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Robert F. Reilly

The structure of the transaction may make all 
of the difference.

PART 1 of  this article, which appeared in the February is-
sue, set forth some of  the valuation basics that arise in the 
context of  the employee purchase of  an employer compa-
ny. That Part discussed the three generally accepted busi-
ness valuation approaches — the income, market, and as-
set approaches. This Part will pick up where Part 1 left off  
and discuss how the purchase of  employer stock may be 
financed, various purchase transaction scenarios, factors 
that affect different valuation considerations, transaction 
structure considerations, employer company transaction 
structuring issues, economic interests of  the buyers and 
the sellers, transaction substance, and transaction form. 

HOW THE PURCHASE OF THE STOCK MAY BE 
FINANCED • Typically, the employee purchase of  the 
company stock is financed by debt capital. This statement 
is true whether the employees purchase a noncontrolling 
block of  the company stock or the employees purchase 
100 percent of  the company stock. There are various 
structures through which the employee group can finance 
the stock purchase. Some of  the common financing struc-
tures include the following:
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• The employee buyout group borrows funds di-
rectly from a financial institution;

• The employee buyout group borrows funds 
from the subject company; and

• The employee buyout group borrows some or 
all of  the financing from the subject company 
sellers (in a seller-financed transaction).

 In each of  these cases, there is typically some 
equity component to the employee buyout of  the 
subject company. That equity component can come 
from the employees generally, the management 
group, or a private equity fund (or similar investor).
 The structure of  the stock acquisition financing 
(including debt term, interest rate, prepayment op-
tions, etc.) is important to the employee buyers, of  
course. This is because the structure of  the compa-
ny stock purchase financing can influence the valu-
ation (i.e., pricing) of  the company stock.
 Several components of  the acquisition debt 
structuring could affect the stock purchase. For ex-
ample, the longer the term of  the acquisition loan, 
the less cash the company will have to distribute 
each year for debt service payments. The lower 
the amount of  the acquisition loan, the smaller the 
amount of  the company assets that may be encum-
bered as debt collateral. Lower acquisition collateral 
will free up other company assets to use as collateral 
for expansion (instead of  acquisition) financing.
 The lower the acquisition debt interest rate, 
the lower the company weighted average cost of  
capital. All else being equal, the greater the amount 
of  the purchase price financed by debt, the lower 
the company cost of  capital. This is because, typi-
cally, the cost of  debt capital is lower than the cor-
responding cost of  equity capital. In addition, for 
most taxpayers, investment-related interest expense 
is tax deductible. So, the after-tax cost of  debt is 
less than the before-tax cost of  debt. In contrast, 
the “cost” of  an equity investment (e.g., a dividend 
return to shareholders) is not tax deductible.

 Particularly with regard to seller-financed stock 
acquisitions, the sellers may be inclined to offer a 
below-market interest rate on the seller financing. 
This below-market interest rate feature could great-
ly reduce the effective price of  the stock purchase.
 For example, let’s consider the employee buyout 
of  100 percent of  the stock of  Lambda Company 
(“Lambda”). Let’s assume that all parties agree that 
the Lambda stock has a total fair market value of  
$100 million. The employees (through manage-
ment and private equity investors) pay $20 million 
in equity. The Lambda sellers provide seller financ-
ing for the remaining $80 million of  the total stock 
price.
 Let’s assume that the current market inter-
est rate on a 10-year term seller note with annual 
amortization is eight percent. If  the embedded (i.e., 
stated) interest rate on the seller notes is eight per-
cent, then the value of  the seller notes is $80 mil-
lion, of  course. In total, the employees will pay $100 
million for the company stock (i.e., $20 million in 
equity and $80 million in debt).
 In comparison, let’s assume that the sellers of-
fer the employee group 10-year seller notes with 
annual amortization and an embedded (i.e., stated) 
interest rate of  six percent. In this case, the market 
value of  the $80 million notes is only $72.9 million. 
Therefore, due to the below-market interest rate fi-
nancing, the employees will pay $92.9 in total for 
the $100 million stock price of  the company. This 
simplified example illustrates the impact of  the 
stock acquisition financing on the value of  a stock 
purchase.
 The following discussion relates to the valuation 
factors that may vary depending on the stock pur-
chase transaction scenario.

