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Kennedy v. Commissioner:  
Income Tax Consequence of Structuring 
the Company Purchase/Sale Transaction
Robert F. Reilly, CPA

Bankruptcy Planning Insights

This review of a recent U.S. Tax Court decision is an addendum to the preceding 
discussion, “Structuring the Debtor Company Purchase/Sale Transaction.” The Kennedy v . 
Commissioner decision relates to the sale of a closely held corporation, KCG International, 
Inc. (KCG). KCG was not a debtor company in bankruptcy. In fact, KCG was a financially 
sound company. However, this case relates to the negative income tax consequences of 

the ineffective structuring of the sale of a closely held company. This discussion provides a 
timely follow-up to the previous discussion. This is because the Kennedy decision provides a 
clear road map on what the taxpayer did not do to minimize the income tax consequences 

associated with the closely held business sale.

introduction
In James E. and Joan P. Kennedy v. Commissioner,1 

the U.S. Tax Court recently ruled on the income tax 
consequences related to the sale of a closely held 
business.

The Kennedy decision illustrates the income tax 
consequences of the structuring (both the effective 
and ineffective structuring) of a business sale trans-
action.

In this decision, the Tax Court opined regarding 
the income tax consequence of the payments to an 
individual taxpayer related to the sale of his closely 
held consulting business.

The individual taxpayer—that is, Mr. Kennedy—
reported the business sale payments as long-term 
capital gain related to the sale of his personal good-
will.

However, the Tax Court ruled that the business 
sale payments related to the sale of the seller’s busi-
ness payments should instead be taxed as ordinary 
income to the individual shareholder seller.

the Business sale transaction 
documents

The Tax Court considered the contractual terms of 
the subject transaction asset sale agreement. The 
asset sale agreement that related to the sale of the 
subject consulting business allocated the transac-
tion payment amounts:

1. to the individual taxpayer for his personal 
goodwill and

2. to his 100 percent owned corporation for its

a. future consulting services (to the buyer 
corporation) and

b. consulting client list.

The Tax Court concluded that the contractual 
allocation of the purchase price was not based on 
the economic realities of the transaction. Rather, 
the contractual payment allocation was determined 
so as to minimize the individual seller’s income tax 
expense.
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income tax considerations 
oF the company sale 
transaction

Let’s consider the case where an individual taxpayer 
sells a closely held business in which his or her 
personal relationships with clients/customers are 
important to the purchasing entity. After the closely 
held business sale, let’s assume that the individual 
taxpayer is employed by the purchasing entity.

In such a case, the question typically arises as to 
whether the business sale payments received by the 
individual taxpayer are:

1. for the individual taxpayer’s future services 
to the buying entity or

2. for the individual taxpayer’s personal good-
will.

The sale proceeds amounts received by the busi-
ness seller for personal goodwill result in capital 
gain to the seller. In contrast, the sale proceeds pay-
ments received by the individual seller for services 
to the business buyer result in ordinary income to 
the seller.

Both the courts and the Service have concluded 
that the existence of the seller’s personal goodwill 
is a question of fact, to be determined on a case-by-
case basis.2

the Facts oF the case
James P. Kennedy was the sole shareholder of 
his employee benefits consulting business, KCG 
International Inc. (KCG). In addition, Kennedy was 
one of the firm’s two full-time employees.

During 2000, Mack & Parker Inc. (M&P) offered:

1. to purchase all of the assets of KCG from 
Kennedy and

2. to have Kennedy join M&P as a consultant.

As consideration for the KCG business sale, M&P 
offered Kennedy a percentage of the annual income 
generated from the retained KCG clients over the 
next five years.

Later in 2000, the transaction parties executed a 
final purchase-and-sale agreement.

The final transaction agreements included:

1. a goodwill agreement,

2. a consulting agreement and

3. an asset purchase agreement.

Under the various transaction agreements, 
Kennedy would work for M&P without a salary, and 
Kennedy would continue to provide services to his 
former KCG clients for the next five years. After five 
years, Kennedy planned to retire.

Also, under the terms of the transaction agree-
ments, Kennedy and KCG (i.e., the remaining shell 
corporation) agreed not to compete with M&P for 
five years.

