CRITICAL TAX CONSIDERATIONS WHEN

SELLING YOUR PROFESSIONAL PRACTICE

When a medical doctor, dentist or other professional is selling the assets of his or her practice, the structure of the transaction must be carefully considered in order to minimize the tax impact to the seller.  Two Tax Court cases (the Martin Ice Cream case and the Norwalk case) present significant tax planning opportunities for owners of professional service corporations who are selling their practices.


Under current tax law, if a professional is conducting his practice as a C Corporation (or under certain circumstances as an S Corporation), the sales proceeds received by the professional from the sale of the practice assets may be subject to two levels of federal income tax; one at the corporate level (at a flat rate of 35%) and a second at the shareholder level. To avoid this double tax, the seller typically requests that a portion of the purchase price be allocated directly to the shareholder (e.g., in payment for a covenant not to compete), resulting in only one level of tax at the shareholder level at ordinary federal income tax rates of up to 35%.  However, there is a limit to the amount of purchase price that can be allocated to a covenant not to compete. 


The two Tax Court cases referred to above held that a shareholder can own personal goodwill separate from the corporation where the customers of the business view the shareholder (and not the corporation) as the center of their relationship. This scenario can apply to many medical, dental or other professional practices since patients continue to be treated by the professional regardless of whether the professional is conducting his practice as a professional corporation. The true relationship is with the professional himself and the goodwill is created by the individual professional and not the professional’s corporation.

Based on these cases, an allocation of a portion of the purchase price to personal goodwill of the selling professional should be considered. The amount allocated to personal goodwill is taxed only once (at the shareholder level) at capital gains tax rates (i.e., generally 15%). This technique can also be applied to an owner of an S Corporation which converted from a C Corporation within 10 years prior to the sale.  


To illustrate the impact of this technique, if the selling professional is offered $500,000 for the goodwill of his practice and if the purchase price is paid to the C Corporation for its corporate goodwill, the selling professional would realize after tax proceeds of approximately $275,000.  This occurs because the sales proceeds are taxed first at the corporate level, yielding $325,000 (based on a 35% federal corporate tax rate) and then taxed again at personal capital gains rates, i.e., 15%.  On the other hand, if the same $500,000 purchase price is paid directly to the professional for his personal goodwill, the selling professional would receive after tax proceeds of approximately $425,000 ($500,000 reduced by the 15% federal capital gains tax), for a tax savings of approximately $150,000 ($425,000 - $275,000). It should be noted that the amount that can be allocated to personal goodwill varies in each case and should be determined by an independent qualified appraiser.  State and local taxes would have to be factored into this calculation.  

Several steps must be taken before a professional considers selling his practice in order to obtain the foregoing tax benefits.  For example, the employment contract with the professional and his professional corporation must be reviewed prior to implementing this technique and an appraisal of the personal goodwill must be obtained to substantiate the amount that can be allocated directly to the shareholder. In addition, the documentation for this type of transaction is vastly different from that of a traditional transaction and must be prepared properly to obtain the desired results.

Before selling a practice, the professional should consult with an advisor who is familiar with these issues as they relate to professional practices. 
If you would like to discuss this planning technique in detail, please contact Robert B. Danziger, Esq. or Gregory Tapfar, Esq.  
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