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VEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
RUVWE, Judge: These consolidated cases involve transferee
l[iability, deficiencies, penalties, and an addition to tax

determ ned by respondent as foll ows:

The foll owi ng cases are consolidated: Robert DeMarta,
Transferee, docket No. 20686-96; DeMarta & Norwal k, CPA's, Inc.,
docket No. 20767-96; WIlliam R Norwal k, docket No. 20772-96; and
Robert and Patricia DeMarta, docket No. 20773-96.



-2 -

WIlliam Norwal k, Transferee
docket No. 20685-96

Year Transferee Liability

1992 $165, 940

Robert DeMarta, Transferee
docket No. 20686-96

Year Transferee Liability

1992 $505, 935

Devarta & Norwal k, CPA's, Inc.
docket No. 20767-96

Accuracy-rel ated Penalty
Year Defi ci ency Sec. 6662

1992 $232, 540 $46, 508

Wlliam R Norwal k
docket No. 20772-96

Accuracy-rel ated Penalty
Year Defi ci ency Sec. 6662

1992 $44, 088 $8, 818

Robert and Patricia DeMarta
docket No. 20773-96

Addition to Tax Accuracy-rel ated Penalty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662

1992 $150, 249 $7,512 $30, 050

After concessions by the parties, the issues for decision
are: (1) Wiether DeMarta & Norwal k, CPA's, Inc. (the

corporation), realized a gain of $588,297 on the distribution of
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its intangi ble assets to its shareholders in a liquidation; (2)
whet her the corporation is |liable for depreciation recapture in
t he amount of $15,643 on the distribution of its tangible assets
to its shareholders in a liquidating distribution in 1992; (3)
whet her Robert and Patricia DeMarta realized a capital gain of
$505, 935 on the recei pt of property fromthe corporation in a
liquidating distribution in 1992; (4) whether WIliam R Norwal k
realized a capital gain of $165,940 on the receipt of property
fromthe corporation in a liquidating distribution in 1992; (5)
whet her the corporation is entitled to a deduction, reported as
consulting fees, of $40,000 for paynents to the shareholders in
1992; (6) whether Robert DeMarta and Wlliam R Norwal k are
required to report such paynents, in the anounts of $23, 320 and
$16, 680, respectively, as dividend incone; (7) whether Robert and
Patricia DeMarta are liable for an addition to tax under section
6651(a)(1)2 and an accuracy-rel ated penalty under section 6662;
(8) whether the corporation is liable for an accuracy-rel ated
penal ty under section 6662; (9) whether WIlliam Norwalk is |iable
for an accuracy-rel ated penalty under section 6662; and (10)
whet her Messrs. DeMarta and Norwal k are |iable as transferees for
the corporation's 1992 Federal incone tax liability.

FI NDI NGS OF FACT

2Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable year in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.



Sonme of the facts are stipulated and are incorporated herein
by this reference.

At the tinme of the filing of the petitions in these
consol i dat ed cases, each of the individual petitioners resided in
Frenont, California, and the corporate petitioner, DeMarta &
Norwal k, CPA's, Inc., maintained its principal office in Frenont,
California. Robert DeMarta and WIIliam Norwal k (soneti nes
referred to as the sharehol ders) are certified public accountants
(C.P.A '"s) and provide accounting services on a full-tinme basis.
M. DeMarta becanme a C.P. A in approximtely 1970, while M.
Norwal k becanme a C. P. A in 1980.

In 1985, Messrs. DeMarta and Norwal k organi zed DeMarta &
Norwal k, CPA's, Inc., which was incorporated in California on
August 14, 1985. The business of the corporation was the
practice of public accounting. At all tinmes during the
corporation's existence, Messrs. DeMarta and Norwal k have been
its only sharehol ders.

On Septenber 3, 1985, Messrs. DeMarta and Norwal k si gned
separate agreenents with the corporation regarding their
respective ownership interests in, and rights and duties
regardi ng, the corporation. Each agreenent is entitled
"Enpl oyment Agreenent". The effective date set forth on these
agreenents was Cctober 1, 1985, and each provi des, anpong ot her

t hi ngs, the foll ow ng:
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TERM

5. The termof enploynent shall be five years
fromthe date specified in Schedule A attached to this
Agreenent, subject to the follow ng conditions:

(a) This Agreenent may be term nated at any
time by nutual agreenent in witing of the Corporation
and Enpl oyee.

(b) Enpl oyee shall have the absolute right
to unilaterally termnate this Agreement by providing
the Board of Directors with witten notice of
termnation and, in that case, termnation shall occur
upon the expiration of ninety (90) days after the date
of the notice.

* * * * * * *

(h) Either party may termnate this
Agreenent after the expiration of 15 nonths by giving
the other 30 days witten notice.

RESTRI CT1 VE COVENANT

6. Enployee agrees that during the termof this
Agreenent he will not engage in any other business
duties or pursuits whatsoever, directly or indirectly,
except activities approved in witing by the Board of
Directors, directorships in conpanies not in
conpetition with the Corporation, and passive personal
investnments. Furthernore, Enployee will not, directly
or indirectly, acquire, hold, or retain any interest in
any business conpeting with or simlar in nature to the
busi ness of the Corporation, and will not own or hold
to any substantial degree any securities in any conpany
conpeting with the Corporation.