As part of the business purchase transaction, 
M&P would make:

1. a lump-sum payment of $10,000 to KCG 
and

2. annual payments to KCG and to Kennedy 
for five years.

The annual payment amounts would depend 
on the amount of revenue received by M&P from 
Kennedy’s former clients.

The annual payments from M&P were all allo-
cated 75 percent to Kennedy in exchange for the 
“personal goodwill.”

According to the position of taxpayer, the per-
sonal goodwill was associated with:

1. Kennedy’s customer relationships,

2. his know-how, and

3. his promise not to compete or otherwise 
engage independently in employee benefits 
consulting.

The other 25 percent of the annual payments 
was allocated to KCG in exchange for:

1. its client list and 

2. its noncompete agreement.

After about 18 months of working under this 
arrangement, Kennedy felt that he was being under-
compensated. Therefore, at that time, he negotiated 
a salary from M&P in addition to the annual transac-
tion payments.

According to the terms of the asset purchase 
agreement, Kennedy received from M&P $176,100 
and $32,758 in 2001 and 2002, respectively.

Kennedy reported each amount received from 
M&P as long-term capital gain from the sale of his 
personal goodwill on the joint income tax returns 
that he and his wife filed. 

Kennedy had unrelated capital losses that offset:

1. all of the 2002 reported gain and

2. all but $2,442 of the 2001 reported gain.
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the service’s position in the 
dispute

Upon audit, the Service recharacterized the amounts 
claimed as capital gains in both years as ordinary 
income.

The Service also assessed deficiencies and 
accuracy-related penalties totaling $87,989 against 
Kennedy and his wife on their 2001 and 2002 joint 
income tax returns.

After the Service audit, the Kennedys petitioned 
the U.S. Tax Court for relief.

the taxpayer’s position in the 
dispute

At trial, the Kennedys argued that the Tax Court 
should follow its previous decision in Martin Ice 
Cream Co. v. Commissioner.3 The Kennedys argued 
that the facts in the Martin Ice Cream case were 
essentially the same as the facts of this case.

The Kennedys also argued that the annual pay-
ments to Kennedy were for the personal goodwill 
that Kennedy owned and sold to M&P.

In Martin Ice Cream, the Tax Court ruled on 
the tax status of purchase price payments received 
by a close corporation’s sole shareholder. In Martin 
Ice Cream, those payments were for the sale of the 
sole shareholder’s supermarket relationships and 
distribution rights.

The Tax Court ruled in the Martin decision that 
these intangible assets were owned by the selling 
taxpayer, and not by the close corporation.

The Tax Court reached the conclusion in the 
Martin decision because there was no agreement 
that transferred those rights from the individual 
shareholder seller to the close corporation.

However, the Tax Court stated that its decision 
in the Martin case did not apply to the facts in the 
Kennedy case. This is because, in the Martin Ice 
Cream decision, the Tax Court only had to decide 
on whether or not the business sale proceeds pay-
ments were taxable to the seller close corporation.

In the Martin decision, the Tax Court did 
not need to address the question pending in the 
Kennedy case. That question was whether the busi-
ness sale proceeds payments for the subject intan-
gible asset rights were:

1. ordinary income for the individual selling 
shareholder or

2. capital gain for the individual selling share-
holder.

the tax court’s decision in 
KenneDy

In the Kennedy case, the Tax Court held that the 
annual payments received by Kennedy were not for 
his personal goodwill. The Tax Court indicated that 
it reached this judicial conclusion because Kennedy:

1. worked for M&P for five years,

2. received little compensation for his services 
for 18 months, and

3. agreed not to compete with M&P during the 
five years.

The Tax Court stated that, in this case, it did not 
need to distinguish between:

1. the payments made for Kennedy’s services 
and

2. the payments made for Kennedy’s promise 
not to compete.

This is because both types of payments should 
be treated as ordinary income to Kennedy.

In addition, the Tax Court ruled that the M&P 
annual payments to Kennedy were subject to self-
employment tax.

