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UNI TED STATES TAX COURT

RECOVERY GROUP, INC., ET AL.,! Petitioners v. COW SSI ONER OF
| NTERNAL REVENUE, Respondent

Docket Nos. 12430-08, 29314-07, Filed April 15, 2010.
29321-07, 29326-07,
29333-07, 29335-07,
29336-07, 29385-07.

Recovery Group, Inc. (RG, an S corporation,
redeened all of the stock held by E, a mnority
shar ehol der and enployee. In addition to paying E for
his 23-percent interest in the conpany, RG also paid E
$400,000 to enter into a 1l-year covenant not to
conpete. RG deducted the cost of the covenant not to
conpete over its 12-nonth term The I RS determ ned

1Cases of the followi ng petitioners are consolidated here:
Robert J. d endon and Yvonne M d endon, docket No. 29314-07
John S. Summer, Jr., and Mary V. Summer, docket No. 29321-07;
Stephen S. Gray and Linda Baron, docket No. 29326-07; M chael
Epstein and Barbara Epstein, docket No. 29333-07; Anthony J.
Wl ker and Panela S. Mayer, docket No. 29335-07; Andre Laus and
Hel en Laus, docket No. 29336-07; and Parham Poul addej, docket No.
29385- 07.
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that RG could not inmediately deduct the covenant not
to conpete and determned built-in gains taxes under

| . R C. sec. 1374 and accuracy-rel ated penalties for RG
under 1. R C. sec. 6662. The disall owed deductions

i ncreased the taxable income flowing through RGto its
sharehol ders, and the IRS al so determ ned defi ci encies
in the sharehol ders’ tax.

Hel d: The cost of the covenant not to conpete may
not be anortized over its 1l-year term the covenant is
an anortizable 1. R C. sec. 197 intangi ble and nust be
anorti zed over 15 years.

Hel d, further, RG reasonably relied on conpetent,
fully informed professionals to prepare its tax returns
and thereby satisfies the reasonabl e cause and good
faith exception of 1.R C. sec. 6664(c) and avoi ds
liability for the accuracy-rel ated penalty.

Peter L. Banis and D. Sean McMahon, for petitioners.

Paul V. Colleran, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GUSTAFSQON, Judge: These cases are before the Court pursuant
to section 6213(a)? for redeterm nation of deficiencies in tax
and penalties for 2002 and 2003, which the Internal Revenue
Service (IRS) determ ned agai nst Recovery G oup, Inc. (Recovery
Group), and its sharehol ders. The determ nati on agai nst Recovery
Group, an S corporation, was nmade pursuant to section 1374 (see

infra note 5) and was as foll ows:

2Except as otherw se noted, all section references are to
the Internal Revenue Code (26 U S.C. ), and all Rule references
are to the Tax Court Rules of Practice and Procedure.



Accur acy- Rel at ed

Penal ti es
Docket Defi ci enci es Sec. 6662
Petitioner No. 2002 2003 2002 2003

Recovery Group, Inc. 12430-08 $46,138 $70,011 $9,288 $14,002

The IRS determ ned the follow ng deficiencies in the Federal

i ncone taxes of Recovery Group’s sharehol ders:

Petitioner(s) Docket No. 2002 2003
Robert J. & Yvonne M d endon 29314-07  $2,599 $2,825
John S. & Mary V. Summer 29321- 07 2,824 3,071
Stephen S. Gray & Linda Baron 29326- 07 20,790 22,603
M chael & Barbara Epstein 29333- 07 1,970 - 0-
Ant hony J. Wal ker & Panela S. Mayer 29335- 07 1, 695 1,431
Andre & Hel en Laus 29336- 07 5,197 4,494
Par ham Poul addej 29385- 07 10,395 11,301
Tot al 45,470 45,725

Al'l of the disputed deficiencies result fromthe IRS s
determ nation that the cost of a covenant not to conpete nust be
anortized over 15 years. The IRS determ ned accuracy-rel ated
penal ti es agai nst Recovery Goup only; it determ ned no penalties
agai nst the subchapter S sharehol ders.

The issues for decision are:

1. \Wiether Recovery Group nmay anortize the cost of a
covenant not to conpete over its 12-nonth term or whether it nust
anortize that cost over 15 years pursuant to section 197(a). W

find that the covenant is an anortizable section 197 intangi bl e,
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and we sustain respondent’s determnation that it nust be
anortized over 15 years.

2. \Whether Recovery Goup is liable under section 6662 for
accuracy-rel ated penalties on the underpaynents that result from
di sal | ownance of the excess deductions it took by anortizing the
covenant not to conpete over its 12-nonth term W find that
because Recovery G oup reasonably relied on its accountants to
prepare its returns, it had reasonabl e cause and acted in good
faith in filing its returns and is not |liable for the penalties.

FI NDI NGS OF FACT

The parties do not dispute the facts in these cases that
relate to the anortization of the covenant not to conpete, but
they do dispute the facts related to the accuracy-rel ated
penalty. W incorporate by this reference the stipul ation of
facts filed June 24, 2009, and the attached exhibits.

Recovery Group is a “turn-around, crisis-mnmanagenent
busi ness” providi ng consulting and managenent services to
i nsol vent conpani es, together with services as bankruptcy
trustee, exam ner in bankruptcy cases, and receiver in Federal
and State courts. Recovery Goup had its principal place of
busi ness in Massachusetts when it filed its petition in this

Court.?®

3The residences of the Recovery G oup sharehol ders when they
filed their respective petitions were as foll ows:
(continued. . .)



-5-

Enpl oyee/ Shar ehol der’ s departure

In 2002 Janes Edgerly, one of Recovery G oup’s founders,
enpl oyees, and mnority shareholders, infornmed its president,
Stephen Gray, that he wshed to | eave the conpany and to have his
shares bought out and settle various debts between hinself and
the conpany. M. Gay, who is also a founder and sharehol der,
di scussed the departure wth the renmai ni ng sharehol ders and
devel oped a framework for the buyout. He then asked the
conpany’s accountant, Ron Ol eans, to cal cul ate the buyout
nunbers and tell M. Gay how the transaction should work.
M. Gay explained to M. Edgerly the structure and the financi al
details of the proposed buyout agreenment. M. Edgerly considered
the offer and then accepted it.

M. Edgerly held 18, 625 shares of Recovery G oup stock,
whi ch represented 23 percent of the outstanding stock of the
conpany. The agreenent between M. Edgerly and Recovery G oup

called for the conpany to pay hima total of $805,363.33, in

3(...continued)

Petitioner Docket No. Resi dence
Robert J. & Yvonne M dd endon 29314- 07 Massachusetts
John S. & Mary V. Summer 29321- 07 North Carolina
Stephen S. Gray & Linda Baron 29326- 07 Massachusetts
M chael & Barbara Epstein 29333- 07 Massachusetts
Ant hony J. Wal ker & Panela S. Mayer 29335- 07 Massachusetts
Andre & Hel en Laus 29336- 07 Rhode 1 sl and

Par ham Poul addej 29385- 07 Massachusetts



-6-
paynent of which the conpany gave hima $205, 363. 33 check and a
$600, 000 proni ssory note payabl e over three years. The conpany

and M. Edgerly item zed the buyout paynent as foll ows:

Description Anmount

St ock purchase price $255, 908
Nonconpetiti on paynent 400, 000
Conpany’s debt to stockhol der (principal) 25, 000
Conpany’s debt to stockhol der (interest) 2,553
Conmpany’ s note payable to stockhol der (principal) 122, 177
Conpany’s note payable to stockhol der (interest) 11, 976
Shar ehol der’ s debt to conpany (12, 250)

Total due from conpany to stockhol der 805, 364

The “Nonconpetition paynent” was for a “nonconpetition and
nonsolicitation agreenent” that prohibited M. Edgerly from
inter alia, engaging in conpetitive activities fromJuly 31,
2002, through July 31, 2003; and the $400, 000 that Recovery G oup
paid for the covenant was conparable to M. Edgerly’s annua
ear ni ngs.