PURCHASE TRANSACTION SCENARIOS • 
The valuation analyst, the subject company, the sell-
ing stockholders, and the employee buyout group 
can experience numerous scenarios in which a stock 
sale to both the employees and an individual party 
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occur simultaneously. Such a transaction would oc-
cur when the employees participate in a company 
stock purchase at about the same time that a special 
party also participates in a company stock purchase. 
In such scenarios, it is not uncommon that the two 
transactions take place at two different prices.
 This discussion summarizes the valuation con-
siderations related to the following types of  stock 
transaction scenarios:

• The initial employee purchase of  the target 
company, when the general employees purchase 
company shares and special employees also pur-
chase company shares;

• A secondary employee purchase of  the target 
company, when both the general employees and 
special employees purchase additional blocks of  
stock;

• The general employees do not buy shares in the 
current transaction; rather, only the special em-
ployees buy company shares;

• The sale of  company shares only to a capital 
provider (e.g., a venture capital investor, a pri-
vate equity investor, a merchant bank investor, 
etc.);

• The sale of  stock only to a strategic partner 
(e.g., a key customer, a key supplier, an intellec-
tual property licensor or licensee, etc.);

• A company repurchase of  the company stock 
from a special party;

• The sale or other transfer of  stock that does 
not involve either the general employees or the 
company (e.g., non-employee shareholder gift, 
estate, charitable contribution, marital estate 
transfers);

• Other contractual agreements between the 
company and special employees that do not 
include stock transfers (e.g., employment, non-
compete, consultancy, board membership, intel-
lectual property license, and other agreements).

 In these scenarios, the valuation analyst may 
have one set of  valuation considerations for transac-
tions involving the general employees and a differ-
ent set of  valuation considerations for transactions 
involving the special employee or non-employee 
party. (For purposes of  this discussion, “special em-
ployee” is considered synonymous with “key em-
ployee.”) Special employees are employees that the 
subject company particularly wants to retain and 
are particularly difficult to replace. In addition to 
senior management, the special employee category 
could include skilled engineers, scientists, salesmen, 
production specialists, quality specialists, etc. And, 
for purposes of  this discussion, what makes this 
class of  employee special is that management may 
grant special employees options, warrants, or rights 
with regard to company stock.
 There may be situations when the sellers may 
unilaterally offer a below-market stock price to 
the employee group as a form of  gratitude to the 
company employees or a reward for years of  loyal 
service. This observation is presented simply as one 
explanation for why the employee group may pay a 
different (in this case, lower) price for the company 
stock than the non-employer shareholder pays.
 There may also situations in which the compa-
ny or the sellers may sell the stock to non-manage-
ment shareholders for a below-market price. Such 
a situation may occur when the company wants to 
attract, retain, or reward special employees. Just 
because the company allows special employees to 
purchase company stock at a favorable price, that 
decision does not make the sale transaction unfair 
to the general employee group.

FACTORS THAT AFFECT THE DIFFERENT 
VALUATION CONSIDERATIONS • There are 
a variety of  reasons why the valuation analyst may 
apply different valuation considerations to a general 
employee stock purchase as compared to a non-em-
ployee stock purchase. Several of  these reasons are 
summarized below.
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1. Perceptions Of  Employee Stockholders 
And Non-Employee Stockholders
 First, the company will typically perceive the 
employee stockholders and the non-employee stock-
holders differently. To the company, the employee 
group is a relatively permanent company owner. 
Certainly, the employee group is a long-term inves-
tor that will provide part of  the permanent capi-
tal structure for the company. In contrast, special 
employees, strategic partners, and certain capital 
providers are not long-term investors. The com-
pany wants to retain these parties, of  course. And 
the company wants to compensate these parties for 
their services. However, from the company perspec-
tive, the employee stockholders and the non-em-
ployee stockholders have different investment time 
horizons and different investment objectives.

2. Perceptions Of  The Company
 Second, from the stockholder perspective, the 
employee group and the non-employee party may 
perceive the company differently. Let’s assume that 
the employee group will own all or most of  the com-
pany. Typically, the employee buyout group seeks 
long-term capital appreciation over short-term in-
come. Non-employee stockholders typically have 
a much more finite investment perspective. They 
typically plan for a specific exit event after five years 
(or some similar time period). The non-employee 
parties want to be compensated for the services 
they provide (e.g., executive talent, capital, intellec-
tual property, etc.) during the period they provide 
that service. Then, they want liquidity. Again, from 
the stockholder perspective, the employee group 
and the non-employee stockholder have different 
investment time horizons and different investment 
objectives.

