consi deration
for petitioners’ prom se.

Furthernmore, the surroundi ng negotiations and circunstances
do not require a different conclusion. Although the prospectus
was technically erroneous, M. Shah testified that he understood
t he docunent to nmean that petitioner, as founder and seller, was
offering the covenant. Petitioners did nothing to correct M.
Shah’ s under standi ng t hroughout the initial negotiations prem sed
on the prospectus, and the Shahs were not nmade aware of the
exi stence of the trust until the purchase agreenent was drafted.
Petitioners subsequently did not object to the addition of the
“and officers” language to the purchase agreenent. Their
reference to “our Purchase Agreenent dated May 24, 1993, Section
15" in the letter they sent to the Shahs shortly after the sale,
however, shows that they had read the agreenent and were aware of

its terns. They then conplied with the Shahs’ request to execute
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a separate covenant not to conpete despite this awareness of the
terms of a purchase agreenent which contenplated allocation of
price to the stock and to any covenant. Moreover, they signed
their covenant at the closing where statenents explicitly
al l ocating $300,000 to a covenant not to conpete were executed,
so if they did not in fact read these closing docunents, they
certainly had the opportunity to do so.

In addition, petitioners were aware at the tine they signed
that it was their agreenent, not the trust’s, upon which the
Shahs placed inportance. Petitioners’ own witness testified that
t he Shahs’ concerns about conpetition from petitioners and
reasons for the separate covenant were di scussed at the cl osing.
Hence, petitioners had reason to realize that any significant
val ue the Shahs paid for a covenant not to conpete would be
attributable to their prom se, not to that given by the trust.

In that context, they executed a covenant docunent. |In these

ci rcunst ances, know edge of a purchase contract which

contenpl ated an allocation of price to a covenant not to conpete,
conbi ned with know edge that their agreenment was the only such
covenant of substantial inportance to the buyer, adds up to the
type of objective contractual intent to allocate necessary for an

all ocation to be given effect.
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The fact that petitioners did not intend to be taxed on

their agreenent and sought to avoid that result by refusing to

permt the

irrel evant.

What i

docunent they signed to refer to the buyers is
As expl ained by this Court:

s inportant in the facts herein is whether the

sellers intended that the covenants actually be a part
of the agreenent (i.e., whether * * * [the buyer]
slipped the covenants into the contract without their
know edge). The facts unquestionably show that the
sellers were aware of the terns. Moreover, the sellers
were represented by counsel who read the contract and
approved of its contents. That the sellers and/or

their

counsel did not intend, and were not aware of,

the tax consequences of the disputed | anguage is not
significant. As stated in Hamin's Trust v.
Comm ssi oner, 209 F.2d 761, 765 (10th Cr. 1954), affgqg.

19 T.C. 718 (1953):

It is true that there was very little

di scussion of the suggested allocation. But
the effectiveness taxwi se of an agreenent is
not neasured by the anmount of prelimnary

di scussion had respecting it. It is enough

f parties understand the contract and

understandingly enter intoit. * * * where
parties enter into an agreenent with a cl ear
under standi ng of its substance and content,
t hey cannot be heard to say |ater that they
over| ooked possi bl e tax consequences. * * *

[ Peterson Mach. Tool, Inc. v. Conmm ssioner, 79 T.C 72,
83-84 (1982).]
Here, petitioners intended that their covenants be a part of

t he over al

sal e transaction, they understood fromthe contents

of the docunents that they were prom sing not to conpete and that

consi derati

on was being allocated to a covenant not to conpete,

and they knew that in substance the buyers attributed inportance

to their agreenent. These facts regarding the actions of
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petitioners and the Shahs convince us that there existed, on the
part of petitioners, either a subjective intent to allocate or,
at the very least, a conscious acqui escence in the allocation
proposed by the Shahs, both of which will support a finding of
obj ective contractual intent. W therefore conclude that
petitioners have failed to carry their burden of show ng that
those involved in the Little Rascals transaction did not nutually
intend that an allocation of purchase price be made to their
agr eenent .

Econom c Reality of Allocation

The question then becones whet her such an intended
al l ocati on nust nonet hel ess be di sregarded because it would | ack
economc reality. However, petitioners’ past performance, their
present ability, and the actual negotiations reveal a separately
bar gai ned-for agreenent with a sufficient nexus to prudent
busi ness practice to conclude that their agreenent had
i ndependent econom ¢ significance.