M. Ol eans, Recovery G oup’s accountant, was involved with
t he buyout throughout. As is noted above, he cal cul ated the
buyout amounts. M. Gay, Recovery Goup’ s president, did not
di scuss the tax inplications of the buyout with M. Ol eans when
he asked himto conpute the nunbers. Wen Recovery G oup
executed the buyout, M. Gay did not consider the tax
ram fications of the deal; but he understood that sone portion of

t he buyout paynment was tax deductible while the remainder was
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not. Deductibility was not a consideration in his structuring
t he deal; rather, he assunmed that the tax results would be what
t he accountants determ ned.

Recovery Group’s accountants

M. Ol eans began practicing as an accountant in 1973 and
has been a certified public accountant (C. P.A ) since 1976. At
his accounting firm-Kanter, Troy, Oleans & Wxler, LLP--

M. Oleans was the rel ationship partner assigned to Recovery
Group. He was responsible for overseeing Recovery Goup’s
accounting operations and managi ng the preparati on of Recovery
Goup’s financial statenents and tax returns. M. Ol eans worked
with Donald Troy, a tax specialist at his firm M. Troy was
licensed as a CP.A in 1986, and he held a bachelor’s degree in
accountancy and a master’s degree in taxation. During the years
inissue, M. Troy was the accounting firms tax director.

Pr epari ng Recovery Group’s returns

M. Oleans relied upon M. Troy to nmake the techni cal
deci sions on how Recovery Group’s tax returns should be prepared,
and Recovery Goup relied upon the accountants to make these
deci sions correctly.

When considering how to report Recovery G oup’s expense for
t he covenant not to conpete on its tax returns, M. Troy
consulted case |law, together with the statutory | anguage,

regul ations, and legislative history of section 197. He
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concl uded that the covenant not to conpete was not a section 197
i ntangi bl e and thus was exenpt fromthat section’s 15-year
anortization period. Accordingly, he prepared Recovery G oup’s
returns to anortize the covenant not to conpete ratably over its
12-nonth term Since that 12-nonth term straddl ed the two years
2002 and 2003, he allocated the $400, 000 between those two years
(rather than over the 15 years 2002 t hrough 2016)--i.e., roughly
five-twelfths of the total ($166,663) in 2002 and the remai nder,
approxi mately seven-twel fths ($233,337), in 2003. Those amounts
constituted |l ess than 2 percent of Recovery G oup’s deductions
reported on the returns for those years.*

Approvi nqg Recovery Group’s returns

Each year, M. Ol eans presented the tax return for Recovery
Goup to M. Gay. M. Gay held brief discussions with

M. Ol eans during those neetings, but he did not ask specific

“The Fornms 1120S, U.S. Incone Tax Return for an S
Corporation, filed by Recovery Goup reported the foll ow ng:

ltem 2002 2003
Gross receipts or sales $15, 387, 209 $14, 768, 403
Tot al deducti ons 15, 342, 784 14,787,971
Ordinary incone (Il oss) 19, 889 (14, 046)
Federal taxable incone (23,571) (6, 639)

Total deductions included the $166, 663 clained in 2002 and the
$233,337 clained in 2003 for the covenant not to conpete, which
in turn represented 1.09 percent of Recovery Goup’ s total
deductions for 2002 and 1.58 percent of its deductions for 2003.
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guestions or closely review the returns prepared by the conpany’s
accountants. Rather, he asked M. Ol eans whether the returns
represented what the conpany had to file, and he accepted
M. Oleans’s representations that they did. M. Gay did not
di scuss tax issues with M. Troy or specifically approve tax
deci sions he nade, nor did he question M. Ol eans about the
positions taken in the returns or seek a second opinion on his
accountants’ work. Rather, because M. Gay’'s expertise is in
busi ness areas other than accounting and taxes, he left
accounting and tax decisions to the professionals at the
accounting firmthat the conpany had hired. M. Gay did not
review or inquire into the tax treatnent of the covenant not to
conpete, which was reflected on pages 19 and 27 of the 50-page
2002 return and on pages 18 and 26 of the 55-page 2003 return.

M. Oleans signed the returns as the preparer, and M. G ay
signed them as Recovery G oup’s president. Recovery Goup tinely
filed its returns for the years in issue.

Noti ces of deficiency

The I RS determ ned that the covenant not to conpete was an
anortizabl e section 197 intangi ble, anortizable over 15 years
beginning with the nonth of acquisition. Consequently, the IRS
partially disall owed Recovery G oup’s deductions for the cost of
t he covenant not to conpete, allow ng anortization deductions of

only $11,111 for 2002 and $26, 667 for 2003, and disallow ng
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$155, 552 for 2002 and $206, 667 for 2003.° The IRS al so

determ ned accuracy-rel ated penal ti es agai nst Recovery G oup for
2002 and 2003.

The di sal | owance of nost of the deductions clained for the
covenant for each year increased Recovery Goup’s inconme for each
year and hence each sharehol der’s share of Recovery G oup’s
incone. In notices of deficiency issued in October and Novenber
2007 to the shareholders, the I RS determ ned deficiencies for the
shar ehol ders accordingly. The sharehol ders’ deficiencies al
turn on the appropriate treatnent of the covenant not to conpete,
and they require no separate anal ysis.

The I RS issued a notice of deficiency to Recovery Goup in
March 2008. The sharehol ders and Recovery Goup all tinely filed
petitions in this Court.

OPI NI ON

As a general rule, the IRS s determ nations are presuned

correct, and the taxpayer has the burden of establishing that the

determ nations in the notice of deficiency are erroneous. Rule

°The di sal | owance of the deductions resulted in positive
Federal taxable income and triggered a corporate-level built-in
gains tax for both years in issue under section 1374(a). Section
1374 inposes a corporate level tax on built-in gains recognized
by an S corporation during the 10 years follow ng the
corporation’s conversion from C corporation to S corporation
status. Sec. 1374(a), (d)(3), (7). The parties agree that if
respondent’s position is sustained and the covenant not to
conpete nust be anortized over 15 years, then section 1374
applies.
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142(a); Welch v. Helvering, 290 U.S. 111, 115 (1933). Simlarly,

t he taxpayer bears the burden of proving he is entitled to any

di sal | oned deductions that woul d reduce his deficiency. |NDOPCO

Inc. v. Conmi ssioner, 503 U.S. 79, 84 (1992).° Wth respect to a

taxpayer’s liability for penalties, section 7491(c) places the
burden of production on the Conm ssi oner.

| . Covenant not to conpete

The principal issue in these cases is whether the covenant
not to conpete that Recovery G oup and its departing 23-percent
sharehol der entered into was, for purposes of section
197(d)(1)(E), “entered into in connection with an acquisition
(directly or indirectly) of an interest in a trade or business or
substantial portion thereof”. Recovery G oup contends that the
23-percent interest it acquired by redenpti on was not a
substantial interest and is therefore outside the reach of
section 197. In support of its argunent, Recovery G oup cites

Frontier Chevrolet Co. v. Conm ssioner, 116 T.C 289, 294-295

(2001), affd. 329 F.3d 1131 (9th Cr. 2003), which held that a
redenption of 75 percent of a corporation’s stock qualified as
the indirect acquisition of an interest in a trade or business

for purposes of section 197; and Recovery Goup urges that its

SUnder certain circunstances the burden can shift to the IRS
wWith respect to factual disputes pursuant to section 7491(a).
However, Recovery Group does not contend that the burden has
shifted.
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23-percent acquisition is not on a par with the obviously
substantial 75-percent acquisition in Frontier. To resolve this
i ssue, we consider first the nature of a covenant not to conpete
and then the provisions of section 197.