However, the Tax Court denied the Service’s 
request for accuracy-related penalties to be 
assessed against the Kennedys. This was because 
the Kennedys had provided accurate and complete 
information to their longtime CPA tax return pre-
parer. And, the Kennedys had relied on the CPA’s 
professional advice in the preparation and defense 
of their income tax returns.

summary and conclusion
Optimizing the income tax consequences of the sale 
of a closely held business is typically a function of 
two factors.

The first factor involves the actual facts and 
circumstances of the actual business sale/purchase 
transaction.

The second factor involves the effective (or inef-
fective) structuring of the sale/purchase transaction 
during the deal negotiation phase.

Based on the Tax Court’s decision, the income 
tax consequences were unfavorable to the individual 
selling taxpayer in the Kennedy decision.

The actual facts of the KCG business asset sale 
transaction indicated that the seller should recog-
nize ordinary income—and not capital gain related 
to the receipt of the sale proceeds.

continued on page 94
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In addition, the structuring of the KCG business 
asset sale transaction was not particularly effective. 
In fact, this case may represent a cautionary exam-
ple to business owner/operators with respect to how 
not to structure the sale of a closely held business.

At least, the Kennedy decision does illustrate the 
importance of the proper structuring of the closely 
held business sale transaction. This decision also 
illustrates how there can be negative (and often 
avoidable) income tax consequences to the seller 
if the closely held business sale is not efficiently 
structured.

Notes:
1. James E. and Joan P. Kennedy v. Commissioner, 

TC Memo 2010-206 (Sept. 22, 2010).

2. See, for example, Butler v. C.I.R., 46 TC 280 
(1966).

Robert Reilly is a managing director of the firm. Robert can be 
reached at (773) 399-4318 or at rfreilly@willamette.com.

Willamette Management Associates
Was a Proud Sponsor of

The American College of Trust  
and Estate Counsel

2011 Annual Meeting

The American College of Trust and Estate Counsel 
(ACTEC) annual conference was held at the historic 
Arizona Biltmore hotel in Phoenix, Arizona, from 
March 8 through 13, 2011.

The Willamette Management Associates con-
ference team was led by Curtis Kimball, our firm’s 
gift and estate tax valuation services practice leader. 
Managing directors Tim Meinhart and James Rabe 
were also in attendance. In addition, senior associate 
David Burdette also attended the ACTEC annual 
conference.

This was the third annual ACTEC conference 
sponsored by our firm. Over the years, Willamette 
Management Associates has also sponsored many of 
the ACTEC regional conferences and seminars.

For more information about our firm’s gift and 
estate tax valuation services practice, please contact 
Curtis Kimball at crkimball@willamette.com.

Robert Reilly delivered a luncheon presentation 
to the Business Valuation Association of Chicago 
on Wednesday, February 23, 2011. The title of 
Robert’s Business Valuation Association luncheon 
presentation was “Intellectual Property Valuation 
Other than for Fair Value Accounting Purposes.” 
This presentation emphasized all of the reasons 
to conduct an intellectual property valuation other 
than for financial accounting compliance.”

Robert Reilly will deliver a presentation to the 
annual business valuation symposium sponsored by 
the Illinois Society of Certified Public Accountants 
(the “ISCPA”). This ISCPA annual business valua-
tion symposium will be held in Chicago on Tuesday, 
May 10, 2011. The title of Robert’s presentation is 
“Valuation Issues in Shareholder Disputes.” This pre-
sentation focuses on shareholder oppression, dissent-
ing shareholder appraisal rights, shareholder deriva-
tive actions, and other “fair value” valuation issues.

Robert Reilly testified before the United States 
Department of Labor (DOL) to present the official 
position of the American Institute of Certified Public 
Accountants in response to a DOL proposed regula-
tion. The DOL proposed regulation would consider 
a valuation analyst who prepares a sponsor company 
stock valuation to be a fiduciary with respect to that 
sponsor company’s ESOP.

Robert Reilly will deliver a presentation at the 
annual consultants joint conference of the National 
Association of Certified Valuation Analysts (NACVA) 
and the Institute of Business Appraisers (IBA). The 
NACVA/IBA joint conference will be held in San 
Diego, California, from June 9 through 11, 2011. The 
title of Robert’s presentation is “Intangible Asset 
Valuation and Fair Value Accounting Standards.”
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