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P (husband) entered into “agents agreenents”
(agreenent) with State Farm I nsurance Cos. (State Farm
wherein P agreed to wite insurance policies
exclusively for State Farm The agreenent provided
that all property including information about policy
hol ders belonged to State Farm P s conpensati on was
based on a percentage of net premuns. The agreenent
al so contained detail ed provisions for term nation.

P was entitled to a term nation paynent based on the
percentage of policies that either (1) remained in
force after termnation or (2) were in force for the 12
mont hs preceding termnation. P and State Farm did not
negoti ate the terns of the agreenent.

Pretired after approximately 34 years of
operating as an independent agent for State Farm
Pursuant to the term nation agreenent P returned
account information, conputers and the like to State
Farm and the successor agent. P received a paynent of
$38,622 in 1997 from State Farm pursuant to the
term nati on agreenent.
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Ps reported the paynent on their 1997 Feder al
incone tax return as a long-termcapital gain. 1In a
notice of deficiency issued to Ps, R disallowed capital
gain treatnent and determ ned that the paynent was
ordinary incone. R did not inpose self-enploynent tax
on the incone.

Held: P did not own a capital asset or sell a
capital asset to State Farm nor did the term nation
paynent P received from State Farm represent paynent
for transfer of a capital asset to State Farmor the
successor agent. Held, further, that Ps are not
entitled to capital gain treatnent for the term nation
paynment received from State Farmin 1997. Held,
further, Ps nust treat the paynent received in 1997 as
ordi nary incone.

Thomas J. O Rourke, for petitioners.

Roger W Bracken, for respondent.

OPI NI ON

DAWSON, Judge!: This case was assigned to Chi ef Speci al
Trial Judge Peter J. Panuthos pursuant to the provisions of

section 7443A(b)(5) and Rules 180, 181, and 183.2 The Court

1 I wote the Court’s majority opinion in Jackson v.
Comm ssioner, 108 T.C. 130 (1997), holding that term nation
paynents received by the insurance agent from State Farm were not
subject to self-enploynent tax under secs. 1401 and 1402, |I.R C
| also joined Judge Parr’s concurring opinion indicating that
such paynents could be treated as being in the nature of a buyout
of the agent’s business. After further consideration, | am now
per suaded by the opinion of Chief Special Trial Judge Panut hos
that this petitioner (agent) is not entitled to capital gain
treatment for the term nation paynent he received.

2 Section references are to the Internal Revenue Code in
effect for the year in issue. Al Rule references are to the Tax
(continued. . .)
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agrees with and adopts the opinion of the Special Trial Judge,
which is set forth bel ow.

OPI NI ON OF THE SPECI AL TRI AL JUDGE

PANUTHOS, Chief Special Trial Judge: Respondent determ ned

a deficiency in petitioners’ Federal incone tax of $2,519 for
1997. Al references to petitioner are to Warren L. Baker, Jr.

After a concession by petitioners,® the issue for decision
is whether the term nation paynent received by petitioner upon
retirement as an insurance agent of State Farm I nsurance Cos. is
taxabl e as capital gain or ordinary incone.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulated facts and the related exhibits are incorporated
herein by this reference. At the tinme of filing the petition,
petitioners resided in Fairview Heights, Illinois.

| . Petitioner’'s Agreenent Wth State Farm

a. Ceneral
Petitioner began his relationship with State Farm | nsurance
Cos. (State Farm on January 19, 1963. State Farm consi sted of

State Farm Mutual Autonobile | nsurance Co., State Farm Life

2(...continued)
Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.

3 Petitioners concede that they failed to report dividend
i ncome of $919 from Magna G oup, Inc.
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| nsurance Co., State FarmFire & Casualty Co., and State Farm
CGeneral Insurance Co.

Petitioner conducted his business as the Warren L. Baker
| nsurance Agency (the agency). He sold policies exclusively for
State Farm \When he began his relationship with State Farm he
was not assigned custoners. Instead, he devel oped a custoner
base. He selected the location of his office wwth State Farm s
approval. He also hired and paid enpl oyees. He was responsible
for paying the expenses of an office such as rent, utilities,
t el ephones, and ot her equi pnment. He was obligated to establish a
trust fund into which he deposited prem uns coll ected on behalf
of State Farm

Petitioner entered into a series of contracts with State
Farm known as agent’s agreenents. The agent’s agreenment at issue
was executed on March 1, 1977. Wiile the agreenent contains
approxi mately 6 pages, there are nunerous attachnents including
schedul es of paynents, anmendnents, addenda, and nenoranda that
total 61 pages. The agreenent was prepared by State Farm
Petitioner did not have the ability to change the terns of the
agreenent, but he had the option to refuse a new or revised
agr eenent .