A | nt angi bl e assets

The residual goodwi || of a business is an intangible asset
that is deenmed to have an unlimted useful life, so that it
cannot be anortized by the business that devel oped that goodw I|.

Houston Chronicle Publg. Co. v. United States, 481 F.2d 1240,

1247 (5th Gr. 1973); sec. 1l.167(a)-3(a), Incone Tax Regs.

(26 CF.R). Rather, that conponent of value remains with a
busi ness until the business ceases or is disposed of; and until
then no tax benefit is obtained fromthe expense of devel oping
the goodwi || or for the value that is allocated to that

i ntangi ble. However, an intangible asset that can be val ued
distinctly and that has a neasurable useful life is

di stingui shable fromresidual goodw Il and nmay be anortized over

its useful life. See Newark Morning Ledger Co. v. United States,

507 U.S. 546, 566 (1993).

One such intangible is a covenant not to conpete (or a
“nonconpetition covenant”), which is a “promse, usu[ally] in a
sal e- of - busi ness, partnership, or enploynent contract, not to
engage in the sane type of business for a stated tinme in the sane

mar ket as the buyer, partner, or enployer.” Blacks's Law
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Dictionary 420 (9th ed. 2009). Soneone purchasing a business or
buyi ng out a departing sharehol der-enpl oyee’s share of a business
may benefit fromthe seller’s assurance that he wll not
t hereafter underm ne the business by using his status in and
famliarity wwth the business--that is, his assurance that he
will not carry out with him when he | eaves, the intangible
assets of the business (such as know how, or custoner
relationships, or the identities of suppliers). Thus, a covenant
not to conpete nmay have real and inportant val ue. See Annabel l e

Candy Co. v. Conmm ssioner, 314 F.2d 1, 7-8 (9th Gr. 1962), affg.

T.C. Meno. 1961-170.

A covenant not to conpete is an intangi ble asset that,
unli ke goodwi | |, does have a limted useful life, defined in the
terms of the covenant; and the cost of obtaining such a covenant
is, therefore, anortizable ratably over the Iife of the covenant,
apart fromthe statute at issue in these cases (section 197).

VWar saw Phot ogr aphi ¢ Associates, Inc. v. Conmm ssioner, 84 T.C. 21,

48 (1985); O Dell & Co. v. Conm ssioner, 61 T.C. 461, 467 (1974).

See generally sec. 1.167(a)-3, Incone Tax Regs.

However, intangi ble assets in general--and covenants not to
conpete in particular--do present opportunities for distortion
and abuse in reporting one’s tax liability. Wile the cost of
purchasi ng a shareholder’s stock is a capital expenditure that

does not yield any tax benefit until the stock is disposed of,
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the cost of a covenant not to conpete will be pronptly anortized
over its life (again, apart fromsection 197). This dynamc
creates a tax-notivated incentive for a buyer to prefer that the
nmoney changi ng hands in a buyout transaction be characterized as
paid for a covenant rather than for shares of stock.’

B. Enact nent of section 197

In the Omi bus Budget Reconciliation Act of 1993 ( OBRA)
Pub. L. 103-66, sec. 13261, 107 Stat. 532, Congress enacted
section 197 to sinplify the law regarding the anortization of
intangi bles. H Rept. 103-111, at 777 (1993), 1993-3 C. B. 167,
353. In an attenpt to elimnate controversy between taxpayers
and the IRS regarding the tax treatnent of the cost of acquiring
an i ntangi bl e asset, Congress established a fixed period for
ratably anortizing that cost--recogni zing that sone of the
i ntangi bles so anortized will have useful lives |onger than that
period, and sone wi |l have useful lives shorter than that period.
ld. at 760, 1993-3 C.B. at 336.

Congress excluded self-created intangi bles fromsection 197
(unl ess they were created in connection with a transaction

involving the acquisition of a trade or business or a substanti al

I'n contrast, a departing individual enployee-sharehol der
has an incentive to allocate nore of the price to the shares of
stock and |l ess to the covenant not to conpete, because he w |
obtain capital gain treatnent for his gain on the stock but
ordinary incone treatnment for the consideration for the covenant
not to conpete. See Sonnleitner v. Conm ssioner, 598 F.2d 464,
467 (5th Gr. 1979), affg. T.C. Menp. 1976-249.
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portion thereof), id., and Congress specifically included certain
covenants not to conpete as “anortizabl e section 197
i ntangi bles”. Prior law had all owed taxpayers to anortize those
covenants under section 167 over the life of the covenant. |d.
New section 197(a), however, required anortization over
15 years--a requirenment applicable to covenants not to conpete
that are described in subsection (d)(1)(E)

C. Statutory | anquage

Section 197 provides, in pertinent part:

SEC. 197. AMORTI ZATI ON OF GOODW LL AND CERTAI N OTHER
| NTANG BLES.

(a) GCeneral Rule. A taxpayer shall be entitled
to an anortization deduction wth respect to any
anortizabl e section 197 intangi ble. The anmount of such
deduction shall be determ ned by anortizing the
adj usted basis (for purposes of determ ning gain) of
such intangi ble ratably over the 15-year period
beginning with the nonth in which such intangi bl e was
acqui r ed.

(c) Anortizable Section 197 Intangi ble. For
pur poses of this section--

(1) 1In general. Except as otherw se
provided in this section, the term
“anortizabl e section 197 intangible” neans
any section 197 intangible--

(A) which is acquired by the
taxpayer after the date of the
enact nent of this section, and

(B) which is held in
connection with the conduct of a
trade or business or an activity
described in section 212.
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(d) Section 197 Intangi ble. For purposes of this
section--

(1) 1In general. Except as otherw se
provided in this section, the term“section
197 intangi bl e’ neans- -

* * * * * * *

(E) any covenant not to
conpete (or other arrangenent to
t he extent such arrangenent has
substantially the sane effect as a
covenant not to conpete) entered
into in connection with an
acquisition (directly or
indirectly) of an interest in a
trade or business or substanti al
portion thereof * * *. [Enphasis
added. ]

Thus, M. Edgerly’s covenant not to conpete with Recovery
Goup is a section 197 intangible if it was “entered into in
connection with an acquisition (directly or indirectly) of an
interest in a trade or business or substantial portion thereof”.
Sec. 197(d)(1)(E). The applicability of several of the statutory
terms is not in dispute: The covenant with M. Edgerly was
acquired by Recovery Goup “after the date of the enactnent of”

section 1978 and was “held in connection with the conduct of a

8The effective date of Section 197 was August 10, 1993. See
OBRA sec. 13261(g), 107 Stat. 540; Spencer v. Conm ssioner, 110
T.C. 62, 87 n.30 (1998), affd. w thout published opinion 194 F. 3d
1324 (11th Gr. 1999).
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trade or business”.® Sec. 197(c)(1). Recovery G oup does not
di spute that an acquisition of stock can be “an acquisition
(directly or indirectly) of an interest in a trade or
busi ness”; ® and Recovery G oup necessarily concedes that its
redenption of M. Edgerly’s stock was an indirect acquisition of
t hat stock

