
As you will see, this newsletter provides you with
research exploring recent legal precedent that will
have tremendous impact on saving thousands of tax
dollars in dental practice transitions. Knowing the tax
laws and how they impact dental practice transitions
and how to plan and structure transactions to maximize
tax savings is only one important component in properly
planning your dental practice transition. Every phase
and step in a dental practice transition requires the
expertise and experience to not only save thousands of
tax dollars but to make sure you transition is successful.

Success in dental practice transitions is measured by
more than tax savings; it begins with understanding your
needs and expectations and then planning the transition
to achieve these needs. Your local ADS professional
welcomes the opportunity to meet with you to answer
questions and understand your transition goals and set
out the plan that will allow you to move forward with a
successful transition. 
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Among the most common misconceptions about
practice value is what percentage of a year’s income
is appropriate for determining value? It is very common
to hear that the appropriate value is a standard, fixed
percentage of a year’s collections. This is a surefire
prescription for heartache.

Suppose two practices have identical income and
overhead rates, but vastly different amounts of (capital)
equipment. On the other hand, suppose two practices
have the same income and (capital) equipment, but
vastly different overhead rates. Establishing the
value of these practices using a single percentage
will invariably lead to a faulty assumption in one, or
both, of these events.

Instead, the most reliable way to establish the value
of a practice is to first determine the intangible
value, and add to this the value of the fixed assets,
supplies and receivables (if applicable, such as with
an orthodontic practice). 

While determining the value of the tangible items is more
of a mechanical process, the value of the intangibles
is driven by the same factors that govern a purchase

decision. For example, considerations such as location,
growth rates, profitability, sufficiency of the facility
and similar items are important in determining the
intangible value, as well as making a decision to
purchase. In short, the same set of variables that are
important to a valuator are important to a purchaser.

The correctly determined value (i.e., the sum of the
independently established tangible and intangible
value) can then be divided by the practice collections,
and stated as a percentage for purposes of convenience.
However, applying the collections percentage without
first establishing the value of these two components
will invariably be disadvantageous to either the seller
or the purchaser.

Likewise (and this is no small item), a more reasoned
approach using proven valuation methodology will
carry more influence with a lender.

Understanding these key principles may well be the
difference between success or failure in your practice
transition.
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A common deal-breaker for some practice transitions is a misunderstanding about determining practice
value. The tragedy is that this need not occur if the issue is properly addressed.
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For those of you who practice as C corporations, the sale of your practice
results in a double tax1; 35% at the corporate level and 15% at the
individual level. Since 1998, advisors have relied on several favorable
tax court rulings2 to minimize this double tax by taking the position that
your goodwill is personal to you (personal goodwill) and not part of your
practice assets (corporate goodwill). To the extent that your goodwill is
personal, it is arguably taxed on one level at the favorable capital gains
rate, currently 15%, and the double tax is avoided on the largest part of
the sale, the personal goodwill.

However, this favorable case history is now under attack. In a recent
case3, the court held that when Dr. Howard sold his dental practice (C-
corporation), the goodwill was not personal, but rather a practice asset
resulting in a double tax. What made the difference in the rulings by the
courts?  In the prior favorable cases, the employee-shareholder did not
have a covenant not to compete with the corporation employing him.
Unfortunately, Dr. Howard did have a covenant not to compete as part
of his employment agreement with his own corporation, and the court
ruled against him.

Lessons To Be Learned

1. Plan for the Sale

If you currently have an employment agreement with your C-corporation
which includes a covenant not to compete, consider revising the agreement
to eliminate the covenant not to compete, and the sooner the better.

In addition to not having a covenant not to compete with your own
C-corporation, authorize your legal counsel to review your corporate
records to ensure that the goodwill belongs to you and not to your
corporation. This includes reviewing the proceedings of incorporation to
ensure that your goodwill was not transferred to your corporation at the
time of its formation. Also, it may be helpful to have corporate minutes
designating that the goodwill is owned by you personally. Not bullet-
proof, but perhaps useful in the event of an IRS challenge.
    

2. Authorize an Appraisal of Your Personal Goodwill 
   Versus Any Corporate Goodwill

The Howard case was lost based on the covenant not to compete that
Dr. Howard had with his own corporation. Any covenant not to compete
that you have with your corporation must be distinguished from the
covenant not to compete that you would enter into with a purchaser of your
practice. If Dr. Howard would not have had a covenant not to compete
with his corporation, the question probably would have been, "What is
the value of the personal goodwill versus any corporate goodwill and
why?" Without this specific type of appraisal, which is a separate
appraisal from the appraisal of your practice, you lose.

3. Expect Increased Audits on the Sale of Personal Goodwill

The IRS is well aware that dentists are avoiding the double tax by structuring
the sale of the practice primarily as the sale of personal goodwill and
not corporate goodwill. Because Form 8594 must be filed with the IRS
by all parties to the sale (you individually, your corporation, and the
purchaser) the IRS can determine whether you sold your personal goodwill.
Authorize your advisors to plan in advance to defend why your goodwill
is personal and not corporate. Factors indicating personal goodwill
include your efforts to transfer the personal goodwill to the purchaser,
continued employment with the purchaser, an introductory letter to patients
(and referral sources if a specialty practice), personal introductions to
patients (and any referral sources) and a distinction between payment
methods of fee for service versus reduced fee plans.

4.  Personal Goodwill in Co-Ownership Buy-Outs

For shareholder buy-outs in co-ownership, it is common to structure the
transaction as the corporation's purchase of your stock at a low value
excluding goodwill, coupled with corporation's purchase of your personal
goodwill. Based on the court cases, you cannot have personal goodwill
if you have a covenant not to compete with your corporation. However,
would not the other shareholder(s) of your corporation's dental practice
require a covenant not to compete from you? This point almost effectively
eliminates the buy-out of personal goodwill in co-ownership.

Conclusion

While the recent Howard case should come as no surprise, it teaches
some important lessons. First, if you operate as a C-corporation, consider
converting to an S-corporation. C corporations that have been converted
to S corporations for at least seven years for practice sales in 2009 and
2010, and for at least five years for practice sales in 2011, avoid the
double tax problem. Second, Dr. Howard's covenant not to compete
should have been terminated prior to the practice sale, although the
question remains how long before the sale is sufficient? Third, if you plan
to sell your practice and personal goodwill as a C-corporation, obtain
an appraisal of the personal goodwill. Fourth, expect increased audits
of sales of personal goodwill. Finally, be very cautious of the purchase
and sale of personal goodwill in co ownership.

1 Tax Reform Act of 1986, Pub. L. 99-514, 1986-3 C.B. (vol. 1) 1. 2 Martin Ice Cream Co. v. Commissioner.,
110 T.C. 189, 208 1998 WL 115614 (1998); Norwalk v. Commissioner, T.C. Memo 1998-279, 76
TCM 208 (1998). 3 Howard v. U.S., 2010 WL 3061626 (E.D. Wash.), July 30, 2010.

William P. Prescott M.B.A., J.D. is a Practice Transition Attorney from
Cleveland, Ohio where he is a shareholder/partner with the law
firm Wickens, Herzer, Panza, Cook & Batista Co.
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