* * * * * * *

DI SCLOSURE COF | NFORNVATI ON

8. Enpl oyee recogni zes and acknow edges that the
list of the Corporation's clients, as it may exist from
time to tinme, is a unique asset of the Corporation's
busi ness. Enployee will not, during or after the term
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of enpl oynent, disclose the |ist of the Corporation's
clients or any part of it to any person, firm
corporation, association, or other entity for any
reason or purpose whatsoever. In the event of a breach
or threatened breach by Enpl oyee of the provisions of

t hi s Paragraph, the Corporation shall be entitled to an
i njunction restraining Enpl oyee fromdisclosing, in
whole or in part, the list of the Corporation's
clients, or fromrendering any services to any person,
firm corporation, association, or other entity to whom
the list, in whole or in part, has been disclosed or is
threatened to be disclosed. Nothing in this Agreenent
shal |l be construed as prohibiting the Corporation from
pursui ng any other renedies available to the
Corporation for disclosure, including the recovery of
damages from Enpl oyee.

* * * * * * *
RECORDS
11. On the termnation of this Agreenent,
Enpl oyee shall not be entitled to keep or preserve
records or charts of the Corporation as to any client
unless a client specifically requests a different
di sposition of those records, and in no event shal
Enpl oyee be entitled to the records of clients not
served by him
Subsequent to the term of the sharehol ders' respective
agreenents with the corporation, no other agreenents between the
shar ehol ders and the corporation were entered into. Accordingly,
Messrs. DeMarta and Norwal k were not bound by any covenant not to
conpete on June 30, 1992.
As of June 30, 1992, in addition to the sharehol ders, the
corporation had ei ght enpl oyees, four of whom were accountants.

No ot her enpl oyee of the corporation signed any enpl oynent

agreenent with the corporation.
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On June 30, 1992, the corporation's assets were distributed
to its shareholders. On that date, M. DeMarta held 75 percent
of the corporation's stock, while M. Norwal k held the renaining
25 percent. Only a nom nal anount of assets was left in the
corporation after this distribution. This distribution
constituted a conplete liquidation of the corporation in 1992.
The corporation did not continue to provide accounting services
after June 30, 1992, and the business of the corporation did not
continue. The corporation has never been dissol ved.

The corporation reported the foll ow ng revenues and
expenditures on its Federal incone tax returns for the years 1988

t hrough 1992:

ltemfromreturns 1988 1989 1990 1991 1992
Gross receipts $666, 185 $850, 527 $938, 096 $967, 495 $730, 989
Form 4797 gai n/ | oss -- (5, 481) -- -- --

G her incone - - - - 480 - - 194
Deducti ons

Comp. of officers 168, 024 187, 383 177, 363 197, 341 74, 654
Sal ari es & wages 249, 091 343, 935 377,676 381, 135 218, 813
Repairs 2,404 4,528 - - 6, 664 - -
Bad debts 602 - - - - - - - -
Rent s 62, 039 54,471 82, 219 101, 628 56, 379
Taxes 29, 245 36, 732 41, 200 44, 283 26, 048
I nt er est 14, 563 16, 421 30, 993 23,622 11, 162
Charitable contr. - - - - - - - - 99
Depr eci ati on 11, 516 19, 019 32,371 27,190 8, 045
Anprtization 334 334 252 - - - -
Pensi on pl an -- 41, 337 44,264 51, 589 --
Bank char ges -- -- -- 68 --
Meal s & enter. 1, 930 6, 577 18, 266 1, 761 10, 323
Books & journals 6, 527 3,708 2, 757 1, 791 2,774
dient costs 38 118 3, 997 12, 331 80
Conput ax costs 41, 897 49, 762 15, 228 - - - -
Conput er costs 3, 543 15, 571 14, 161 11, 314 - -
Cont i nui ng educ. 10, 273 17, 447 12,524 7, 807 9, 408
Dues & subscri pt. 4,376 19, 005 18, 136 8, 903 10, 564
| nsur ance 26, 474 42, 401 49, 475 45, 219 29, 466
Meet i ngs 3,089 -- -- 6, 825 --

Per diemfees - - - - - - 15, 677 - -



Li brary service

O fice expense

Enpl oynment agency
Payrol | processing
Post age

Tel ephone

Travel

Tax processing costs
Adverti sing

Consul ting fees

Peer review expense
Pensi on admi ni stration
Legal & professional
Suppl i es

Equi prent rental
Movi ng expenses

Tot al expenses

Taxabl e i ncone/| oss

From 1988 to 1992,
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13, 333 24, 640
5, 486 .-

767 1, 067

4,546 6, 940

8, 289 7,803

2, 838 6, 825

1,718 2, 551

.- 3, 225

.- 4, 952

.- 700
450 .-

631 219

.- 500

674, 023 918, 171

(7, 838) (73, 125)

salaries fromthe corporation

Year

1988
1989
1990
1991
1992

A portion of the salaries paid to Messrs.

M. DelMarta

$98, 024
107, 463
107, 440
107, 440
40, 880

.- 1, 000
25, 567 26, 073
659 .-
6, 944 7,441
9,911 8, 013
7,022 1,971
.- 1,577
1, 755 4, 449
372 270
8, 986 .-
10, 001 .-
7, 459 1,808
4,522 .-
1, 004, 080 997, 750
(65, 504) (30, 255)

M. Norwal k

$70, 000
79, 920
69, 923
89, 901
33,774

14, 197

7,684
5,182
6, 445
3,590
4,094
40, 000

465

8,492
5,611

553, 575

177, 608

t he sharehol ders received the foll ow ng

DeMarta and Norwal k was

derived from bank | oans guaranteed by the sharehol ders and from

| oans made to the corporation by the sharehol ders.

begi nni ng of the corporation's 1992 tax year,

| oans from sharehol ders of $22, 533.

corporation's 1992 tax year,

At the end of the

| oans fromthe sharehol ders of $96, 678.