3. Different Classes Of  Stock Purchased
 Third, the employee group and the non-em-
ployee parties may buy different classes of  securi-
ties. Of  course, the type of  security will affect the 

stock valuation. For example, the employee group 
may purchase the common stock. And, the non-
employee parties may purchase the preferred stock. 
In such a case, the special employee, remaining 
family stockholders, or capital sources may want to 
be (relatively) assured of  periodic dividend distribu-
tions. In some instances, the employee group may 
also purchase the subject company preferred stock. 
In any event, the valuation will be affected by the 
type of  security subject to analysis.

4. Forms Of  Ownership
 Fourth, the form of  ownership may affect the 
value of  the stock. The employee group will typi-
cally purchase the stock in fee simple interest. That 
is, the title to the stock is transferred from the com-
pany (or from the selling stockholder) to the em-
ployee group trust, subject to any lien that a bank 
may have related to a stock acquisition loan. In con-
trast, a non-employee party may receive only a frac-
tional ownership interest in the stock. For example, 
the special employee may not actually receive the 
stock ownership. Rather, the special employee may 
receive an option, warrant, grant, or right related to 
the stock. The special employee or the non-employ-
ee party rights may vest over time. This vesting may 
be a function of  the term of  employment, stock 
ownership, debt financing provided, or some other 
relationship with the company. And, therefore, un-
like the stock ownership for the employee buyout 
group, such company stock ownership rights may 
be forfeited if  the contractual relationship lapses.

5. Rights And Privileges
 Fifth, as described in Part 1, the stock rights and 
privileges directly affect the value of  the stock. This 
occurs when the employee buyout group and the 
non-employee party both acquire stock (perhaps of  
the same class) with different sets of  rights and priv-
ileges. The valuation analyst will take these different 
rights into consideration in the relative valuations 
of  the different stock ownerships. For example, the 
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employee group and the non-employee party could 
each own stock with differing rights related to:

• Voting versus nonvoting;
• Dividend and profit participation;
• Liquidation preferences and participation;
• Control of  the sponsor company board or cer-

tain management decisions;
• Registration, transferability, or other liquidity 

event opportunities;
• Right of  first refusal and preemptive right.

6. Terms And Different Values Of  Stock
 Sixth, the expected term of  the stock may affect 
the value of  stock purchased by the employee group 
compared to the stock purchased by a non-employ-
ee party. The common stock typically purchased by 
the employee group is usually perpetual term stock. 
That is, there is no plan for the employee group to 
redeem the stock. Stock sold to a non-employee 
party may be issued with an expected finite term, 
such as five years or 10 years. After that term, the 
company may be able to call the stock. Or, after that 
term, the non-employee investor may be able to put 
the entire block of  stock back to the company.

7. Obligations
 Seventh, the future obligation of  the employee 
owners is often different than that of  the non-em-
ployee stockholders. Once the employee group con-
summates the stock purchase, the employees typi-
cally have no further obligation. They do not have 
to continue to be employees of  the company in or-
der to continue owning the company shares. These 
employees may or may not have the right to put 
their stock back to the company when they leave 
the employment of  that company. In contrast, the 
non-employee owners typically need to continue to 
provide services (e.g., executive management, joint 
venture, financing, etc.) in order for them to con-
tinue to own the company stock.

8. Vesting And Allocation Periods
 Eighth, the company stock vesting and alloca-
tion period may be different for the employee buy-
out group compared to the non-employee stock-
holder. The employee group member will expect 
the purchased shares to be allocated to him or her 
as the stock acquisition loan is paid down and the 
lien on the shares is released by the lending institu-
tion. As mentioned above, the non-employee party 
may experience a much different vesting (and, ef-
fectively, allocation) period. For the non-employee 
party, the shares may be transferred from the com-
pany only after the party provides executive man-
agement, noncompetition, joint venture, financing, 
or other services.

