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If it exists, personal goodwill can be identified and directly sold to C-Corporation buyers in transactions
structured as asset deals. By properly identifying and allocating value to personal goodwill, sellers may be
able to increase after-tax proceeds. This article is the first installment of a two-part series examining
transactions involving personal goodwill. In part one, we outline procedures used to recognize personal
gooduwill. It also presents a discussion of relevant tax court decisions and provides the analytical framework
for quantifying personal goodwill. In part two, we present practical and illustrative examples that quantify
potential income tax savings.

Introduction

A common challenge for buyers and sellers engaged in structuring a business sale is the decision to structure
the transaction as a stock sale or an asset sale. From a taxation planning perspective, strategies that benefit
the seller often create disadvantages for the buyer, and vice versa. Buyers generally prefer asset sales to stock
sales.' That is because asset sales structured as taxable transactions provide for a step-up in the tax basis of
acquired assets. In other words, increased asset values provide buyers with the opportunity to amortize a
business purchase and decrease future tax liabilities. Conversely, C corporation sellers typically favor stock
sales because they result in lower overall tax liabilities.

When a C-Corporation transaction is structured as an asset sale, sellers often face double taxation. The first
layer of tax is paid at the corporate level on the gain from the sale of assets. The second layer of income tax is
paid at the shareholder level when proceeds are distributed. For some transactions, a direct sale of an owner’s

1 Between the two types of transaction structures is the §338 election. In some cases, a §338(g) election is used by C
corporation buyers to structure a stock sale as an asset sale for tax purposes. However, from a seller’s perspective both
an asset transaction and a buyer’s §338(g) election can trigger double taxation.
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personal goodwill can provide some income tax relief while remaining tax-neutral for the buyer.2 Goodwill is
an intangible business asset that represents the excess value of a company beyond the fair value of its
identifiable net assets. In some situations, this business goodwill can be separated into enterprise goodwill and
personal goodwill. Enterprise goodwill is subject to two layers of taxation—both corporate and shareholder—
while personal goodwill is taxed only at the shareholder level.

The following paragraphs discuss the two common forms of goodwill, review relevant tax court decisions, and
outline the analytical framework used to quantify personal goodwill.

Enterprise Goodwill and Personal Goodwill

Goodwill is an intangible asset of most going concern business enterprises. Some describe goodwill as the
essence of a business above and beyond hard asset values. In other words, goodwill value is more than just a
collection of asset values, like real estate, equipment, inventory, receivables, cash, and identified intangible
value. Goodwill is the value of all assets working together to create a value greater than the identified assets
collective value.

As a defined term, goodwill is described as the total value of an enterprise less identified assets, such as
tangible, identified intangible, and financial assets, whose value can be determined through other means.
Conceptually, goodwill is an ambiguous value related concept. However, in some cases, goodwill can be
separated into two parts. That is, goodwill can be classified as either personal goodwill or enterprise goodwill.

In general, personal goodwill is the value of earnings or cash flows directly attributable to an individual’s
characteristics or attributes. Personal goodwill, sometimes referred to as professional goodwill, is a function
of the earnings of a company due to repeat business based on individual contributions as opposed to the
business itself. Businesses with greater levels of personal goodwill contribution will earn new customers due
to an individual executive’s contributions, and new referrals will be made to the individual and not the
business. However, personal goodwill may be deemed a corporate asset if the owner has transferred the
personal goodwill to the company through employment agreements, noncompetition clauses, or similar
contractual arrangements.

Enterprise goodwill is distinguishable from personal goodwill because the value of earnings or cash flows are
directly attributable to the enterprise’s characteristics or attributes and not any one individual. Enterprise
goodwill, sometimes referred to as company goodwill, is a function of the earnings from repeat business that

2 Under Internal Revenue Code (“IRC”) Section 197, a buyer acquiring a business is able to amortize the amount paid for
goodwill — whether personal or enterprise goodwill — over a 15-year period. In addition to goodwill, other IRC Section
197 intangible assets eligible for 15-year amortization include marketing-related, customer-related, artistic-related,
contract-based, and technology-based intangible assets.
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will patronize the business as opposed to the individual. Therefore, new customers will seek out the business,
and new referrals will be made to the business and not any one individual.