However, Recovery Group contends that M. Edgerly’s
23-percent stock interest was not “substantial”--a contention
that requires careful attention to the precise | anguage of

section 197(d)(1)(E): *“acquisition * * * of an interest in a

°Furthernore, a covenant not to conpete that is a section
197 intangi ble nay not be treated as di sposed of (or becom ng
wort hl ess) even if the covenant expires or actually becones
worthl ess, unless the entire interest in a trade or business that
was acquired with the covenant is al so di sposed of or becones
worthless. Sec. 197(f)(1)(B); H Conf. Rept. 103-213, at 694-695
(1993), 1993-3 C.B. 393, 572-573. Recovery G oup does not assert
that the 23 percent of itself that it redeened from M. Edgerly
becane worthl ess when the term of the covenant expired;
accordingly, we need not and do not consider whether a deduction
is allowable under the disposition rules of section 197(f)(1).
These cases turn on whether the instant covenant not to conpete
is an anortizable section 197 intangible. [If it is, then a
15-year anortization is required by the statute.

°1'f there were any doubt, the legislative history of
section 197 makes it clear that “For this purpose, an interest in
a trade or business includes not only the assets of a trade or
busi ness, but also stock in a corporation that is engaged in a
trade or business or an interest in a partnership that is engaged
in a trade or business.” H Conf. Rept. 103-213, supra at 677,
1993-3 C.B. at 555. See Frontier Chevrolet Co. v. Conm Ssioner,
116 T.C. 289, 294-295 (2001) (redenption of stock qualifies as
the indirect acquisition of an interest in a trade or business
for purposes of section 197), affd. 329 F.3d 1131 (9th Cr
2003) .
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trade or business or substantial portion thereof”. Recovery
Group’s contention pronpts three interpretive questions:

. VWhat does “interest” mean?

. VWhat does “thereof” nodify?--“interest” or “trade or

busi ness”?

. If “thereof” nodifies “interest”, then what is a

“substantial portion” of an interest?

Recovery Group naintains that “interest in a trade or
busi ness” nmust nmean a 100-percent ownership interest and that
“thereof” nodifies “interest”. Recovery Goup therefore
concl udes that a covenant gets 15-year anortization only if it
was obtained either in an acquisition of a 100-percent “interest
in a trade or business” or in an acquisition of a substanti al

portion of an interest in a trade or business; and it argues that

M. Edgerly’s 23 percent portion that Recovery G oup redeened was
not “substantial”

Respondent maintains that “thereof” nodifies “trade or
busi ness”, and that “interest” nmeans an ownership interest of any
percentage, large or small. Respondent therefore concludes that
a covenant gets 15-year anortization if it was obtained either in
an acquisition of any “interest in a trade or business” (such as

M. Edgerly’s stock) or in an acquisition of a substanti al

portion of a trade or business--i.e., a substantial portion of

its assets (not at issue here)--and respondent argues that it is
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therefore inmaterial whether M. Edgerly’'s 23-percent stock
interest would be characterized as “substantial”. W agree with
respondent, for the reasons we explain below, and we hold, in the
alternative, that a 23-percent stock interest is substantial.

D. Anal ysis of statutory terns and purpose

1. The neani ng of “interest”

The phrase “trade or business” appears in five different

pl aces in section 197, but the phrase “an interest in a trade
or business” appears only in subsection (d)(1)(E). An “interest”

is “[a] legal share in sonething; all or part!*? of a legal or

1See section 197(c)(1)(B) (an “anortizable section 197
intangible” is “held in connection with the conduct of a trade or
busi ness”), (2) (flush |language) (self-created intangibles are
subject to section 197 if “created in connection with a trans-
action * * * involving the acquisition of assets constituting a
trade or business or substantial portion thereof”), (d)(1)(E)
(covenants not to conpete); (e)(3)(A(ii) (computer software is
not subject to section 197 if it “is not acquired in a
transaction * * * involving the acquisition of assets constitut-
ing a trade or business or substantial portion thereof”); and
(e)(7) (rights to service a nortgage are subject to section 197
if “acquired in a transaction * * * involving the acquisition of
assets * * * constituting a trade or business or substanti al
portion thereof”).

2As “interest” is used outside the context of section 197,
one who owns an “interest” may own a “fractional interest”, see,
e.g., Estate of Mellinger v. Comm ssioner, 112 T.C 26, 33
(1999), which mght consist of a “mnority interest”, see, e.g.,
Hol man v. Conmi ssioner, 130 T.C. 170, 183 (2008), or a “majority
interest”, see, e.g., Estate of Bongard v. Com ssioner, 124 T.C
95, 123 (2005), also referred to as a “controlling interest”,
see, e.g., Square D Co. & Subs. v. Conm ssioner, 121 T.C 168,
195 (2003); or one mght own an “entire interest”, Shepherd v.
Conmi ssi oner, 115 T.C. 376, 378 (2000), affd. 283 F.3d 1258 (11lth
Cr. 2002).
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equitable claimto or right in property”. Black’'s Law Dictionary
885 (9th ed. 2009) (enphasis added). Thus, the word “interest”
soneti mes does and sonetines does not have the significance that
Recovery Group urges--i.e., ownership of all of sonething
(nanmely, a trade or business). However, Recovery G oup’s
interpretation is problematic here. Section 197(d)(1)(E) applies
in the case of an acquisition of “an interest”, not “the
interest”. W nust presune that Congress’s use of the indefinite
article before “interest” was deliberate. Considering the
purpose of this | anguage (to capture covenants obtained in
connection with both stock and asset acquisitions, as is
di scussed below in part 1.D.2) and our holding in Frontier
Chevrol et (discussed belowin part I.E), we hold that “an
interest” in section 197(d)(1)(E) nmay consist of a portion--al

or a part--of the ownership interest in a trade or business.

In Frontier Chevrolet we rejected the taxpayer’s contention

that only the acquisition of a new business triggered section
197(d) (1) (E). Likew se, here we nust reject Recovery G-oup’s
interpretation that “an interest” neans only “the entire
interest.” W hold, instead, that “an interest in a trade or
busi ness” in section 197(d)(1)(E) includes the 23-percent

mnority interest acquired by Recovery G oup.®® Mreover,

13\ decide only the 23-percent case before us and do not
address hypothetical facts not present here (e.g., a de mnims
(continued. . .)
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Recovery Group’s interpretation of “an interest” becones even
nmore problematic if, as we hold below, “thereof” refers not to
“an interest” but rather to “trade or business”. If “an
interest” in section 197(d)(1)(E) neant “the entire interest”,
then a redenption could never trigger that section because a
corporation may not entirely deprive itself of sharehol ders by
redeeming all its stock. Rather than overturn our holding in

Frontier Chevrolet as Recovery Goup’s interpretation would

logically require, we affirmand apply to new facts the reasoning
from that case.