9. Expectations Of  Liquidity 
 Ninth, the expectation of  a liquidity event is 
different for the employee group compared to the 
non-employee investor. The employee group inves-
tors may give very little consideration to a liquid-
ity event in their stock purchase decision. Their 
investment objective is to buy and hold the stock. 
Employee buyout group members generally view 
themselves as the permanent owners of  the subject 
company. Typically, their only consideration of  a 
liquidity event is a company-wide liquidity event. 
Such a liquidity event would include an IPO or the 
acquisition of  the company. 
 In contrast, the non-employee investor typically 
plans for a specific, short-term liquidity event. And, 
for the non-employee investor, the liquidity event is 
typically a contractual event and not a control event. 
That is, the non-employee party may expect to sell 
the stock back to the company after the terms of  
an employment, noncompete, intellectual property 
license, debt indenture, or other contract expires. In 
contrast, the employee group expects to be able to 
control when a company IPO or an M&A transac-
tion occurs.
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10. Information Disclosure Rights
 Tenth, there is typically a difference in the infor-
mation disclosure rights available to the employee 
group compared to the non-employee investor. As 
the owners of  the company, the employee group 
is typically entitled to receive all financial and op-
erational information regarding the company. Such 
information often includes historical and current 
company financial statements, a current company, 
industry, and strategic analysis, and projections of  
future results of  operations (typically). Therefore, 
the employee buyout group receives a fair amount 
of  financial and operational company information. 
Most closely held companies are not very forthcom-
ing with such company-specific information. 
 In contrast, unless they have received specific 
contractual rights, the non-employee parties do not 
have access to the same company financial or op-
erational information. Even special employees (oth-
er than a CEO and CFO) may not have as much 
access to company-specific information as the em-
ployee group does. Company financing sources may 
have contractual access to the company financial 
statements, but they may not have access to other 
company information.

11. Shareholder Protection
 Eleventh, the employee group shareholders and 
the non-employee shareholders may enjoy differ-
ent levels of  shareholder protection. The employee 
group (collectively) and the group members (indi-
vidually) are protected by state (and, when appli-
cable, federal) securities laws. This is because the 
relationship between the company and the em-
ployee buyers is a securities issuer/stockholder re-
lationship. In contrast, the non-employee party is 
typically protected by state contract law. This is 
because the relationship between the company and 
the non-employee party is between two parties to a 
contractual agreement.

12. Level Of  Value
 Twelfth, the most significant difference between 
the employee buyers and the non-employee stock-
holders may be the level-of-value issue. As described 
in Part 1, level of  value relates to the following two 
investment criteria: marketable versus nonmarket-
able interests and controlling versus noncontrolling 
interests.
 The stock owned by the employee group may 
represent a different level of  value than the stock 
owned by the non-employee party. In fact, this sce-
nario is almost certain to occur. That is because two 
different shareholders cannot both own a control-
ling interest in the company. If  the employee buy-
out group owns a controlling interest, then the non-
employee party does not. And, if  the non-employee 
party owns a controlling interest, then the employee 
group does not.
 In addition, typically, the employee buyers will 
have the contractual right that allows the employees 
to acquire ownership control over a period of  time. 
For example, the contract may allow the employees 
to continue to buy blocks of  company stock each 
year until it owns control of  the subject company or 
owns 100 percent of  the company. In such a case, 
the employees are often treated as a control owner 
(and the stock purchase/sale transaction is often 
treated as a control level transaction) for stock valu-
ation purposes.
 Also, as described above, there are numerous 
factors (contractual and otherwise) that may affect 
the marketability of  the employee owned company 
stock compared to the non-employee owned com-
pany stock. The valuation analyst will consider all 
of  these factors in assessing where each block of  
company stock falls on the marketability continu-
um.