The preanble to the agreenent reads, in part, as foll ows:
“The Conpani es believe that agents operating as independent

contractors are best able to provide the creative selling,
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pr of essi onal counseling, and pronpt and skillful service
essential to the creation and mai nt enance of successful multiple-
I i ne conpani es and agencies.”

Section | of the agreenment, Mitual Conditions and Duti es,
provi des that petitioner was an independent contractor of State
Farm As a State Farm agent, petitioner agreed to wite policies
exclusively for State Farm its affiliates, and governnent and
i ndustry groups. Paragraph C, section | of the agreenent states
that State Farm “wi |l furnish you, w thout charge, manuals,
forms, records, and such other materials and supplies as we my
deem advi sable to provide. Al such property furnished by us
shall remain the property of the Conpanies [State Farnj.”
Further, State Farm considered any and all information regarding
policyholders to be its property, as foll ows:

D. Information regardi ng nanes, addresses, and
ages of policyhol ders of the Conpanies; the
description and | ocation of insured property;
and expiration or renewal dates of State Farm
policies acquired or comng into your
possession during the effective period of
this Agreenent, or any prior Agreenent,
except information and records of
pol i cyhol ders insured by the Conpanies
pursuant to any governmental or insurance
industry plan or facility, are trade secrets
whol |y owned by the Conpanies. Al forns and
other materials, whether furnished by State
Farm or purchased by you, upon which this
information is recorded shall be the sole and
excl usi ve property of the Conpani es.

Essentially, any data relating to a policyhol der recorded by an

agent on any paper was the property of State Farm
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Petitioner’s conpensation was based on a percentage of the
net premuns. The conpensation varied by the type of insurance,
such as autonobile and honeowner’s. Petitioner was al so assigned
policies for which he received a snaller conm ssion than those
policies he personally produced. State Farm assigned existing
policies to petitioner because the policyhol ders noved to the
geographic |l ocation covered by his agency. Simlarly, when
pol i cyhol ders covered by petitioner noved to a different
geographic location, the policies were assigned to anot her agent
in that geographic area. Petitioner did not conpensate other
agents for policies he assuned, and he did not receive paynents
for policies assigned to other agents.

The comm ssi ons payabl e for assigned policies are provi ded
for in the schedul e of paynents attached to the agreenent in
rel evant part as foll ows:

an anount equal to 66-2/3 percent of the graded

comm ssion scale in Section I, provided, however, no

comm ssion shall be payable to you on any prem um

col l ections on business credited to your account from

t he account of an agent whose agreenent with * * *

[State Farm has been termnated, or as a result of an

agreenent between an agent and * * * [State Farnj

pursuant to the applicabl e paragraph of Section IV of *

* * [an agreenent], until a one-year period has el apsed

follow ng the date of such term nation, except as

provided for in paragraph 1V-B-2 of this Schedul e of

Paynent s.

b. Termnm nation

Section Il of the agreenent addresses term nation. Either

party could term nate the agreenent by witten notice. The



- 7 -
agreenent al so provided for term nation upon the death of
petitioner. Wthin 10 days after term nation of the agreenent,
“all property belonging to the Conpanies shall be returned or
made available for return to the Conpanies or their authorized
representative.”

Petitioner was required to abide by a covenant not to
conpete for a period of 12 nonths follow ng termnation. The
covenant not to conpete provides as foll ows:

E. For a period of one year follow ng
termnation of this Agreenent, you will not
ei ther personally or through any other
person, agency, or organization (1) induce or
advi se any State Farm policyhol der credited
to your account at the date of termnation to
| apse, surrender, or cancel any State Farm
i nsurance coverage or (2) solicit any such
pol i cyhol der to purchase any insurance
coverage conpetitive with the insurance
coverages sold by the Conpani es.