In addition to their salaries fromthe corporation,

DeMarta and Norwal k recei ved $23, 320 and $16, 680,

At the

it had outstanding

its liabilities included outstanding

Messr s.

respectively,
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in 1992. A total of $40,000 representing these additional
anounts was deducted by the corporation as consulting fees on its
1992 Federal income tax return. M. Norwalk reported this

addi tional anount as ordinary incone on his 1992 Federal incone
tax return. M. DeMarta did not report any of this additional
anount on his Federal inconme tax return.

On January 3, 1992, as reflected in the corporation's
m nutes, the board of directors (Messrs. DeMarta and Norwal k)
aut hori zed the distribution of the corporation's assets and
liabilities to the sharehol ders. These corporate m nutes
provided the follow ng reason for this distribution:

Due to lack of profitability, it was decided to

stop practice as Certified Public Accountants within

the structure of DeMarta & Norwal k. It was further

decided to distribute all avail able assets and

liabilities to the sharehol ders. Each sharehol der

woul d then be able to pursue a professional practice on

their owm or as partners with other CPA(S).

On July 1, 1992, follow ng the distribution of the
corporation's assets, Messrs. DeMarta and Norwal k becane partners
of the accounting firmlreland, San Filippo (the partnership),
and transferred assets, distributed to them by the corporation,
to the partnership. The partnership did not use the
corporation's nane. The tangible assets distributed to the
sharehol ders included all the corporation's furniture and

equi pnent, which the corporation reported on its 1992 Federal

i ncone tax return at a val ue of $59, 455. These assets were
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contributed to the partnership at an agreed val ue of $59, 455.
The sharehol ders also transferred their share of the
corporation's receivables to the partnership. These assets were
contributed to the partnership (less liabilities assuned by the
partnership) in exchange for the opening bal ances of the
respective partnership capital accounts of Messrs. DeMarta and
Norwal k. The partnership did not assunme tax obligations of the
corporation, nor did it assune the debts owed by the corporation
to the sharehol ders. The opening capital account bal ances in the
partnership for Messrs. DeMarta and Norwal k were $39, 202 and
$28, 041, respectively.

Messrs. DeMarta and Norwal k each executed a partnership
agreenent when they joined the partnership. Under the terns of
t he partnership agreenent, Messrs. DeMarta and Norwal k were
treated as equal partners and subject to the sane fornula for
al l ocation of conpensation. This partnership agreenent also
contained certain provisions restricting the partners' ability to
conpete with the partnership.

The partnership assuned the corporation's | ease and occupi ed
its former offices fromJuly 1, 1992, to April 25, 1994. On
April 28, 1994, after vacating these offices, the partnership
subl eased the space. At the time of the subl ease, the renaining
termof the |ease was 8 nonths. The partnership subsidized one-

third of the rent when it subl eased the space.
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As of June 30, 1992, other than the sharehol ders, the
corporation enployed the foll ow ng persons: Barbara Bail ey;
Karin Laster; Beverly Hagan, C P.A ; Thomas Tang, C P.A ; Don
Christman, C P. A ; Jeanette Joyce, accountant; Judy Cunni ngham
adm ni strator; and Joan Long, secretary. After the |iquidation
of the corporation, many of its fornmer enpl oyees were
subsequent|ly enpl oyed by the partnership. By the end of Cctober
1992, both Beverly Hagan and Thomas Tang | eft the partnership to
set up their own separate accounting practices. Wen M. Tang
| eft, Barbara Bailey, a conputer consultant, and Karin Laster, a
bookkeeper, also left the partnership to work for M. Tang.

When Ms. Hagan and M. Tang left to set up their individual
practices, they each sent announcenents to forner clients of the
corporation and to clients of the partnership informng them of
their nove. The partnership received at |east 92 requests from
former clients to have the information contained in their files
made available to either Ms. Hagan or M. Tang. Pursuant to
these client authorizations, the partnership permtted Ms. Hagan
and M. Tang to copy the files of clients that left the
partnership. Neither Messrs. DeMarta and Norwal k nor the
partnership requested any conpensation for any clients lost to
either Ms. Hagan or M. Tang. Five years follow ng the

liquidation of the corporation, only about 10 percent of the
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accounts serviced by the corporation remained with the

part nershi p.

OPI NI ON

The principal issue underlying all these consolidated cases
is the fair market value of the corporation's assets on the date
of distribution.

Cust oner - Based | nt angi bl es

Respondent contends that when the corporation was
[iquidated, it distributed to its sharehol ders "custoner-based
i ntangi bles"” in addition to tangi bl e assets. Respondent
describes the intangi ble assets at issue to include the
corporation's client base, client records and workpapers, and
goodwi I | (i ncludi ng goi ng-concern-value). Respondent's position
is that these intangi bles were assets of the corporation that had
a specific value and that when distributed to the shareholders in
the liquidation, triggered taxable gain to the corporation.
Liability in respect of a deficiency in the corporation's tax and
penalty was then asserted by respondent agai nst the sharehol ders
of the corporation as transferees. Respondent also determ ned
that the transfer of the custoner-based intangibles received by
t he sharehol ders generated taxable gain to the sharehol ders.

Petitioners maintain that the corporation did not own the

intangi bles in question. Rather, petitioners argue that the
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accountants thensel ves owned the intangi bles, and, thus, there
was no transfer nor any correspondi ng taxable gain attributable
to these intangibles.