To estimate and claim the sale of personal goodwill, if it exists, in a business transaction, a tax-related
purchase price allocation is recommended. The Internal Revenue Code (“IRC”) §1060 provides purchase price
allocation guidance for asset acquisitions. Under IRC §1060, there are seven asset classes that range from
cash and financial assets to goodwill value. Goodwill and going concern value are classified as residual value
and identified as class seven (VII) assets in the code section hierarchy. After the purchase price allocation
analysis is completed, analysts then prepare a subsequent goodwill analysis to determine if there is evidence
of personal goodwill.

Before providing illustrative examples of an IRC §1060 purchase price allocation and a goodwill analysis, we
discuss certain U.S. Tax Court case matters involving personal goodwill in the following paragraphs.

Relevant Legal Case Matters Involving Personal Goodwill

We can observe the Tax Court’s position regarding personal goodwill and enterprise goodwill in a few tax
court cases. For example, the Tax Court presided over case matters involving personal goodwill in Martin Ice
Cream Co. v. Commissioner (1998) and Norwalk v. Commissioner (1998). In our opinion, these cases
highlight the importance of a well-reasoned and documented approach to claims involving personal goodwill.

e Martin Ice Cream Co. v. Commissioner (1998) — In Martin, the tax court ruled that a taxpaying
shareholder, who developed close personal relationships with supermarket chains over many years,

personally owned the residual business goodwill. This personal goodwill was associated with long-
standing relationships and marketing expertise in the ice cream distribution business. In the
transaction, the taxpayer documented and sold his personal goodwill separately from the company’s
assets to the business buyer. The IRS objected that the goodwill belonged to the company, but the
court disagreed, citing three factors, as follows. The taxpayer had enjoyed decades of industry
experience and made extensive personal connections within the industry. There were no contracts
between the taxpayer and the company that transferred goodwill to the company. The taxpayer had
executed separate sale agreements for his personal goodwill. The decision in Martin allowed the
taxpayer to treat acquisition proceeds as long-term capital gains rather than corporate income. In the
instant matter, the taxpayer avoided double taxation that is typically associated with the sale of C
corporation business assets.

e Norwalk v. Commissioner (1998) — In Norwalk, the tax court ruled that customer-based intangibles,
such as client relationships and goodwill, were personally owned by two CPA shareholders of a C-

corporation. The IRS disagreed with the taxpayer’s position. It argued that goodwill was a company
asset and should be treated as part of the company’s asset sale. In Norwalk, the court found that the
company’s clients were primarily tied to the individual accountants due to their personal skills,
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reputation, and relationships. Unlike in Martin, employment agreements with noncompete clauses
existed between the CPA shareholders and the company. However, because the employment
agreements were subject to termination at will, the court ruled that it did not effectively transfer
goodwill to the company. Because the CPA shareholders had no contractual obligation to remain with
the firm, the court concluded that the goodwill belonged to the individuals rather than the company.

In both Martin and Norwalk, the selling shareholder taxpayers enjoyed relief from paying a certain amount
of double taxation. That is because the shareholders were able to substantiate personal goodwill value and
then were able to sell personal goodwill value in the respective transactions. It is important to note that in
some cases, a selling shareholder may be subject to a noncompete agreement that effectively transfers
personal goodwill to the business. In the following section, we discuss a few other observations from case law
and certain considerations that a business owner should make related to selling their personal goodwill.

Important Observations from Case Law

When selling a business that is structured as a C-Corporation, and determining if personal goodwill is a
saleable asset, the seller should consider if the following conditions exist:

1. Does the Owner Provide Unique Business Contributions — Does the owner’s reputation, expertise,

skill, and knowledge play a central role in developing and maintaining key relationships with
customers, suppliers, or distributors? These relationships should be critical to the success of the
business.

2. Do any Conflicting Agreements Exist — Are there any employment contracts, non-compete

agreements, or other arrangements that transfer ownership of intangible assets, including goodwill,
from the owner to the company? Those types of agreements may be inconsistent with a material sale
of personal goodwill value.

3. Will the Buyer Agree to Separately Purchase Goodwill from the Business — Assuming the first two
conditions are met, will the buyer agree to directly purchasing the personal goodwill? Assuming the

buyer agrees, then the transaction will need to be structured with appropriate documentation. In
practice, each transaction — sale of the business and sale of personal goodwill — should be separately
negotiated and transacted.