TRANSACTION STRUCTURE CONSID-
ERATIONS • In all cases, both the sellers and the 
employee buyers of  the company have to consider 
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a basic transaction structure question. That basic 
structure question is: Should the proposed com-
pany sale transaction be structured as a sale of  the 
company assets or a sale of  the company stock?
 This basic transaction structuring consider-
ation has legal, accounting, and taxation implica-
tions. All of  these implications (but especially the 
income tax effects) can influence the proposed 
transaction sale/purchase price. This discussion 
will focus entirely on the valuation considerations 
with regard to the structure of  the employee buy-
out of  the company.
 Typically, the company seller (whether a corpo-
rate seller or a group of  individual sellers) will pre-
fer to sell the company stock. With the sale of  stock, 
most of  the company legal liabilities transfer from 
the sellers to the employee buyers. In addition, the 
financial accounting for the gain or loss on the sale 
of  the company stock is typically less complex for 
the sellers. And, assuming the company stock was 
owned for over one year, the sellers typically recog-
nize capital gain (instead of  ordinary income) on 
the taxable sale of  the company stock.
 Usually, the company employee buyers would 
prefer to buy the company assets. With the pur-
chase of  assets, most of  the company legal liabili-
ties are retained by the sellers (who still own the 
company stock).
 For financial accounting purposes, there are 
usually fewer contingent liabilities that affect the 
buyer’s purchase price allocation in an asset pur-
chase transaction. In addition, for income tax ac-
counting purposes, with the purchase of  the com-
pany assets, the employee buyer gets to “step up” 
the tax basis in the acquired assets (versus having a 
“carryover” tax basis in the acquired assets).
 This means that the employee buyer can de-
preciate or amortize (i.e., obtain an income tax de-
duction) for the entire purchase price paid for the 
company assets — instead of  for only the sellers’ 
old (and presumably depreciated) tax basis in the 
transferred assets. Of  course, this income tax ben-

efit to the asset buyer typically results in ordinary 
income treatment — instead of  capital gain treat-
ment — to the asset sellers.
 In addition to the issue of  the sale of  stock ver-
sus the sale of  assets, there are other transaction 
structuring issues related to the sale (and purchase) 
of  the company. These issues should be considered 
by both the sellers and the employee buyout group. 
Both legal counsel and the valuation analyst/finan-
cial adviser should advise their respective buyer/
seller clients with regard to these structuring issues. 
This is because these structuring issues have both 
legal implications and valuation (i.e., transaction 
price) implications.
 These transaction structuring issues should be 
resolved through the process of  the deal negotia-
tions. Once agreed upon by the transaction parties, 
these structuring issues should be clearly articulat-
ed in the transaction closing document (whether a 
stock sale agreement or an asset sale agreement).
 The following discussion summarizes three 
common employer company sale transaction is-
sues:
• The inclusion of  a seller noncompetition agree-

ment;
• The inclusion of  a seller consulting or continu-

ing services agreement;
• The inclusion of  goodwill in the transaction.

In particular, the following discussion focuses on the 
income tax implications of  these transaction issues 
— to both the company sellers and the company 
employee buyers. As mentioned above, these issues 
(and the related income tax effects) have transaction 
valuation and pricing implications.

THREE SUBJECT COMPANY TRANSAC-
TION STRUCTURING ISSUES • The follow-
ing three transaction structuring issues are com-
monly considered when the sellers are negotiating 
the sale of  the company to an employee group:
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• Noncompete covenants;
• Consulting agreements;
• Goodwill.

On the surface, the income tax treatment related to 
each of  these transaction issues seems fairly straight-
forward. However, the specific wording of  the stock 
or asset purchase agreement (or the lack of  such 
a mention in the transaction documents) can cre-
ate either income tax opportunities or income tax 
problems.
 This discussion summarizes these transaction 
structuring issues and some of  the areas for the 
transaction parties (and their respective legal coun-
sel) to consider when crafting the transaction agree-
ments. This discussion provides both the company 
sellers and the employee group with the most ba-
sic guidance so as to avoid transaction structuring 
pitfalls. The transaction parties should consult with 
their legal counsel and their tax advisers to obtain 
transaction structuring guidance.