CGenerally, gain or |loss nust be recognized by a |iquidating
corporation on the distribution of property in conplete
liquidation as if such property were sold to the distributee at
its fair market value. Sec. 336(a). Petitioners do not contend
that the provisions of section 336(a) should not apply here. The
corporation nust recognize gain calculated as the difference
between the fair market value of the distributed property and the
corporation's basis in that property.

Mor eover, anmounts received by the shareholders in a
distribution in conplete |iquidation of the corporation nust be
treated as in full paynment in exchange for the corporation's
stock. Sec. 331(a). The sharehol ders nmust recognize any gain on
the receipt of the property in the liquidating distribution. The
gain to the shareholder is conmputed by subtracting the
sharehol der's adjusted basis in the stock fromthe anpunt
realized. Sec. 1001(a); sec. 1.331-1(b), Income Tax Regs. The
anmount realized is the sumof any noney received on the
distribution plus the fair market value of the property received

(other than noney).® Sec. 1001(b). This gain is reduced by the

3Sec. 1.331-1(e), Incone Tax Regs., provides that a
sharehol der's gain or loss on a liquidating distribution be
(continued. . .)



- 14 -
outstanding corporate |iabilities assuned by the sharehol ders, if
any. Here, the | oans payable to the sharehol ders total ed $96, 678
as of June 30, 1992.¢

We have recognized that goodwi ||l is a vendi bl e asset which

can be sold with a professional practice. LaRue v. Conm Ssioner,

37 T.C. 39, 44 (1961); Watson v. Comm ssioner, 35 T.C 203, 209

(1960). Goodwill is often defined as the expectation of

conti nued patronage. Newark Morning Ledger Co. v. United States,

507 U.S. 546 (1993). In Rudd v. Comm ssioner, 79 T.C 225, 238

(1982), we stated:

The goodwi Il of a public accounting firm can
generally be described as the intangi bles that attract
new clients and i nduce existing clients to continue
using the firm These intangi bles may include an
established firmnane, a general or specific |ocation
of the firm client files and workpapers (i ncluding
correspondence, audit information, financial
statenents, tax returns, etc.), a reputation for
general or specialized services, an ongoi ng worki ng
rel ati onship between the firm s personnel and clients,
or accounting, auditing, and tax systens used by the
firm * * *

3(...continued)
cal cul ated on a per-share basis. The parties have stipulated the
shar ehol ders' bases in the corporation's stock, which are used
for purposes of calculating the sharehol der gain on the
di stribution.

't is not clear fromthe record whether respondent allowed
any reduction for liabilities assuned by the shareholders in
maki ng his determ nation.
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In determning the value of goodwill, there is no specific rule,
and each case nust be considered and decided in light of its own

particul ar facts. MacDonald v. Conm ssioner, 3 T.C. 720, 726

(1944). Moreover, in determning such value it is well
established that the earning power of the business is an

inportant factor. Estate of Krafft v. Comm ssioner, T.C. Meno.

1961-305. In Staab v. Comm ssioner, 20 T.C 834, 840 (1953), we

st at ed:

Goodwi I I, then, is an intangible consisting of the
excess earning power of a business. A normal earning
power is expected of the business assets, and if the
busi ness has greater earnings, then the business nay be
said to have goodwill. This excess in earning power
may be due to any one or nore of several reasons, and
usually this extra value exists only because the

busi ness is a going concern, being successful and
profitable. Goodwi Il may arise from (1) the nere
assenbly of the various elenents of a business,

wor kers, custoners, etc., (2) good reputation,
custoners' buying habits, (3) list of custonmers and
their needs, (4) brand name, (5) secret processes, and
(6) other intangibles affecting earnings.

Both parties presented testinony fromexpert w tnesses
regardi ng the value of the corporation's intangi ble assets. In
apprai sing the value of the corporation's intangibles,
petitioners' expert stated: "lIntangible value within a conpany
(or goodw Il value) is based upon the existence of excess
earnings." After exam ning financial information fromthe

corporation's Federal inconme tax returns, the pay history of

Messrs. DeMarta and Norwal k, and Federal Governnent guideli nes
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for an accountant's pay, he found that the corporation did not
have excess earnings or earnings over and above a return on
tangi bl e assets. Consequently, petitioners' expert concl uded
that the corporation was worth the value of its tangible assets®
and that there was no intangible or goodwi Il value at the tinme of
the distribution to the shareholders. He then addressed the

val uation of the corporation's client list. Recognizing that in
a service-related business the client relationship is normally
between the client and the professional who services that client,
petitioners' expert concluded that "Wthout an effective non-
conpetition agreenent, the clients have no neani ngful val ue."
Recogni zing that there was no restriction on the ability of the

i ndi vi dual accountants to conpete with the corporation, he
concluded that the client-related goodwi || and intangibles

bel onged to the professional accountants (individually) who
serviced the clients and that a list of these clients had no

mat eri al val ue.

We have held that there is no sal able goodw I| where, as
here, the business of a corporation is dependent upon its key
enpl oyees, unless they enter into a covenant not to conpete with
t he corporation or other agreenent whereby their personal

relationships with clients becone property of the corporation.

SPetitioners' expert expressed no opinion with respect to
t he value of the tangible assets of the corporation.
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Martin lce Cream Co. v. Commi ssioner, 110 T.C. 189, 207 (1998)

("personal relationships of a sharehol der-enpl oyee are not
corporate assets when the enpl oyee has no enpl oynent contract

with the corporation"); Estate of Taracido v. Conm ssioner, 72

T.C. 1014, 1023-1024 (1979); Cullen v. Comm ssioner, 14 T.C. 368,

372 (1950); MacDonald v. Conm ssioner, supra at 727; cf.