Pursuant to section IV of the agreenent, petitioner
qualified for a termnation paynment if he nmet certain
requi renents. First, he nust work for 2 or nore continuous years
as an agent. Second, wthin 10 days of term nation, he nust
return or make available for return all property belonging to
State Farm

The amount of the term nation paynent payable is different
for each of the State Farm conpanies. Wth two of the State Farm

conpani es, the anount of the term nation paynent is based on a

percentage of policies that either remained in force after
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term nation of the agreenent or those that had been in force for
the 12 nmonths preceding termnation.* The fornmulas for the
anount of term nation paynent are as foll ows:

State Farm Mutual Autonobile |Insurance Conpany * * *
the lesser of (1) or (2)-

(1) twenty percent (20% of the service conpensation on
“personal |y produced” policies, you earned under the
Schedul e of Paynents for Other than Heal th I nsurance
Policies in the twelve (12) preceding nonths, or twenty
percent (20% of the service conpensati on on
“personal |y produced” policies credited to your

account, as of the date of term nation, which remain in
force in the sane state, during the first twelve (12)
months follow ng the date of term nation; whichever is
greater, or

(2) thirty percent (30% of the service conpensation on
“personal ly produced” policies credited to your account
as of the date of termnation, which remain in force in
the sane state during the first twelve (12) nonths
follow ng the date of term nation.

State Farm Fire and Casualty Conpany and State Farm
General Insurance Conpany * * * the |esser of (1) or

(2) -

(1) twenty percent (20% of the comm ssions you were
paid on “personally produced” policies for those |ines
of insurance * * * of the applicable Schedul e of
Paynments, in the twelve (12) preceding nonths, or
twenty percent (20% of the comm ssions on “personally
produced” renewal prem uns you woul d have been paid
under the applicable Schedule of Paynents, if this
Agreenment had not been term nated, in the twelve (12)
months followi ng the date of term nation on “personally
produced” policies which remain in the sane state, for
those lines of insurance designated above and credited

4 It is not clear fromthe record whether the term nation
paynment that petitioner received was cal cul ated based upon
policies that remained in force after term nation or instead had
been in force for the 12 nonths preceding term nation. These
facts have no bearing on our deci sion.
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to your account as of the date of term nation;
whi chever is greater, or

(2) thirty percent (30% of the comm ssions on

“personal |y produced” renewal prem unms you woul d have

been pai d under the applicable Schedul e of Paynents, if

this Agreenent had not been termnated, in the twelve

(12) nonths follow ng the date of term nation on those

“personal |y produced” policies designated in (1) and

credited to your account as of the date of term nation.

State Farm Life I nsurance Conpany-

An anount equal to the sanme conpensation for the second

and subsequent policy years as woul d have been due and

payable to you for the first five years follow ng the

date of termnation on all State Farmlife policies

personally witten by you or assigned to you by the

Conpany for conpensation, under the terns of the

appl i cabl e Schedul e of Paynents attached hereto, if

this Agreenent had not been term nated.

State Farm and petitioner did not negotiate the anount or
conditions of the term nation paynent. State Farm agreed to pay
petitioner a term nation paynent over either a 2- or 5-year
peri od.

Section V of the agreenent provides for an extended
term nation paynent if petitioner worked for State Farm for at
| east 20 years, of which 10 years were consecutive. The extended
term nati on paynent would begin 61 nonths after term nation and
continue until petitioner’s death. The extended term nation
paynment is al so based on policies personally produced by
petitioner during his last 12 nonths as an agent for State Farm

State Farm paid comm ssions for new business personally

witten by the agent as a percentage of the first policy year
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prem um due according to the percentage established in table I of
the “Schedul e of Paynments Referred to in State Farm Agent’s
Agreenent” (schedul e of paynents) attached to the agreenent. For
many of the policies, comm ssions would be paid during the first,
second, third, fourth, and fifth policy year, depending upon the
type of policy and its length. Section VI of the schedul e of
paynments provi des as foll ows:

Upon term nation of this Agreenent by death or

ot herwi se any unpai d conpensati on provi ded for under

this Schedul e of Paynents then due and payabl e shall be

paid as soon as ascertainable, and there shall be no

further liability on the part of the Conpany under the

terms of this Schedul e of Paynents.

During the operation of the agency and pursuant to the
agreenent, petitioner operated a trust fund. Wen petitioner
termnated his relationship with State Farm the trust account

was cl osed and audited by State Farm

1. Petitioner’s Retirenent

Petitioner retired and termnated his relationship with
State Farm on February 28, 1997. At that tine, he held
approxi mately 4,000 existing policies generated from 1, 800
househol ds. Approxi mately 90 percent of the policies were
assigned to one successor agent. The successor agent received
reduced conpensation (that is, a | ower percentage) for the
assi gned policies.