As to past performance, petitioner had founded two day care
centers and had approximately 13 years of experience in the
business. Little Rascals was uncontestedly a successful
enterprise wwth an excellent reputation. Petitioners had
devel oped cl ose interpersonal relationships with parents,

teachers, and staff. |In addition, their hands-on approach to
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i nvolvenent in the child care business had often resulted in
repeat patronage, as parents returned to enroll younger siblings.

Wth regard to present ability, petitioners were only 50 and
37 years of age and in good health at the tine of the sale.
Furthernore, although petitioners nentioned that they planned to
travel following the sale, they did not indicate a permnent
departure fromthe geographic area.

G ven these circunmstances, a prudent business person m ght
reasonably perceive conpetition frompetitioners as a threat to
t he continued success of Little Rascals, and negotiations rel ated
to the sale reveal that the Shahs did in fact have such a
concern. Beginning with the conscious addition of the “and
of ficers” | anguage to the purchase agreenent and conti nui ng
t hrough the requests for a separately executed covenant and the
di scussion of its inportance at the closing, the record bears
repeated evidence of the independent significance placed by the
Shahs on this covenant. M. Shah even testified that he would
not have gone through with the sal e absent such an agreenent.
Hence, petitioners’ covenant was in fact a critical and
separately bargai ned-for conponent of the transaction. Wen
faced with the unusual scenario of a bank trustee selling a child
care center, the Shahs prudently sought sonme form of assurance

fromthe founder, operators, and true threat of conpetition
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In contrast, an allocation of price to the covenant entered
by the trust would |lack economic reality. As an officer of the
bank testified, the bank | acked the expertise and credentials to
open a conpeting child care center. Moreover, such a nove woul d
i kely be otherw se precluded by the bank’s fiduciary duties as
trustee, thus naking the agreenment superfluous. Finally, no
facts indicate that the Shahs placed significance on or
separately bargained for a promse fromthe trust.

Therefore, of the two potential covenants to which
consideration could be allocated, it appears that only an
apportionnment to petitioners’ agreenent would have a basis in
economc reality. It is also to be noted that whether an
agreenent is enforceable under State law is not necessarily
determ native of tax consequences when the record shows that the
buyer in fact bargained and paid for a covenant. See Standard

Lunber & Hardware Co. v. Commi ssioner, T.C Meno. 1958-159. When

faced with a situation where the Conm ssioner attenpted to

di sall ow a buyer’s deductions taken for paynents attributed to a
covenant not to conpete, on grounds that the covenant woul d be
void under State law, this Court responded:

The Conmm ssioner argues that an oral agreenent not
to conpete for 5 years would be void in Colorado. The
Comm ssioner cites no authority for his contention that
t he deduction woul d not be allowable if the agreenent
could not be enforced. * * * The fact is that a |large
sum was actually paid on this arm s-length agreenent
and the evidence indicates that the agreenent was
carried out. [ld.]
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Consequently, we need not reach the parties’ contentions
here regarding the enforceability of a covenant agai nst
petitioners. In unusual circunstances, such as those present in
this case, seeking even an unenforceabl e agreenent made in good
faith may be consistent with prudent business practice. This is
particularly true where, as here, the issue of enforceability is
debat abl e and argunents exist to support both sides.
Furt hernore, since the Shahs apparently assuned that petitioners
were bound by their signatures, it is also reasonable to believe
that the Shahs in fact bargained and paid for petitioners’
prom se. W therefore conclude that petitioners have failed to
carry their burden of establishing that an allocation of any
value to their covenant not to conpete woul d be devoid of
economc reality.