Noncompetition Agreements
 First, the objective of  a noncompetition cov-
enant (or a separate noncompetition agreement) 
is to protect the interest of  the employee buyers in 
the newly acquired business. The noncompetition 
agreement can be granted by either the individual 
seller(s) of  the company or the corporate seller of  
the company. The purpose of  the noncompete cov-
enant is to ensure that the company sellers do not 
reestablish the individual sellers or the corporate 
seller in the same geographical area or compete 
with the subject company buyer (i.e., the new em-
ployee owners of  the business).
 Second, consulting agreements may be created 
when the employee buyer intends to retain the ex-
pertise of  the individual sellers of  the company for 
a period of  time. With such an agreement, typically, 

the individual sellers will advise the employee group 
on operational and/or strategic matters during a 
specified transition period.
 Alternatively, the employee group may need the 
parent corporation seller of  the company to con-
tinue to provide financial accounting, research and 
development, and other “corporate” type services 
until the company can independently develop its 
own expertise in such areas. In this case, a service 
provider (or services) agreement is created when the 
employee group intends to retain the parent corpo-
ration seller to provide specified services during a 
specified transition period.
 Third, for income tax purposes, goodwill is de-
fined in Treas. Reg. section 1.197-2(b)(1) as “the 
value of  a trade or business attributable to the ex-
pectancy of  continued customer patronage. This 
expectancy may be due to the name or reputation 
of  a trade or business or any other factor.” In a 
transaction that is the taxable purchase of  going-
concern business assets, goodwill is considered to 
be an Internal Revenue Code (“Code”) section 197 
intangible asset.
 And, in an asset purchase, the employee group 
can amortize the amount of  the transaction pur-
chase price allocated to goodwill over a 15-year 
amortization period. Alternatively, in a transaction 
structured as a stock purchase, typically no amount 
of  the transaction purchase price is allocated to 
goodwill. And, in a stock purchase, no goodwill 
amortization income tax deduction is available to 
the employee buyer.
 Table 2 (Table 1 appeared in Part 1) summariz-
es the federal income tax implications of  these three 
transaction structuring issues to both the company 
sellers and the company employee group.
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Table 2
Federal Income Tax Implications of  the Company

Sale/Purchase Transaction Structure Issues

Subject Company 
Sale and Purchase 

Transaction Structure 
Issue:

Income Tax Considerations 
to the 

Subject Company Seller(s)

Income Tax Considerations to 
the Subject Company Employee 

Group Buyer

1. Noncompete covenant 
or noncompetition 
agreement

Ordinary income is recognized 
(but not subject to self-
employment tax if  the subject 
company seller is an individual)

The fair market value of  the 
covenant may be amortized over a 
15-year period

2. Personal consulting 
agreement or personal 
corporate services 
agreement

Ordinary income is recognized 
(but is subject to self-employment 
tax if  the subject company seller 
is an individual)

A current period income tax 
deduction is available for the actual 
amounts paid to the company sellers

3. Purchased goodwill Capital gain is recognized (except 
if  amortization deductions have 
already been taken, which are 
then recaptured as ordinary 
income under Section 197(f)(7))

A capital asset that may be amortized 
over a 15-year period in a taxable 
asset purchase (but it may not be 
amortized in a stock purchase)

Economic Interests of  the Buyers 
and the Sellers
 Under the current federal income tax rates, 
the company seller(s) (other than a C corporation) 
would typically prefer to allocate the transaction 
sale price to goodwill (as opposed to a noncompete 
agreement or to a consulting agreement). With 
such a sale price allocation, the company seller(s) 
would benefit from capital gain tax treatment (as-
suming that the seller(s) have owned the stock for 
more than one year). Even ignoring the income tax 
considerations, the buyer is likely to want to protect 
its investment by ensuring that the seller does not 
immediately compete with the transferred business.
 If  the subject transaction is a stock sale (and not 
an asset sale), then the employee buyer will typi-
cally not be able to amortize any of  the purchase 
price premium as purchased goodwill. In such a 

company sale structure, the employee buyer inher-
its the seller’s carryover tax basis of  the purchased 
company assets. Particularly in that scenario, the 
employee group buyer will want to allocate a por-
tion of  the transaction purchase price to an amor-
tizable noncompete agreement — and away from 
the nonamortizable acquired company stock.
 As mentioned above, the employee group may 
also want to retain the selling parent corporation 
or the individual seller’s personal services for a pe-
riod of  time. The employee group has a preference 
to allocate the transaction purchase price to such 
a consulting agreement. Such a purchase price al-
location would result in a current income tax de-
duction to the company buyer. In contrast, any 
transaction purchase price that is allocated to the 
noncompete agreement will be amortized over a 
15-year amortization period.
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 From an individual company seller’s perspec-
tive, a sale price allocation to a noncompete agree-
ment is generally preferable to a sale price alloca-
tion to a consulting agreement from an income tax 
standpoint. This is because any payments made 
under a consulting agreement will be subject to self-
employment tax.
 Self-employment income, however, does afford 
the company individual seller the ability to establish 
a variety of  tax-saving vehicles, including retire-
ment plans and medical reimbursement plans. It is 
noteworthy that these tax saving vehicles generally 
need to be established within certain time limits — 
and, they cannot be established after the fact.