2. The ant ecedent of “thereof”

Recovery Group counters with the argunent that interpreting
“an interest” to nmean even a mnority interest nullifies the
subsequent | anguage that | ooks to whether the acquisitionis of a
“substantial portion”; but this argunment reflects confusion about
what the “portion” is that the statute requires to be
“substantial”. Recovery Goup contends that in the statutory
phrase at issue--“an acquisition * * * of an interest in a trade

or busi ness or substantial portion thereof”--the antecedent of

the word “thereof” is “interest”, so that 15-year anortization is
requi red when a covenant is entered into in connection with an

acquisition of either an (entire) interest or a substanti al

3(...continued)
stock interest in a publicly traded conpany).
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portion of an interest in a trade or business. The alternative

interpretation that “an interest” includes a mnority interest
renmoves the effect (Recovery G oup argues) of the statutory
provision that an interest nust be “substantial” before it
triggers section 197.

The fallacy in Recovery Goup’s position is a gramati cal
m st ake about the antecedent of “thereof”. Respondent contends,
and we agree, that the antecedent of “thereof” is “trade or
busi ness”, so that 15-year anortization is required when a
covenant is entered into in connection with an acquisition of
either an interest (i.e., an entire or fractional stock interest)
in a trade or business or assets constituting! a substantial

portion of a trade or business. This reading coincides both with

explicit language in the legislative history and with the
| egi sl ati ve purpose.

The legislative history is unm stakable on the point that
the “substantial portion” in section 197(d)(1)(E) is a

substantial portion of a trade or business. The conference

report states:

Exceptions to the definition of a section 197
i ntangi bl e

In general.-- The bill contains several exceptions
to the definition of the term*®“section 197 intangible.”

¥Section 197(d) (1) (E) does not include the words “assets
constituting” that we interpolate in the text above, but those
words are inplicit there for the reasons di scussed hereafter.
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Several of the exceptions contained in the bill apply
only if the intangible property is not acquired in a
transaction * * * that involves the acquisition of
assets which constitute a trade or business or a
substantial portion of a trade or business. * * *

The determ nation of whether acquired assets
constitute a substantial portion of a trade or business
is to be based on all of the facts and circunstances,

i ncludi ng the nature and the anmount of the assets
acquired as well as the nature and anount of the assets
retained by the transferor. It is not intended,
however, that the value of the assets acquired relative
to the value of the assets retained by the transferor
is determ native of whether the acquired assets
constitute a substantial portion of a trade or

busi ness.

I n determ ni ng whether a taxpayer has acquired an
i ntangi ble asset in a transaction * * * that involves
the acquisition of assets that constitute a trade or
busi ness or a substantial portion of a trade or
business * * *, any enployee rel ationshi ps that
continue (or covenants not to conpete that are entered
into) as part of the transfer of assets are to be taken
into account in determ ning whether the transferred
assets constitute a trade or business or a substanti al
portion of a trade or business.

H. Conf. Rept. 103-213, at 678-679, 1993-3 C. B. at 556-557
(enphasi s added). Thus, when Congress wote “an interest in a

trade or business or substantial portion thereof” (enphasis

added), it referred to a substantial portion of a trade or

busi ness (not a substantial portion of an interest in a trade or

busi ness). Subsection (d)(1)(E) thus presents a duality--
acquisition of a stock interest and acquisition of a substanti al
portion of assets. This duality was explicit in Congress’s

pur pose.
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Congress’s purpose in enacting section 197(d)(1)(E) was to
i npose 15-year anortization both when a stock acquisition?®
i ncl udes a covenant not to conpete and when a substantial asset
acqui sition includes a covenant not to conpete; and the
interpretati on we adopt today acconplishes that purpose.

Section 197(d)(1)(E) includes the phrase “an interest in a trade

or business or substantial portion thereof” (enphasis added),

rat her than the phrase “assets constituting a trade or business

or substantial portion thereof” (enphasis added) used

el sewhere.® The “interest in” phrase was included with
reference to covenants not to conpete in order to make it clear
that the acquisitions that trigger section 197 enconpass “not

only the assets of a trade or business but also stock in a

corporation that is engaged in a trade or business”. H Conf.
Rept. 103-213, supra at 677, 1993-3 C. B. at 555 (enphasis added).

Recovery Group’s interpretation of the statute would i npose
the 15-year anortization in the case of an acquisition of an

entire stock interest or a substantial stock interest but woul d

15See Frontier Chevrolet Co. v. Commi ssioner, 329 F.3d at
1135 (“both stock acquisitions and redenptions involve acquiring
an interest in a trade or business by acquiring stock of a
corporation engaged in a trade or business”).

¥The phrase “assets constituting a trade or business or
substantial portion thereof” (enphasis added) appears in
subsection (c)(2) (flush | anguage) (self-created intangibles);
subsection (e)(3)(A)(ii) (conputer software); and subsection
(e)(7) (rights to service a nortgage)).
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find the statute silent about asset acquisitions, thus failing to
vindi cate the |l egislative purpose. W prefer instead the
interpretation that acconplishes Congress’s aimto reach
covenants not to conpete in both stock acquisitions (i.e.,
acquisitions of “an interest in a trade or business”) and
acquisitions of a “substantial portion” of the assets of “a trade
or business”. Under this reading of the statute, the question
whet her an acquisition is “substantial” arises only with
reference to asset acquisitions. On the other hand, where a
covenant not to conpete is entered into in connection with a
stock acquisition of any size--substantial or not substantial--
that covenant is an anortizable section 197 intangible.

3. VWhat interest would be “substantial”?

Even if “thereof” nodified “an interest” and thereby limted
the application of section 197 to acquisitions of a “substanti al
interest”, Recovery G oup’s assunption that a 23-percent stock
interest is not substantial is not well supported. The term
“substantial portion” is not defined in section 197 (enacted in
1993) nor in the regul ations thereunder, so Recovery G oup finds
a suggestion of its nmeaning in a 1997 anendnent!’ to an unrel ated
provi si on--section 1397C, which defines “enterprise zone

busi ness”. The anmendnent made two changes that, when taken in

7See Taxpayer Relief Act of 1997, Pub. L. 105-34, sec.
956(a)(1)-(3), 111 Stat. 890, 1997-4 C.B. (Vol. 1) 104.
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tandem (Recovery G oup says), show that “substantial portion”
must nmean 50 percent or nore. First, the anendnent substituted
“50 percent” in place of “80 percent” in section 1397C(b)(2) and
(c)(1); and second, it substituted “substantial portion” in place
of the term“substantially all” in section 1397C(b)(3)-(5) and
(c)(2)-(4). Recovery Goup infers therefromthat the pre-
amendnent “substantially all” neant 80 percent or nore, while the
post - anendnent “substantial portion” neans 50 to 80 percent.
Fromthis Recovery Group argues that for an “interest” to be a
“substantial portion” under section 197, it nust |ikew se be 50
percent or nore.

There are at least two fatal flaws in this argunent.
First, the percentages in section 1397C(b)(2) and (c) (1)
(originally “80 percent” and now “50 percent”) refer to the

anmount of a business’s gross incone derived wthin an enpower nent

zone; but the phrase “substantial portion” (in different
subsections--i.e., section 1397C(b)(3)-(5) and (c)(2)-(4)) refers
to the quantum of the business’s property used and services
performed in an enpowernment zone. Recovery G oup’s argunent
presunes that section 1397C expressly provides that a
“substantial portion” is one consisting of “50 percent” or nore--
but the statute says no such thing. The incone percentage

provi sions and the “substantial portion” provisions are

i ndependent criteria for qualifying a business or a
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proprietorship as an enterprise zone business. Thus, even in
section 1397C itself, there is no connection between the
“substantial portion” termand the “50 percent” term and
“substantial portion” is no nore defined in section 1397C than it
is in section 197(d)(1)(E). The nost that can be said is that
the Congress that anmended section 1397C had t hese “substanti al
portion” and “50 percent” phrases in mnd at the sanme tinme, but
in different connections.