Amount of All ocati on

Were, as here, an allocation of sone val ue has been found
to conport with economc reality in a general sense, the final
guestion necessary to resolve a deficiency issue asks what
speci fic anobunt of the consideration paid should be allocated to
the subject agreenent. W note that the anmount allocated to a
covenant by a taxpayer is not always controlling for tax

pur poses. See Lenery v. Comm ssioner, 52 T.C. 367, 375 (1969),

affd. 451 F.2d 173 (9th Gir. 1971).
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In the matter at hand, closing statenments apportioned

$300, 000, based on cal culations by M. Shah, to a covenant not to

conpete. Respondent now concedes on brief that the proper

val uation is $200,000. Petitioners have offered no evidence by

which a different value may be cal cul ated and have instead nerely

contended that the proper value is zero. Al though we agree with

petitioners that the valuations conputed by M. Shah and

respondent are in some respects arbitrary, we have deci ded that

al l ocation of sone value to petitioners’ agreenent is appropriate

and have not been given sufficient information upon which to base

an alternative neasurenent. W therefore sustain the deficiency

based upon the $200, 000 val ue advocated by respondent.

Penalty | ssue

Section 6662(a) and (b)(2) inposes an accuracy-rel ated
penalty in the anount of 20 percent of any underpaynent that is
attributable to a substantial understatenent of incone tax. A
“substantial understatenent” is defined by section 6662(d)(1) to
exi st where the anount of the understatenent exceeds the greater
of 10 percent of the tax required to be shown on the return for
t he taxabl e year or $5, 000.

An exception to the section 6662(a) penalty is set forth in
section 6664(c)(1) and reads: “No penalty shall be inposed under
this part with respect to any portion of an underpaynent if it is

shown that there was a reasonabl e cause for such portion and that
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the taxpayer acted in good faith with respect to such portion.”
The taxpayer bears the burden of establishing that this
reasonabl e cause exception is applicable, as respondent’s
determ nation of an accuracy-related penalty is presuned correct.
See Rule 142(a).

Regul ations interpreting section 6664(c) state:

The determ nation of whether a taxpayer acted with

reasonabl e cause and in good faith is made on a case-

by-case basis, taking into account all pertinent facts

and circunstances. * * * Generally, the nost inportant

factor is the extent of the taxpayer’s effort to assess

the taxpayer’'s proper tax liability. * * * [ Sec.

1.6664-4(b) (1), Income Tax. Regs.]

Furthernore, reliance upon the advice of a tax professional
may, but does not necessarily, denonstrate reasonabl e cause and
good faith for purposes of avoiding the section 6662(a) penalty.

See id.; see also Freytag v. Conmi ssioner, 89 T.C. 849, 888

(1987), affd. 904 F.2d 1011 (5th Cr. 1990), affd. 501 U S. 868
(1991). Such reliance is not an absolute defense, but it is a

factor to be considered. See Freytag v. Commi Ssioner, supra at

888. In order for this factor to be given dispositive weight,
the taxpayer claimng reliance on a tax professional nust show,
at mninmum that (1) the adviser was supplied with correct
information and (2) the incorrect return was a result of the

adviser’s error. See, e.g., Ma-Tran Corp. v. Comm ssioner, 70
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T.C. 158, 173 (1978); Pessin v. Conm ssioner, 59 T.C 473, 489

(1972); Garcia v. Conm ssioner, T.C Meno. 1998-203, affd.

Wi t hout published opinion 190 F.3d 538 (5th Cir. 1999).

Applying these principles to the instant case, we concl ude
that petitioners have sustained their burden of establishing
reasonabl e cause and good faith for their failure to report
inconme related to the Little Rascals transaction. Petitioners
consulted with both their attorney, M. Polse, and their
accountant, M. Kehl, regarding tax inplications prior to formng
the charitable remainder unitrust. Furthernore, M. Polse
suggested and drafted the trust agreenent only after being
apprised by petitioners of their goals and intentions with regard
to the sale of their business. |In addition, petitioners signed
the separate covenant docunent only after it had been revi ewed by
M. Kehl and nodified to conply wiwth his specifications.
Petitioners were thus clearly relying on professional advisers
t hroughout the transfer of their business, and these
prof essionals were supplied both with subjective information such
as financial goals and with objective data such as physi cal
docunentation. Finally, we note that reported decisions
addressing treatnent of nonconpetition agreenments generally
i nvol ve a case-by-case analysis of intentions and offer few

bright lines to guide taxpayers and tax practitioners. Gven
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t hese circunstances, we hold that petitioners acted reasonably
and in good faith reliance on their advisers. Respondent’s

determ nation of an accuracy-related penalty is denied.

Deci sion will be entered

under Rul e 155.