Petitioner returned State Farm s property, such as policy

and policyhol der descriptions, which he gathered in naster
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fol ders that he purchased, claimdraft books, rate books, agent’s
service texts, and a conputer. He maintained nuch of the
i nformation regardi ng the policies and policyholders on the
conputer. He fully conplied with the provision in the agreenent
for return of property to State Farm

The successor agent hired the two enpl oyees previously
enpl oyed by petitioner and assuned petitioner’s tel ephone nunber.
The successor agent also worked with petitioner on occasion prior
to petitioner’s retirenment to neet policyholders and to ask
guestions. The successor agent opened an office in the vicinity
of petitioner’s office. Wen the term nation was conpl et ed,
petitioner had returned all of the assets used in the agency to
State Farm and the successor agent.

[11. Tax Return and Notice of Deficiency

Petitioners tinely filed their 1997 Federal incone tax
return. They reported the income of $38,622 fromthe term nation
paynment which petitioner received in 1997 as |ong-term capital
gain on Schedule D, Capital Gains and Losses. Petitioners
attached a two-page statenent to Schedule D on which the
term nation paynment was descri bed as an annuity payable over 5

years.® The annuity was described as a sale of assets to State

> Timng of the recognition of income is not at issue. The
record does not indicate how State Farmtreated the term nation
paynment on its return.
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Farm that included “personally produced policies and ot her
i ntangi bl e assets”.

Petitioners attached Form 8594, Asset Acquisition Statenment
Under Section 1060, to their tax return. On Form 8594,
petitioners indicated the fair market value for the ass IV
asset as $164,140.° Petitioners answered “yes” to the follow ng
question on line 6 of Form 8594: “did the buyer also purchase *
* * a covenant not to conpete?” Petitioners did not assign a
value for the covenant not to conpete.

In a notice of deficiency, respondent determ ned that the
term nation paynent from State Farm was ordinary inconme and did
not qualify for capital gain treatnent.

Di scussi on

Positions of the Parties

Respondent argues that petitioner did not sell any property
to State Farm because all of the property was owned by State Farm
and reverted to State Farm when petitioner termnated his
relationship wwth State Farm Respondent contends that the
agreenent does not evidence a sale because the contract does not
list a seller or purchaser. Respondent al so argues that
petitioners failed to establish that the term nati on paynent

represents proceeds fromthe sale of a business, business assets,

6 A taxpayer may treat goodw || acquired before Feb. 14,
1997, as a Cass IV asset. Sec. 1.1060-1T(a)(2)(ii), Tenporary
| ncone Tax Regs., 62 Fed. Reg. 2272 (Jan. 16, 1997).
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or goodw I I. Respondent al so suggests that the term nation
paynent is in the nature of inconme from self-enpl oynent, but
hedges that position in arguing that the paynment is “simlar to
an annuity” and a “retirenent benefit”. W note that respondent
did not determne that petitioners were liable for self-
enpl oynment tax with respect to the term nation paynent.

Petitioners argue that the term nation paynent was for the
sal e or buyout of a business resulting in capital gain. They
assert that petitioner devel oped a custoner base and the
term nation paynment was designed to protect the existing custoner
base for the successor agent as well as conpensate petitioner for
t he goodwi I | and goi ng busi ness concern he devel oped.

Petitioners rely on the concurring opinion in Jackson v.

Commi ssioner, 108 T.C. 130, 141 (1997), which characterizes a

term nation paynent simlar to the one at issue as a buyout of
t he taxpayer’ s busi ness.

The Coalition of Exclusive Agent Associations, Inc. (CEAA),
filed with | eave of the Court an am cus brief pursuant to
conditions specified in the Court’s order. The CEAA s argunent
is simlar to the argunents nade by petitioners: State Farm
purchased the goodw || generated by petitioner; therefore,

petitioner is entitled to capital gain treatnent.



1. Evidentiary | ssue

W first deal wth an evidentiary issue presented at tri al
Petitioners proffered a |ist of questions and answers dated
February 14, 1991, which was marked for identification as Exhibit
12-P. The questions were prepared by a representative of
respondent, and the answers were provided by a representative of
State Farm Respondent objected to the adm ssion of the docunent
and asked for an opportunity to authenticate the docunent. The
Court admtted the docunent, although it was not admtted for the
truth of the assertions contained therein. In a supplenental
stipulation of facts the parties agreed that the State Farm
representative who provided the answers to Exhibit 12-P, if
called as a witness, would testify as set forth in a declaration
attached to the supplenental stipulation as Exhibit 13-R In the
declaration the representative states that he provided the
answers contained in Exhibit 12-P and further explains the
answers set forth in Exhibit 12-P. Petitioners, however, object
to the adm ssion of Exhibit 13-R on the ground that State Farnis
“view of certain matters is not relevant. 1In this regard, the
obj ecti on appears inconsistent with petitioners’ proffer of
Exhi bit 12-P, which expresses the “view or opinion of the sanme
i ndi vi dual .