Schi |l bach v. Commi ssioner, T.C. Menpo. 1991-556.°

We have no doubt that nost, if not all, of the clients of
t he corporation would have "fol |l owed" the accountant who serviced
that client if the accountant woul d have |eft the corporation.
For instance, when M. Tang and Ms. Hagan left the partnership
shortly after the corporation was |iquidated, at least 92 clients
engaged these forner enployees to provide future services. On
the record here, it is reasonable to assune that the personal
ability, personality, and reputation of the individual
accountants are what the clients sought. These characteristics

did not belong to the corporation as intangible assets, since the

8l n support of his position, respondent cites Schilbach v.
Comm ssioner, T.C Meno. 1991-556. |In Schilbach, we found that a
medi cal practice, operating as a corporation, had goodw ||
despite the | ack of a covenant not to conpete. Schilbach is
di stingui shable fromthe instant case in that in Schilbach sone
of the goodw || of the nedical practice was inherent in the
operating entity and was not solely dependent upon the enpl oyee-
sharehol der's ability. Moreover, in Schilbach, we found it
doubt ful that the enpl oyee-sharehol der woul d have conpeted with
the nedical practice due to his inability to obtain mal practice
i nsurance and his physical and nental condition. W do not find
that the sanme circunstances exist in the instant cases.
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accountants had no contractual obligation to continue their
connection wwth it. There is no persuasive evidence that the
name and | ocation of the corporation had any val ue other than for
their connection with the accountants thensel ves.

The situation in the instant case is simlar to that in

MacDonal d v. Conm ssioner, supra. |In MacDonald, the taxpayer and

his wife were the sole shareholders in an incorporated insurance
agency. They subsequently liquidated the corporation,
distributing all assets to the husband, who proceeded to set up
an i nsurance agency under a nane simlar to the nanme of the
i qui dated corporation and solicited the clients of the
cor porati on.

The issue presented to us in that case was whether there was
any val uable goodw || passing fromthe corporation to the
t axpayers upon liquidation of the corporation. The corporation
had no exclusive right to the business of any policyhol der, and
W t hout a covenant not to conpete fromthe taxpayer, the business
of the corporation had no market value. In holding that there
was no goodw || passing to the taxpayers because the goodw I| was
solely attributable to the personal abilities of the taxpayers,
we st at ed:

The facts in the instant cases established that
any val ue which this business may have had on July 31,
1941, in addition to its tangi ble assets, was due to

the personal ability, business acquai ntanceship, and
other individualistic qualities of D. K MacDonald. As
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one witness put it, "M. MicDonal d was the Conpany."
The policy of the corporation was decided by D. K
MacDonal d and all enpl oyees worked under his direction
and supervision. There existed no contract between the
corporation and any of its enployees, including D. K
MacDonal d, with respect to future services. Neither
the name of the corporation, its location, its agency
agreenents, nor its existing policies with custoners
had any value. |[If the law prevents the recognition of
the personal ability and personality of D. K MacDonal d
as an element of this corporation's goodw Il for incone
tax purposes, then petitioners did not receive any
goodwi I | as a result of their acquisition of this
corporation's assets.

We find no authority which holds that an
i ndividual's personal ability is part of the assets of
a corporation by which he is enployed where, as in the
i nstant cases, the corporation does not have a right by
contract or otherwise to the future services of that
individual. * * * [MacDonald v. Comm ssioner, 3 T.C
at 727.]

We further held in MacDonald that there was no marketabl e
asset enbodying the goodw || of the corporation which could be
sold to a third party. W recognized the possibility that a
purchaser m ght take over the custoner list of the corporation on
a contingency basis. In holding that this type of an arrangenent
has no fair market value, we stated:

It is true that goodw I | may be the subject of
exchange. Here, however, Cassatt and Conpany [the
seller] did not undertake to transfer its goodw Il to
Pierce [the purchaser] in exchange for property of an
ascertai nabl e market value. On the contrary the
transfer was made in consideration of Pierce's pron se
to share wth Cassatt and Conpany for six years in the
future any comm ssions which it mght earn during that
period from business with Cassatt custoners. The
recei pt of such conm ssions was wholly contingent upon
Pierce's remaining in business and obtai ni ng busi ness
fromthe former Cassatt customers, neither of which it
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was under any obligation to do. It is settled that
such a prom se to nmake paynents in the future "wholly
contingent upon facts and circunstances not possible to
foretell wth anything Iike fair certainty” has no
ascertainable fair market value. Burnet v. Logan, 283
U S 404, 413, 51 S. C. 550, 552, 75 L.Ed. 1143. [ld.
at 729 (quoting Cassatt v. Comm ssioner, 137 F.2d 745,
748 (3d Cir. 1943), affg. 47 B.T. A 400 (1942)).]

Therefore, for the sanme reasons as given in MacDonald, we hold
that at the time of the corporation's liquidation it had no
goodwi I I, either in terns of a client list or in any other form
whi ch could be distributed to the individual sharehol ders or sold
to athird party.

We have carefully considered the testinony of respondent's
experts who testified that in their opinion a fair value of the
corporation woul d be $870, 000, of which $266, 000 woul d represent
the value of the client list and $369, 000 woul d represent
goodwi I I .7 However, we conclude that their opinion regarding the
i ntangi bl e assets of the corporation is of no probative force in
I ight of other evidence of record and existing case |aw.