Assuming the first three objectives are satisfied, the next step is to support the personal goodwill allocation
with a credible valuation report. A valuation is needed to document the dollar amount of transferred personal
goodwill in the subject transaction. As far as timing is concerned, the financial analysis needs to be completed
prior to the transaction closing. That is because the transaction payment will be sent directly to the personal
goodwill owner rather than to the selling company.
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Analytical Framework for Quantifying Personal Goodwill — Step One

The personal goodwill analysis is prepared in a two-step process and requires sufficient lead time to ensure
adequate data collection, valuation modeling, and documentation.

The first procedure is for an analyst to prepare a full purchase price allocation according to IRC §1060. The
purchase price allocation will be used to identify all transacted assets including tangible and intangible assets,
to arrive at a residual goodwill value. The methodology for determining residual goodwill under IRC §1060,
in which the purchase price is allocated among seven asset classes, is similar to the acquisition methodology
applied in a business combination under Accounting Standards Codification Topic 805, Business
Combination (“ASC 805”). Both frameworks employ a residual method to derive transaction goodwill value.

The purchase price allocation process involves: (a) determination of the purchase price; (b) allocation of the
purchase price to financial and tangible assets (IRC §1060 Classes I-V); (c) allocation of the purchase price to
specifically identifiable intangible assets (IRC §1060 Class VI), which according to ASC 805 are intangibles
that meet the contractual-legal and/or separability criteria; and (d) calculation of the residual goodwill, which
represents the difference between the purchase price and the identified financial assets, tangible assets, and
intangible assets (Class I-Class VI).3 Please note that, because residual goodwill under IRC §1060 represents
the amount remaining after all identifiable intangible assets have been measured, the Private Company
Council accounting alternative election, which allows for customer relationships and noncompete agreements
to be subsumed into goodwill, cannot be applied when determining residual goodwill for the tax related
purchase price analysis.

Example of the Step One Purchase Price Allocation Prior to Goodwill Analysis

In this example, we assume $30.0 million purchase of a business and then proceed to allocate value to
identified assets. Table 1 presents an example of a purchase price allocation across various IRC §1060 asset
categories and the resulting residual goodwill value. To simplify this example, we are not addressing
contingent consideration that is often part of a negotiated transaction.

3 ASC 805 presents a representative list of common identifiable intangible assets, including the following categories:
marketing-related, customer-related, artistic-related, contract-related and technology-based intangible assets.

Miller Cooper & Co., Ltd.
500 West Madison Street, Suite 3300, Chicago, IL 60661 @ THE GLOBAL ADVISORY

3 Parkway North Blvd., Suite 200, Deerfield, IL 60015 AND ACCOUNTING NETWORK
3010 Highland Parkway, Suite 100, Downers Grove, IL 60515
847.205.5000 e Fax 847.205.1400 e www.millercooper.com




Table 1 - Illustrative Example of Purchase Price Allocation

Fair Market Value of Purchase Price ($000) $ 30,000

Types of Assets IRC §1060 Allocation (5000) Percent of Total
Cash and Bank Deposits Class I $ 750 2.3%
Marketabile Securities Class 11 500 1.5%
Accounts Receivables Class III 2,000 6.2%
Inventory Class IV 2,250 6.9%
Tangible Assets Class V 2,000 6.2%
Identifiable Intangible Assets [1] Class VI 10,000 30.8%
Goodwill (Residual) [2] Class VII 15,000 46.2%
Total Assets $ 32,500 100.0%
Less: Current Liabilities (2,500)

Net Assets $ 30,000

[1] Common examples include customer relationships, trade name, technology, noncompete agreements.

[2] Represents combined personal and enterprise goodwill

As presented in Table 1, based on the purchase price allocation for the $30.0 million transaction, we calculated
$15.0 million of residual goodwill value. After the allocation procedure, the next step is to perform an analysis
of goodwill to quantify the personal goodwill value.