Transaction Substance And 
Transaction Form
 If  both a noncompete covenant and a consult-
ing agreement are contemplated in the company 
sale transaction, then it is particularly important 
that both substance and form actually exist to sup-
port the respective transaction agreements.
 To support the amount of  the total transaction 
value that is assigned to the noncompete agree-
ment, the subject parties need to have competing 
economic interests. Furthermore, both the value 
of, and the conditions of, the noncompete agree-
ment should be realistic. For example, it may be dif-
ficult for the subject company buyer to argue that 
the individual company seller will compete with the 
transferred subject company if  the individual seller 
does not have the financial ability, is in poor health, 
or retired immediately after the sale of  the business.
 A classic example of  a lack of  competing eco-
nomic interests is provided in the U.S. Tax Court 
judicial decision Mackey’s, Inc. v. Comm’r, 34 T.C.M. 
(CCH) 1214 (1975). In that case, the individual 
company seller retained a majority ownership in-
terest in the company that was sold. The individ-
ual company seller also moved overseas within less 
than a month of  signing the transaction sale docu-
ments. The Tax Court concluded that the transac-

tion noncompete covenant was invalid. The Tax 
Court reached this conclusion because the non-
compete covenant merely restricted the individual 
seller from competing against himself. The Tax 
Court also ruled the individual seller’s consulting 
agreement to be invalid. The Tax Court reached 
this decision because the individual seller did not 
perform any services for the company buyer. The 
Tax Court concluded that the following payments 
were disguised dividends to the individual company 
seller: the noncompete covenant payments and the 
consulting agreement fees.
 Any existing company agreements should also 
be reviewed to ensure that a conflict does not ex-
ist. For example, if  a fast-food restaurant franchise 
is being sold, the existing franchise agreement may 
prevent another franchise store from opening with-
in a specified geography distance. It would be dif-
ficult for a buyer to argue the validity of  the fran-
chise seller’s noncompete covenant if  the distance 
specified in the noncompete covenant was less than 
the distance in the already existing franchise agree-
ment. 
 The noncompete covenant should also have 
provisions for breach of  contract in the case that the 
company seller fails to comply with the terms of  the 
noncompete covenant. The Internal Revenue Ser-
vice may argue that the lack of  any breach of  con-
tract provision is indicative of  disguised goodwill 
value — instead of  noncompete covenant value.
 By its nature, a consulting agreement presup-
poses that the company seller will perform some 
sort of  consulting services for the employee group. 
The objective of  such a consulting agreement is to 
ensure an orderly ownership transition. In order to 
have substance, the company seller — as the con-
sultant — should perform actual and meaningful 
consulting services to the transferred company. 
If  both a noncompete covenant and a consulting 
agreement are included in the purchase transaction 
structure, then it is important that they be distin-
guishable. That is, the two agreements should pro-
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vide for specific payment allocations. And, the two 
agreements should avoid any ambiguity so that the 
Internal Revenue Service does not recharacterize 
the noncompete agreement as a consulting agree-
ment — and, therefore, make the payments to the 
seller subject to self-employment tax.
 The transaction participants may want to ob-
tain a purchase price allocation valuation report 
from an independent valuation analyst. Such an in-
dependent valuation report provides an allocation 
of  the overall purchase consideration to the vari-
ous transaction pieces. This independent valuation 
report can be a valuable document to support the 
transaction purchase price allocation.
 The Code anticipates the parties’ incentive to 
shift a transaction purchase price allocation away 
from a noncompete covenant and towards a con-
sulting agreement. The legislative history of  Code 
section 197 directs any arrangement that “requires 
the former owner of  an interest in a trade or busi-
ness to continue to perform services (or to provide 
property or the use of  property)” should be con-
sidered to have substantially the same effect as a 
noncompete covenant where the amount paid to 
the business seller pursuant to the noncompete 
covenant exceeds the amount that represents “rea-
sonable compensation for the services actually ren-
dered [or the property or use of  property actually 
provided].”
 When an individual owner or a corporate own-
er decides to sell the employer company, that seller 
wants to receive the greatest amount of  sale pro-
ceeds, after considering the transaction tax conse-
quences. When an employee group decides to buy 
the employer company, the buyer wants to pay the 
lowest possible purchase price, after considering 
the transaction tax consequences. The structure of  
the sale/purchase can have a direct impact on the 
transaction income tax ramifications — and, there-
fore, on the proposed transaction price.
 Of  course, all transaction participants should 
consult their respective legal counsel and tax ad-