Respondent's experts based their opinion as to the val ue of
the goodwi || and the client |ist upon an approximtion of
earnings that they nmade based upon the vol une of business

actual ly done by the corporation but using cost percentages

'Respondent nade no separate determination as to any goi ng-
concern-val ue that the corporation may have had. Mbreover
respondent’'s experts fail to attribute any value to such an
asset .
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normal to the industry, which were far |less than the
corporation's actual operating costs. These approxinations are
not inline with the actual experience of the corporation, and
the record does not establish that there was any reasonabl e
expectation that such costs could have been so reduced. See

Estate of Krafft v. Commi ssioner, T.C Meno. 1961-305.

More i nportantly, respondent's experts valued the
corporation's client list and goodwill as if a covenant not to
conpete was in effect on the date of distribution. Respondent's
expert, M. Kettell, testified that such a restriction is a very
inportant factor in valuing the intangibles of the corporation.
However, we have found that there were no restrictions on the
corporation's enployees to conpete with it on the date of
distribution. Nevertheless, in determning the corporation's
val ue, respondent's experts relied upon the restrictions
expressed in the partnership agreenent executed by Messrs.
DeMarta and Norwal k after the distribution of the corporation's
assets. The parties to the partnership agreenent are Messrs.
DeMarta and Norwal k and the existing partners of the partnership,
not the corporation. This agreenment was not enforceable by the
corporation and should have no bearing on the valuation of the
corporation on the date that it distributed its assets.

In view of the foregoing, we conclude that there were no

transferabl e "custoner-based intangi bl es" belonging to the
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corporation i ndependent of the abilities, skills, and reputation
of the individual accountants. "Ability, skill, experience,
acquai nt anceshi p, or other personal characteristics or
qualifications do not constitute goodwi ||l as an item of property,
nor do they exist in such formthat they could be the subject of

transfer." Providence MIIl Supply Co. v. Commi ssioner, 2 B.T.A

791, 793 (1925). In O Rear v. Conm ssioner, 28 B.T.A 698, 700

(1933), affd. 80 F.2d 473 (6th Cr. 1935), we stated that "it is
at | east doubtful whether a professional man can sell or dispose

of any goodw Il which may attach to his practice except perhaps

by contracting to refrain frompracticing." (Enphasis added.)

Because there was no enforceable contract which restricted the
practice of any of the accountants at the tinme of the
distribution, their personal goodw Il did not attach to the
corporation. Any goodw || transferred to the partnership was
that of the individual accountants, not the corporation. Under

t hese circunstances, we conclude that the value of any "custoner-
based i ntangi bl es” that the corporation may have had was nom nal .
We hold that petitioners have net their burden of establishing
that value is not allocable to the custoner-based intangi bles as
determ ned by respondent.

Tanqgi bl e Asset Val ue
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Respondent increased the corporation's taxable incone by
$15, 643 for section 1245 depreciation-recapture incone, resulting
fromthe distribution of its tangible assets to the
sharehol ders.® Section 1245(a)(1) provides for the recapture of
depreciation as ordinary incone upon the disposition of section
1245 property. Personal property used in a trade or business is
section 1245 property. Sec. 1245(a)(3)(A). Here, the anount
recaptured is the anount by which the | ower of the reconputed
basis of the property or the fair market value of such property,
exceeds the adjusted basis of the property. Sec. 1245(a)(1).
Reconput ed basis nmeans the adjusted basis of the property
reconputed by adding thereto all adjustnents reflected in such
adj usted basis on account of deductions allowed or allowable to
t he taxpayer for depreciation.® Sec. 1245(a)(2)(A).

The corporation reported an adjusted basis in its tangible
assets of $59,455 on its 1992 Federal inconme tax return.
Respondent's experts stated that the corporation's tangible
assets, which were distributed to the sharehol ders and then

transferred to the partnership, had a fair market val ue of

8Nei t her party argues that any of the tangible assets of the
corporation is other than sec. 1245 property.

°Petitioners submtted a list of the tangible assets at
i ssue, which reflects an approxi mate reconputed basis of
$179,880. Because both parties contend that the fair nmarket
val ue of the property is less than this anmount, we rely on the
fair market value to determ ne any gain recognized from
depreci ati on recapture.
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$102, 000. Respondent's experts arrived at their opinion by
estimating the replacenent cost of itens |listed on an asset
| edger and then subtracting an anmount for accunul ated
depreci ati on based upon an estinmate using each itenmls age and
useful life. The anmount of depreciation was cal cul ated using the
experts' own "in house devel oped software."1® However, none of
the tangi bl e assets were inspected by respondent's experts, nor
did they have any actual know edge of the nature or condition of
t he assets distributed.

Petitioners, on the other hand, argue that the tangible
assets of the corporation had a fair market val ue equal to, or
| ess than, the corporation's adjusted basis in the assets on the
date of distribution. The tangible assets at issue were
contributed to the partnership at an agreed val ue equal to the
corporation's basis as reported on its 1992 Federal incone tax
return. Petitioners rely upon the contribution value of the
tangi bl e assets as evidence of the assets' fair market value. It
is well established that the best evidence of fair market val ue
is the amount paid for property in an armlis-length transaction at

or near the relevant val uation date. Chiu v. Commi ssioner, 84

T.C. 722, 734 (1985). Respondent does not argue that the
contribution of the tangi ble assets by the sharehol ders was ot her

than at armls I ength, and the opinions of respondent's experts do

°Addi tionally, the market approach was used as a check for
sone itens, such as conputer equi pnent.
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not convince us that the fair market value of the tangi ble assets
at the time of the distribution was anything other than $59, 455.