Analytical Framework for Quantifying Personal Goodwill — Step Two

The second procedure is to analyze the residual goodwill value using generally accepted methods. Analysts
typically use one of two methods, either by the preparation of (1) a discount cash flow method (“DCF”) analysis
assuming (a) transaction target value with the participation of subject executive minus (b) transaction target
value without the participation of the subject executive or (2) a multi-attribute utility model (“MUM?”). The
result of the step two procedure is used to quantify the personal goodwill value. Neither method is inherently
superior; selection depends on the facts and circumstances, but in our experience the MUM model is more
commonly used.

MUM is an allocation model used to distinguish enterprise goodwill from personal goodwill. It has been used
extensively in fields such as economics, politics, and science for making decisions based on subjective and
imprecise information. MUM lends itself to consistency by introducing objectivity into an otherwise subjective
assignment. Under the MUM framework, attributes are categorized into enterprise or personal goodwill. Each
attribute is then measured by evaluating its importance and its existence and multiplying these two utility
measures to derive a multiplicative utility value (a “utility value”). The utility values for all attributes are
combined, and each attribute’s proportional utility contribution to the total utility value determines its
relative percentage of personal or enterprise goodwill. The sum of the relative percentages assigned to
personal goodwill attributes represent the portion of total goodwill attributable to personal goodwill, while
the reminder reflects enterprise goodwill. The MUM demonstrates how identified attributes contribute to the
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business goodwill value. Please refer to Table 2 presented in the subsequent section for an example of the
MUM application.

To apply the MUM method there are seven identifiable steps as follows:
1. Define an Objective
2. Establish Alternatives
3. Define the Attributes
4. Measure the “Utility” of Each Attribute
a. Importance Utility
b. Existence Utility
5. Aggregate the Alternatives
6. Evaluate the Alternatives
7. Express an Opinion

Prior to quantification of the MUM method personal goodwill estimate, the analyst will engage in a formal
interview with the subject executive. The formal interview is necessary to establish the qualifications,
experience, personal reputation, work habits, age and health, and expertise of the subject executive. During
the interview, the analyst will gather information that will support the MUM analysis and may help
substantiate a claim for personal goodwill.

Example of the Application of the MUM-Personal Goodwill Calculation

After the interview with the subject executive, the next procedure is to rank order the executives attributes to
determine the magnitude of personal goodwill as compared to enterprise goodwill. Table 2 provides an
example of a personal goodwill calculation.
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Table 2 - Illustrative Example of Personal Goodwill Attributes ('""PGA") Attribute Assessment and Outcomes

Attribute Importance Existence Multiplicative
PGA - Subject Executive Number Utility Utility Utility Percent
Ability, Skill and Judgment 1 5 4 20 8.4%
Work Habits 2 5 4 20 8.4%
Age and Health 3 3 2 6 2.5%
Personal Reputation 4 5 4 20 8.4%
Personal Staff 5 3 2 6 2.5%
Personalized Name 6 5 4 20 8.4%
Marketing and Branding 7 5 4 20 8.4%
In-Bound Referrals 8 5 4 20 8.4%
Closeness of Contact 9 5 4 20 8.4%
Important Personal Nature 10 1 0 0 0.0%
Total Personal Utilities 42 32
Total Multiplicative (PGA) Utility 152 65.0%
Total Multiplicative (Enterprise Goodwill Attribute) Utility [1] 85 35.0%
Total Multiplicative Utility (TM U) 237 100%
[1] For simplicy, the enterprise goodwill attributes are not listed.

To arrive at the 65.0 percent personal goodwill calculation presented in Table 2, the analyst must also quantify
and rank order enterprise goodwill attributes. For this example, the enterprise goodwill was determined to be
35.0 percent.

Conclusion

The analysis of personal goodwill can provide tax savings to selling C-corporation shareholders in asset sale
transactions. That is because, a portion of a transaction purchase consideration may involve the sale of
personal goodwill. Selling personal goodwill provides for a reduction in federal tax liabilities due to the
mitigation of double taxation transaction owed on proceeds. The process to determine whether personal
goodwill exists depends on (a) proper documentation, (b) clear and supportable evidence of the existence of
personal goodwill, and (c) the execution of appropriate sale agreements. To quantify personal goodwill, it is
recommended that a prospective seller engage qualified appraiser to perform a detailed and credible valuation
analysis.

This is the first of two articles discussing transaction-related income tax planning involving personal goodwill.
The next article presents examples that illustrate hypothetical tax savings resulting from the application of a
well-supported personal goodwill analysis.
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