visers regarding the legal and income tax implica-
tions of  the proposed transaction structure. And, 
all transaction participants should also consult with 
their respective financial advisers regarding the val-
uation (i.e., pricing) implications of  the transaction 
structure.
 From the seller’s perspective, the employer com-
pany sale price should allow the seller:

• To pay all creditors;
• To provide for a return on the owner’s equity 

investment; and
• To achieve liquidity in order to invest in other 

business opportunities.

From the buyer’s perspective, the employer compa-
ny purchase price should allow the employee group 
buyer to afford to operate the subject company as 
a successful business enterprise and to earn a fair 
return on the subject company purchase price in-
vestment.
 Both the substance and the form of  the deal 
are important when the respective legal counsel are 
crafting the transaction documents related to the 
sale of  the company. For income tax purposes, the 
Internal Revenue Service and the courts will look 
beyond the written word to confirm that the parties’ 
actions actually support the purchase/sale transac-
tion agreements.
 When the parties’ actions do not support the 
purchase transaction agreements, the Internal Rev-
enue Service may recharacterize the nature of  the 
stock or asset transaction payments. And, such a 
recharacterization can materially change the eco-
nomics of  the sale/purchase transaction to the em-
ployee buyer, to the seller, or to both.

CONCLUSION • The legal counsel should under-
stand that different value estimates may be appro-
priate for the different blocks of  employer company 
stock. And, the legal counsel should understand that 
there may also be a value difference associated with 
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whether the same size block of  employer company 
stock is purchased by the general employee group 
or by a non-employee party.
 There are generally accepted valuation ap-
proaches and methods related to the valuation of  
an employer company. And, there are generally ac-
cepted considerations related to the valuation of  
employer company stock. These considerations are 
different because:

• The employee group and the non-employee 
party have different investment objectives and 
different investment time horizons;

• The employee group and the non-employee 
party securities may enjoy different rights and 
privileges (including securities rights);

• The employee group and the non-employee 
party may own employer corporation stock at 
two different levels of  value;

• The employee group and the non-employee 
party may have different income tax conse-
quences related to the structuring of  the em-
ployer company purchase transaction.

 There are also a number of  specific differences 
between employee-owned stock and non-employee 
owned stock. This discussion summarized many of  
those differences. The valuation analyst should con-
sider each of  these differences in the relative valu-
ations of  the stock to the employee group versus to 
another party.

 There are many different scenarios in which 
a company may sell or otherwise transfer stock to 
the employee group at a different price than to a 
non-employee party. This discussion summarized 
several of  these scenarios. In these scenarios, the 
company (or the sellers) would sell stock to the em-
ployee group, where the employee buyout group 
will serve as a long-term owner of  the company’s 
permanent capital base. In contrast, the company 
may sell stock to other parties to attract, retain, or 
compensate key employees, suppliers, joint ventur-
ers, financing sources, etc.
 The relationship between these parties and the 
company is fundamentally different than the rela-
tionship between the employee group and the com-
pany. And, the investment criteria of  these parties 
may be fundamentally different than the investment 
criteria of  the employee group. The valuation ana-
lyst should consider all of  these differences when 
estimating the value of  the stock to the employee 
buyout group compared to the investment value of  
the stock to any particular non-employee party.
 Finally, the structure of  the employee buyout 
transaction (e.g., stock purchase versus asset pur-
chase) and the related legal considerations (e.g., 
noncompete agreements, services agreements, 
goodwill allocation) can affect the value of  the em-
ployer company purchase to both the business sell-
ers and the employee buyers.
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