Accordingly, the corporation did not realize recapture incone on

the distribution.

Consul ti ng Fees

The corporation paid the sharehol ders $40,000 in addition to
their salaries for 1992, which the corporation deducted as
consulting fees. Respondent determ ned that the corporation was
not entitled to the subject deduction and that the sharehol ders
must report the anmounts they received with respect to this
deduction as dividend inconme. No docunentary evidence has been
presented to establish that the $40, 000 deducted by the
corporation was paid to the shareholders for services provided to
the corporation in the year deducted. The corporation has failed
to nmeet its burden of establishing that it is entitled to deduct
t he $40, 000 paynent to the shareholders in 1992 as consulting
fees or that it should not characterize the amobunts as divi dends
as respondent contends.

Petitioners Robert and Patricia DeMarta conceded
respondent’'s determination in regard to this issue. Petitioner
Wl liam Norwal k reported the $16, 680 as busi ness inconme and
deduct ed $1, 425 as busi ness expenses. Respondent adjusted this
by determning that the $16, 680 was unreported dividend incone

and simul taneously reduci ng reported business inconme by $15, 255
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(the difference between the $16, 680 business income and $1, 425
expense) that M. Norwal k reported. This results in a net

i ncrease in taxable income of $1,425, which we uphol d.

Failure To Fil e--Section 6651(a)

Respondent determ ned that Robert and Patricia DeMarta are
liable for an addition to tax under the provisions of section
6651(a). Section 6651(a) inposes an addition to tax for failure
to tinely file a return, unless the taxpayer establishes that
such failure is due to reasonable cause and not due to wil|lful
neglect. M. and Ms. DeMarta failed to file their 1992
i ndividual tax return within the period allowed for filing. An
extension to file their return was granted until October 15,
1993. According to the notice of deficiency issued to M. and
Ms. DeMarta, their 1992 return was filed on COctober 27, 1993.
Petitioners have provided no evidence or argunment on this issue.
We find that M. and Ms. DeMarta are liable for the addition to

tax in accordance wth section 6651(a)(1).

| nposi ti on of Accuracy-Rel ated Penalty--Section 6662(a)

Respondent has determ ned that the corporation, WIlliamR
Norwal k, and Robert and Patricia DeMarta are |iable for accuracy-
related penalties under section 6662(a). Section 6662(a)
provides that, if it is applicable to any portion of an

under paynment in taxes, there shall be added to the tax an anount
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equal to 20 percent of the portion of the underpaynent to which
section 6662 applies. Section 6662(b)(1) provides that section
6662 shall apply to the portion of any underpaynent attri butable
to negligence or disregard of rules or regulations. Section
6662© provides that the term"negligence" includes any failure to
make a reasonable attenpt to conply with the provisions of this
title, and the term"disregard" includes any carel ess, reckless,
or intentional disregard of rules or regulations. Negligence is
the | ack of due care or failure to do what a reasonabl e and
ordinarily prudent person would do under the circunstances.

Neely v. Conm ssioner, 85 T.C. 934, 947 (1985).

However, under section 6664(c), no penalty shall be inposed
under section 6662(a) with respect to any portion of any
underpaynent if it is shown that there was a reasonabl e cause for
such portion and that the taxpayer acted in good faith with
respect to such portion. The Comm ssioner's determnation is
presunptively correct and wll be upheld unless the taxpayer is

able to rebut the presunption. Lunman v. Conm ssioner, 79 T.C.

846, 860-861 (1982); Bixby v. Comm ssioner, 58 T.C. 757, 791

(1972); Reily v. Comm ssioner, 53 T.C. 8, 13-14 (1969).

In the notices of deficiency issued to the corporation,
WIlliam R Norwal k, and Robert and Patricia DeMarta, respondent
applied the section 6662(a) penalty to "all or part of the
under paynent of tax". Wth regard to the $23, 320 adj ust nent

conceded by petitioners Robert and Patricia DeMarta, they have



- 28 -
presented no evidence to show that they acted with reasonabl e
cause or good faith. Therefore, we find that the accuracy-
related penalty under section 6662(a) applies to the underpaynent
of tax associated with this settled issue.

In regard to the $40, 000 deducted by the corporation as
consulting fees, we have upheld respondent's determ nati on.

After thoroughly reviewing the record in these cases, we find no
per suasi ve evi dence or argunent that the corporation acted with
reasonabl e cause or good faith with respect to this issue. On
this record, we hold that the corporation negligently or
intentionally disregarded rules or regulations with regard to the
under paynent of tax associated with this issue. Accordingly, the
accuracy-rel ated penalty under section 6662(a) is sustained with
respect to the underpaynent of tax associated with this deduction
by the corporation.

M. Norwal k reported his allocable portion of the dividend
(%$16,680) on his return. Even though he did not characterize
this anobunt as a dividend, the net effect of this was de mnims.
We find that any understatenent attributable to this was not due
to negligence. Thus, M. Norwalk is not |liable for the accuracy-
related penalty under section 6662(a).

Transferee Liability

“Wth respect to the adjustnents in the notice of
deficiency issued to Robert and Patricia DeMarta, the parties
filed a stipulation of settled issues with this Court on Cct. 24,
1997.
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Section 6901(a)(1)(A) authorizes the assessnent of
transferee liability in the sane manner as the taxes in respect
of which the liability was incurred. This provision does not
create a new liability; it nmerely provides a renedy for enforcing

the existing liability of the transferor. Coca-Cola Bottling Co.

v. Comm ssioner, 334 F.2d 875, 877 (9th G r. 1964), affg. 37 T.C

1006 (1962); Mysse v. Conm ssioner, 57 T.C. 680, 700-701 (1972).