The second flaw in this argunent is that the *enpowernent
zone” provisions of section 1397C, anended in 1997, sinply bear
no connection or simlarity to the anortization-of-intangibles
provi sions of section 197, enacted in 1993. Recovery G oup makes
no showi ng that the purposes of the two statutes have any
particul ar congruence or simlarity, and we di scern none.

Section 1397C is too renote an analogy to shed any |light on the
meani ng of section 197(d)(1)(E). This is Recovery Goup s only
suggestion of statutory guidance on what is “substantial”, and we
do not find it illum nating.

I n other provisions one could find, in a variety of
ci rcunst ances, “substantial” percentages that are nmuch [ ess than
50 percent. For exanple--

. For sone retirenent plan purposes, a “substanti al

owner” is one who, inter alia, “owns, directly or

indirectly, nore than 10 percent in value of either the
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voting stock of that corporation or all the stock of
that corporation.” 29 U S. C sec. 1321(d)(3) (2006).

. A “substantial understatenent” of tax is an
understatenent that “exceeds * * * 10 percent of the
tax required to be shown on the return”.

Sec. 6662(d) (1) (A).

. “INJo substantial part” of a tax-exenpt organization’s
activity may be political activity, sec. 501(c)(3),
with “substantial” defined, in effect, on a sliding
scale that reaches as low as 7-1/2 percent of its
expenditures (i.e., 150 percent, see sec. 501(h)(2), of
“5 percent of the excess of the exenpt purposes
expendi tures over $1,500,000", sec. 4911(c)(2)).*®

. For inconme tax treaty purposes, a “substanti al
interest” in a foreign conpany’s stock could be
“10 percent or nore”. See 1972-1 C. B. 438, 4309.

. For estate tax purposes, fornmer section 2036(c)(3)(A)?°

defined a “substantial interest” in an enterprise as

8Cf . Seasongood v. Commi ssioner, 227 F.2d 907, 912
(6th Cr. 1955) (where “sonmething |less than 5% of the tinme and
effort of the League was devoted to the activities that the Tax
Court found to be ‘“political’ * * * the so-called ‘political
activities’ of the League were not in relation to all of its
other activities substantial”), revg. 22 T.C. 671 (1954).

¥I'n 1990, forner section 2036(c) was repeal ed, and forner
subsection (d) was redesignated section 2036(c)). See Qmi bus
Budget Reconciliation Act of 1990, Pub. L. 101-508, sec. 11601,
104 Stat. 1388-490.
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t he ownership of 10 percent or nore of the voting power
or income streamor both of such enterprise.

However, we see no reason to suppose that the purposes of
section 197 woul d be served by measuring substantiality in ways
that were conceived to vindicate the purposes of those very
different provisions, which are no nore |ike section 197 than the
“enpower nent zone” provisions that Recovery G oup puts forward.
If we ook instead to the statute at issue for sonme explicit
i ndi cati on of whether Congress woul d have consi dered a 23-percent
ownership interest to be significant and, presunably,
“substantial”, the only hint we find--if indeed it is even a
hint--is in the anti-churning® rules in section 197(f)(9). In
t hat provision Congress defined “related person” by inporting
rules fromsections 267(b) and 707(b)(1); but in doing so it
adj usted those rules by reducing the ownershi p percentage that

triggers restrictions--from50 percent to 20 percent.

20The anti-churning rules of section 197(f)(9) aimto:

prevent taxpayers from converting existing goodw ||,
goi ng concern value, or any other section 197

i ntangi ble for which a depreciation or anortization
deduction woul d not have been all owabl e under present
law into anortizable property to which the bil
applies.

H Conf. Rept. 103-213, supra at 691, 1993-3 C.B. at 569.

Congr ess sought specifically to prevent taxpayers from
transferring property for the purpose of generating deductions,
and it inposed nore stringent definitions of “related person” to
prevent transfers anong related parties fromqualifying an

i ntangi ble for anortization under the new provisions.
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Sec. 197(f)(9)(CO(i). Thus, in order for section 197(f)(9)(A) to
disqualify an otherwi se eligible anortizable section 197
i ntangi bl e, the taxpayer or a related person need own (directly
or indirectly) only 20 percent of the value of the outstanding
stock in a corporation to which he transferred or |icensed, or
fromwhich he acquired or |icensed, that intangible. Congress
did not declare such a 20-percent interest “substantial”; but the
provi si on does indicates that sonmeone who owns as little as
20 percent of the stock of a conpany cane within the focus of
Congress’s concern when it enacted section 197. This
congressi onal concern behind section 197(f)(9) is admttedly
different fromthe specific concern behind section 197(d)(1)(E)
but the two provisions are part of the sanme enactnent and pertain
to the sanme general subject: tax avoidance using intra-owner
stock sales to affect the tax treatnent of the cost of
i ntangi bles. That the anti-churning provision of section
197(f)(9) is triggered in the case of a 20-percent stock interest
m ght suggest that a 20-percent interest would be considered
“substantial”.? And if so, then the 23-percent interest at
i ssue here would al so be substanti al .

| f, on the other hand, section 197(f)(9) bears no inportant

relation to section 197(d)(1)(E) and sheds no |ight on what woul d

2I\\¢ enphasi ze that we do not hold here that to be
“substantial” an interest nust equal or exceed 20 percent.
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be a “substantial portion” of a stock interest for purposes of
triggering 15-year anortization of a covenant not to conpete,
then section 197 does nothing to define “substantial”
Nonet hel ess, even in that event, Recovery G oup’ s transaction
woul d still inplicate the concern that Congress evinced in
enacting section 197(d)(1)(E). Recovery Goup paid a total of
$655,907 to M. Edgerly for his stock and his agreenent not to
conpete. The covenant not to conpete was for a short term-only
one year--and the stock was certainly not a negligible part of
the transaction. Rather, the parties stated its value as
$255,907; it was enough stock that one could have avoi ded tax by
understating its value. That is, the stock interest here was
“substantial” enough to inplicate the risk that section
197(d) (1) (E) was designed to prevent.

Thus, Recovery G oup has not convinced us that a 23-percent
interest would not be considered “substantial”. And in any
event, “thereof” does not nodify “an interest”; and therefore an
i nterest need not be “substantial” to trigger the application of
section 197(d) (1) (E)

E. Fronti er Chevrol et

Recovery Group cites Frontier Chevrolet Co. v. Comm ssioner,

116 T.C. 289, 294-295 (2001), affd. 329 F.3d 1131 (9th Gr
2003), as if it contradicts this conclusion--as if Frontier

Chevrol et holds that a stock interest of nore than 23 percent
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nmust be acquired before a covenant not to conpete will be treated
as a section 197 intangible, and as if a stock interest nust be

equi valent to the 75-percent interest in Frontier Chevrolet in

order to be substantial. This argunent aggressively m sreads

Frontier Chevrolet, which in fact says nothing at all about what

is “substantial” under section 197 and says nothing that would
hel p Recovery G oup.

We held in Frontier Chevrolet (where the taxpayer

corporation redeened 75 percent of its stock) that a redenption
of stock qualifies as direct or indirect acquisition of an
interest in a trade or business for purposes of section 197. W
rejected the taxpayer’s argunent that the statute requires the
acquisition of an interest in a new or different trade or
business. In affirmng this Court’s holding that Frontier
entered into the covenant not to conpete in connection with its
acquisition of an interest in a trade or business, and that it
must therefore anortize the cost of the covenant over 15 years,
the Court of Appeals for the Nnth Grcuit confirmed that section
197 “only requires taxpayers to acquire an interest in a trade or
busi ness”, not “an interest in a new trade or business” (as the

t axpayer had argued). Frontier Chevrolet Co. v. Conm ssioner,

329 F.3d at 1134. The Court of Appeals considered only the case
before it, stating:

The parties do not dispute that they entered into the
covenant after the effective date of § 197, or that
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Frontier held the covenant in connection with the

conduct of a trade or business. Accordingly, the only

i ssue we address is whether a redenption of 75% of a

taxpayer’s stock constitutes an indirect acquisition of

an interest in a trade or business for purposes of

8§ 197. We need not and do not decide whether all stock

redenptions nmade in connection with an execution of a

covenant not to conpete constitute an acquisition of an

interest in a trade or business within the neaning of

8§ 197.
ld. at 1134 n.2. Recovery G oup |lays special stress on the final
sentence of the Court of Appeals’ footnote, as if by disclaimng
a holding as to “all stock redenptions”, the Court of Appeals
thereby intimated that some stock redenptions do not constitute
“an acquisition * * * of an interest in a trade or business”
within the nmeani ng of section 197(d)(1)(E); and Recovery G oup
urges that its 23 percent acquisition was not substantial enough
to nmeet the standard for such acquisitions that is (it suggests)

inplicit in Frontier Chevrolet.

However, the taxpayer in Frontier Chevrolet argued that only
covenants entered into in connection with the acquisition of a
new trade or business were section 197 intangibles. Both the Tax
Court and the Court of Appeals disagreed, holding that the
t axpayer’s redenption of 75 percent of its own stock effected an
indirect acquisition of a trade or business. Neither court was
asked to rule or did rule on whether a redenption smaller than
75 percent mght result in the acquisition of an interest in a

trade or business for purposes of section 197(d)(1)(E).
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We therefore answer in these cases a question not asked in

Frontier Chevrolet--nanely, whether a corporation that redeens

not 75 percent but 23 percent of its stock thereby nakes “an
acquisition (directly or indirectly) of an interest in a trade or
busi ness”.

The car dealership in Frontier Chevrolet redeened a 75-

percent sharehol der, and the remaining shareholder (i.e., the 25-
percent sharehol der pre-redenption) becane the sol e sharehol der
Recovery Group nakes nuch of the fact that none of its remaining
sharehol ders obtained a controlling interest in Recovery G oup as
a result of the redenption at issue, unlike the sole renaining

sharehol der in Frontier Chevrolet. However, we do not interpret

the statute to require the acquisition of a controlling interest,
nor is our interpretation inconsistent wwth the Tax Court opinion
or the Court of Appeals opinion in that case.

In both Frontier Chevrolet and these cases, the departing

sharehol der agreed to refrain fromconpeting with the conpany and
recei ved consideration not only for stock but also for the
covenant not to conpete. Each covenant protected the conpany
agai nst conpetition froma former sharehol der; both conpanies
obt ai ned the covenants via redenptions involving their
acquisition of “an interest in a trade or business” as is

di scussed above in part 1.D.2; and therefore both covenants not

to conpete are anortizable section 197 intangi bl es.
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We hold that Recovery G oup’s redenption of 23 percent of

its stock was an acquisition of an interest in a trade or

busi ness, that the covenant not to conpete is thus a section 197

i ntangi ble, and that Recovery G oup nust anortize the $400, 000

cost of the covenant over 15 years under section 197. The IRS s

deficiency determnations will be sustained.

1. Accuracy-related penalty under section 6662

A. General principles

Section 6662 i nposes an “accuracy-rel ated penalty” of
20 percent of the portion of the underpaynent of tax attributable
to any substantial understatenent of incone tax. See sec.
6662(a), (b)(2).22 By definition, an understatenent of incone
tax for an S corporation is substantial if it exceeds the greater
of $5,000 or 10 percent of the tax required to be shown on the
return. Sec. 6662(d)(1). Pursuant to section 7491(c), the
Comm ssi oner bears the burden of production and nmust produce
sufficient evidence showing the inposition of the penalty is

appropriate in a given case. Higbee v. Comm ssioner, 116 T.C.

22Under section 6662(b) (1), the accuracy-related penalty is
al so i nposed where an underpaynent is attributable to the
t axpayer’s negligence or disregard of rules or regulations; and
respondent argues that Recovery G oup’s position reflects
negl i gence. However, as we show bel ow, respondent has
denonstrated that Recovery G oup substantially understated its
i ncone tax for the years in issue for purposes of
section 6662(b)(2). Thus, we need not consider whether, under
section 6662(b) (1), Recovery Goup was negligent or disregarded
rules or regul ations.
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438, 446 (2001). Once the Conm ssioner neets this burden, the
t axpayer must cone forward with persuasive evidence that the
Comm ssioner’s determnation is incorrect. Rule 142(a); H gbee

v. Conm ssioner, supra at 447.

A taxpayer who is otherwse liable for the accuracy-rel ated
penalty may avoid the liability if it successfully invokes one of
three other provisions: Section 6662(d)(2)(B) provides that an
under st atenent may be reduced, first, where the taxpayer had
substantial authority for its treatnent of any itemgiving rise
to the understatenent or, second, where the relevant facts
affecting the itemis treatnent are adequately disclosed and the
t axpayer had a reasonable basis for its treatnent of that item
Third, section 6664(c)(1l) provides that, if the taxpayer shows
that there was reasonabl e cause for a portion of an under paynment
and that it acted in good faith with respect to such portion, no
accuracy related penalty shall be inposed with respect to that
portion. \Whether the taxpayer acted with reasonabl e cause and in
good faith depends on the pertinent facts and circunstances,
including its efforts to assess its proper tax liability, its
know edge and experience, and the extent to which it relied on
the advice of a tax professional. Sec. 1.6664-4(b)(1), Inconme

Tax Regs.
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B. Application to Recovery G oup

1. Subst anti al under st at enent

Recovery Group reported negative taxable incone for both
2002 and 2003. See supra note 4. The IRS determined built-in
gains tax for both years and deficiencies of $46,138 for 2002 and
$70, 011 for 2003, and we have upheld these determ nations.
Recovery Group’s understatenent for each year thus exceeds both
$5, 000 and 10 percent of the tax required to be shown on its
return, and both understatenents are therefore substantial.
Respondent has carried the burden of production inposed by
section 7491(c). The accuracy-related penalty is mandatory; the
statute provides that it “shall be added”. Sec. 6662(a).
Recovery Group bears the burden of proving any defenses, such as
substantial authority, disclosure and reasonable basis, and

reasonabl e cause and good faith. See Higbee v. Conmm ssioner,

supra at 446
2. Def enses

a. Substantial authority for positions taken

Only where the weight of the authorities supporting the
treatment is substantial in relation to the weight of the
authorities supporting contrary positions does substanti al

authority for a tax treatnent exist. See Norgaard v.