The Comm ssioner has the burden of proving all the elenents
necessary to establish the taxpayer's liability as a transferee
except for proving that the transferor was |iable for the tax.
Sec. 6902(a); Rule 142(d).

The substantive questions of whether a transferee is |iable
for the transferor's obligation and the extent of his liability

depend on State |aw. See Conm ssioner v. Stern, 357 U S. 39, 45

(1958); Adans v. Conmi ssioner, 70 T.C. 373, 389 (1978), affd.

wi t hout published opinion 688 F.2d 815 (2d Cr. 1982). Al the
transfers in the instant case occurred in California; hence,

California | aw governs. Adans v. Conmm ssioner, supra at 390.

Respondent contends that Messrs. DeMarta and Norwal k are
liable as transferees under Cal. Corp. Code section 2009 (West
1990). That section provides creditors with a cause of action
agai nst sharehol ders who have recei ved assets inproperly
di stributed upon dissolution of a corporation. 1d. Cal. Corp.
Code section 2004 (West 1990) provides the proper nethod of

distributing corporate assets in a dissolution:
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After determning that all the known debts and
[iabilities of a corporation in the process of w nding
up have been paid or adequately provided for, the board
shall distribute all the remaining corporate assets
anong the sharehol ders according to their respective
rights and preferences or, if there are no
sharehol ders, to the persons entitled thereto. * * *
Therefore, in order to inpose transferee liability on the
shar ehol ders under this California |aw, respondent nust prove
that the sharehol ders inproperly distributed the assets of the
cor porati on.
At the tinme the corporation was liquidated, its liabilities
i ncl uded outstandi ng | oans fromthe sharehol ders of $96, 678. 2
On the basis of our findings in this case, we hold that
respondent has not shown that the assets the sharehol ders
recei ved exceeded this anmpunt.'®* The corporate m nutes signed by
Messrs. DeMarta and Norwal k and dated May 1, 1992, state:
It was resolved that the Corporation, DeMarta &
Norwal k, woul d distribute nost of its assets and
liabilities to the sharehol ders.
Each sharehol der woul d be distributed his share of
assets and liabilities (except for sharehol ders | oans).

The net asset received by each sharehol der woul d be
credited as paynent toward his sharehol der | oan.

2 pans from sharehol ders increased by nore than $74, 000
fromJan. 1 to June 30, 1992.

Bl f we had uphel d respondent's principal deternination
regardi ng the val ue of the "custoner-based intangibles"”, there
woul d be no question that the assets exceeded the corporate debt
owed to the sharehol ders.
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There does not appear to be sufficient net assets
to pay back the full amount of the sharehol der | oans
and therefore there will be no assets available for
di stribution against stock, retained earnings or
di vi dends.

This distribution is to take place prior to June
30, 1992.
There is nothing in the record that would indicate that the
recei pt of the corporate assets was anything other than parti al
paynment of this debt. Based upon the neager record presented on
this issue, we do not find that the assets were inproperly
di stributed under Cal. Corp. Code section 2004; thus, this lawis
not a valid basis for transferee liability in this case.
Respondent al so contends that the sharehol ders are |iable as
transferees under Cal. Cv. Code section 3439.04 (West 1997),
whi ch provi des:
A transfer nmade or obligation incurred by a debtor
is fraudulent as to a creditor, whether the creditor's
cl aimarose before or after the transfer was nade or
the obligation was incurred, if the debtor nade the

transfer or incurred the obligation as foll ows:

(a) Wth actual intent to hinder, delay, or
defraud any creditor of the debtor.

(b) Wthout receiving a reasonably equival ent
val ue in exchange for the transfer or obligation, and
t he debtor:

(1) Was engaged or was about to engage in a
busi ness or a transaction for which the remaining
assets of the debtor were unreasonably small in
relation to the business or transaction; or

(2) Intended to incur, or believed or
reasonably shoul d have believed that he or she would
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i ncur, debts beyond his or her ability to pay as they

becane due.
Therefore, in order to establish that Messrs. DeMarta and Norwal k
are liable as transferees for the anounts they received fromthe
corporation, respondent nust prove: (1) The corporation
transferred the assets with "actual intent to hinder, delay, or
defraud" the Internal Revenue Service; or (2) the corporation
made the transfer without receiving a reasonably equival ent val ue
i n exchange for the transfer.

Actual intent may be established fromcircunstances

surrounding the transfer of the assets. Menick v. Goldy, 280

P.2d 844 (Cal. C. App. 1955); Burns v. Radoicich, 176 P.2d 77

(Cal. C. App. 1947). As respondent recognizes, transferee

liability generally results:

when st ockhol ders receive corporate distributions for
whi ch they do not pay an adequate and ful
consideration at a tine when the corporation is

i nsolvent, or thereby becones insolvent, or is in
process of liquidation. [Lesser v. Conm ssioner, 47
T.C. 564, 585 (1967).]

After carefully reviewing the record, we find that respondent has
not nmet his burden of proving either actual intent to defraud or

that the sharehol ders received assets for which they did not pay

adequate and full consideration. Accordingly, we hold that

Messrs. DeMarta and Norwal k are not |iable as transferees.

Deci sions will be entered
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under Rul e 155.