Conmm ssi oner, 939 F.2d 874, 880 (9th Cr. 1991), affg. in part

and revg. in part on another ground T.C Meno. 1989-390; sec.
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1.6662-4(d)(3)(i), Income Tax Regs. The substantial-authority
standard is |l ess stringent than the nore-likely-than-not standard
(nmet only when the |ikelihood of a position being upheld is
greater than 50 percent), but it is nore stringent than the
reasonabl e- basi s standard. Sec. 1.6662-4(d)(2), Incone Tax Regs.
“Substantial authority” is found in: the Internal Revenue Code
and other statutes; regulations construing the statutes; case
law, and legislative intent reflected in commttee reports. Sec.
1.6662-4(d)(3)(iii), Income Tax Regs. The weight of an authority
depends on its source, persuasiveness, and rel evance. Sec.
1.6662-4(d)(3)(ii), Inconme Tax Regs.

M. Troy testified that the |l egislative history convinced
hi mthat sonme covenants not to conpete could still be anortized
over their useful lives under section 167. |In that conclusion he
was certainly correct; section 197 attaches only to certain
covenants not to conpete--i.e., those acquired in connection with
the acquisition of an interest in a trade or business or
substantial portion thereof. However, M. Troy's reliance on the

Court of Appeals’ footnote in Frontier Chevrolet Co. v.

Comm ssioner, 329 F.3d at 1134 n. 2, was m splaced. The Court of

Appeal s stated that it need not and did not deci de whether all
stock redenptions constitute acquisitions of interests in a trade
or business. The court left that question for another day. The

nost that can be said in Recovery Goup's favor is that Frontier
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Chevrol et did not foreclose the argunent that a 23-percent
redenption is not an acquisition of an interest in a trade or
business; it does not affirmatively support that argunent.

Wil e “a taxpayer may have substantial authority for a
position that is supported only by a well-reasoned construction
of the applicable statutory provision”, sec. 1.6662-4(d)(3)(il),
I ncome Tax Regs., in these cases Recovery G oup used its

unwar rant ed extrapol ation fromthe footnote in Frontier Chevrolet

to inpute into the statute a requirenment that the interest
acquired be a majority interest or sone substantial interest
greater than 23 percent. This is not a well-reasoned statutory
construction. W find that the substantial authority exception
does not apply.

b. Di scl osure and reasonable basis for treatnent

Provi ded t he taxpayer adequately disclosed the rel evant
facts affecting the tax treatnent of an item and had a reasonabl e
basis for its treatnent, no accuracy-related penalty my be
i nposed for a substantial understatenment of income tax with
respect to that item Sec. 6662(d)(2)(B)(ii); sec. 1.6662-4(e),

I ncome Tax Regs. A taxpayer nay adequately disclose by providing
sufficient information on the return to enable the IRS to

identify the potential controversy. Schirnmer v. Conm ssioner, 89

T.C. 277, 285-286 (1987). Recovery Goup fails to qualify for
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this defense because it did not adequately disclose the item at
i ssue.

Recovery Group’s returns for the years in issue |ist the
deductions for the covenant not to conpete as individual |ine
itenms on two statenents item zing “other deductions” for each
year. These entries recite “NON COMWETE EXPENSE’ and t he anount
deducted; they provide no further details, such as Recovery
Goup’s entering into this covenant not to conpete in the
redenption transaction with M. Edgerly. W find that Recovery
G oup’s returns did not include sufficient facts to provide the
RS wi th actual or constructive know edge of the potential
controversy involved with Recovery G oup’s deduction of the cost
of the covenant not to conpete. Wile Recovery Goup did |ist
the deduction on its return, nmerely claimng the expense was
insufficient to alert the IRS to the circunstances of the
acqui sition of the covenant or the decision by Recovery Goup’' s
accountants not to treat the covenant as an anortizabl e section

197 intangi ble. Wst Covina Mdtors, Inc. v. Conmm ssioner, T.C

Menp. 2008-237; see al so Robnett v. Conmi ssioner, T.C. Meno.

2001-17. The adequate discl osure exception does not apply.

C. Reasonabl e cause

For purposes of section 6664(c), a taxpayer may be able to
denonstrate reasonabl e cause and good faith (and thereby escape

the accuracy-rel ated penalty of section 6662) by showing its
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reliance on professional advice. See sec. 1.6664-4(b)(1), Incone
Tax Regs. However, reliance on professional advice is not an
absol ute defense to the section 6662(a) penalty. Freytaqg v.
Conmmi ssi oner, 89 T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th

Cr. 1990), affd. 501 U S. 868 (1991). A taxpayer asserting
reliance on professional advice nust prove: (1) that his adviser
was a conpetent professional with sufficient expertise to justify
reliance; (2) that the taxpayer provided the adviser necessary
and accurate information; and (3) that the taxpayer actually

relied in good faith on the adviser’s judgnment. See Neonatol ogy

Associates, P.A. v. Comm ssioner, 115 T.C 43, 99 (2000), affd.

299 F.3d 221 (3d. Gr. 2002).

M. Oleans, a certified public accountant, was involved
wi th the buyout agreenment fromthe begi nning, and he had access
to correct information and to all the information he needed to
properly evaluate the tax treatnent of the cost of the covenant.
M. Oleans relied in turn on M. Troy, another qualified
prof essional and a tax specialist in his accounting firm to
determ ne the tax treatnent of the covenant. Recovery G oup’s
president, M. Gay, testified that he was a busi nessman and not
a tax expert and that he hired accountants to ensure that his
conpany’s books were properly kept and its tax returns were
properly filed. W are satisfied that Recovery Goup’s

accountants were conpetent professionals with sufficient
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expertise to justify Recovery Goup' s reliance, that they had the
necessary information, and that Recovery Goup actually relied on
its accountants in good faith.

In United States v. Boyle, 469 U S. 241, 251 (1985), the

Suprene Court st ated:
When an accountant or attorney advises a taxpayer

on a matter of tax law, such as whether a liability

exists, it is reasonable for the taxpayer to rely on

that advice. Most taxpayers are not conpetent to

di scern error in the substantive advice of an

accountant or attorney. To require the taxpayer to

chal l enge the attorney, to seek a “second opinion,” or

totry to nonitor counsel on the provisions of the Code

hi msel f would nullify the very purpose of seeking the

advi ce of a presuned expert in the first place. * * *
Nei ther the special rules for the anortization of intangibles
t hat Congress enacted in section 197, nor the rule in
section 197(d)(1)(E) applying that regine to covenants not to
conpete, nor the exception for such covenants when they are not
“entered into in connection with an acquisition (directly or
indirectly) of an interest in a trade or business or substantial
portion thereof”--none of these provisions is likely to be known
even to the sophisticated manager of a business |ike Recovery
G oup. Mich less are these rules intuitive. Wth the Interna
Revenue Code as conplicated as it is, corporate taxpayers with
even noderately conplex transactions are effectively required to
consult tax professionals to prepare their returns. Wen they do

consult such professionals, when they disclose their facts, and
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when they then rely on the advice they are given, they should not
be penalized; and section 6664(c) assures that they will not be.
After considering all the facts and circunstances, we find
that Recovery G oup has established that it had reasonabl e cause
and acted in good faith with respect to the substanti al
understatenents of inconme tax for the years in issue.
Respondent’ s determ nation of the accuracy-related penalty wll
not be sustai ned.

To reflect the foregoing,

Decisions will be entered

for respondent as to the

deficiencies in all dockets and

for petitioner in docket No.

12430-08 as to the penalties

under section 6662(a).