Consi dering Exhibits 12-P and 13-R together, we are

satisfied that our initial ruling was correct and that Exhibit
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12-P should not be admtted for the truth of the contents because
it contains hearsay. To be consistent wth our treatnent of
Exhibit 12-P, we admt Exhibit 13-R for the Iimted purpose of
suppl ementing Exhibit 12-P but not for the truth of the
assertions nmade therein. Fed. R Evid. 401, 701, 801.

[, Burden of Proof

Cenerally the taxpayer bears the burden of proof. Rule
142(a)(1). Section 7491, which is effective wwth respect to
court proceedings arising in connection with exam nations by the
Comm ssi oner commencing after July 22, 1998, the date of its
enact nent by section 3001(a) of the Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, 112 Stat.
726, does not apply to place the burden of proof on respondent.
Petitioners have neither alleged that section 7491 is applicable
nor established that they conplied with the requirenents of
section 7491(a)(2)(A) and (B) to substantiate itens, maintain
required records, and fully cooperate with respondent’s
reasonabl e requests.

V. Sale or Exchange of a Capital Asset

We nust decide the proper characterization of the
term nation paynent nmade by State Farmto petitioner. W first
consi der whether petitioner owned a capital asset and whet her
petitioner sold or exchanged a capital asset for Federal incone

tax purposes. W also consider whether petitioner sold a
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busi ness to which goodw Il attached. |[If petitioner did not sel
or exchange a capital asset, then the term nation paynent is
t axabl e as ordinary incone.

Long-termcapital gain is defined as gain fromthe sale or
exchange of a capital asset held for nore than 1 year. Sec.
1222(3). A “capital asset” neans property held by the taxpayer
(whet her or not connected with his trade or business) that is not
covered by one of five specifically enunerated exclusions. Sec.
1221.

In Schelble v. Comm ssioner, T.C Meno. 1996-269, affd. 130

F.3d 1388 (10th G r. 1997), we considered whether the taxpayer
received gain fromthe sale or exchange of a capital asset.
Pursuant to the ternms of the agreenment with the insurance conpany
for which he was an agent, the taxpayer was required to return
all records, manuals, materials, advertising, and supplies or

ot her property of the conpany. 1d. W concluded that there was
no evi dence of “vendi bl e busi ness assets”, and the record did not
support a finding of a sale of assets of a business.

The Court of Appeals in Schelble v. Conm ssioner, 130 F. 3d

at 1394, held that there was “no evidence in the record of
vendi bl e assets to support the sale of M. Schel ble’ s insurance
business”. It observed the follow ng:

By transferring policy records to * * * [the insurance

conpany] pursuant to the Agreenent, * * * [the
t axpayer] maintains he transferred i nsurance business
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goodwi I | devel oped by him * * * [The taxpayer] has
fail ed, however, to show a sale of assets occurred.

In Foxe v. Comm ssioner, 53 T.C 21, 26 (1969), we

consi dered whet her paynents nade to an i nsurance agent were nade
pursuant to the sale or exchange of a capital asset to his forner
i nsurance conpany upon the cancellation of his enpl oynment
contract. The taxpayer clainmed that in the course of his
busi ness he built up “something of value, an organization” that
the i nsurance conpany acquired. 1d. Moreover, his personal
contacts with custoners, which were inportant to the insurance
conpany, were “sonething of real value”. 1d.

We concluded that even if the taxpayer had “built up an
organi zation of value, it was not his to sell since * * * [the
i nsurance conpany] under the contract owned all the property
conprising such organi zation. As to the custoner contacts
* * *  They were not his to sell.” 1d. It was held that the
taxpayer did not sell or exchange a capital asset, and the
paynments were taxable as ordinary incone.

Section 1001(c) provides that gain is recognized upon the
sal e or exchange of property. “The word ‘sale’ neans ‘a transfer
of property for a fixed price in noney or its equivalent’”.

Schel ble v. Conm ssioner, supra at 1394 (quoting lowa V.

McFarl and, 110 U.S. 471, 478 (1885)); see al so Conmi ssioner V.

Brown, 380 U. S. 563, 570 (1965). “Exchange” neans an exchange of
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property for another property that is materially different either
in kind or in extent. Sec. 1.1001-1, Incone Tax Regs.
The key to deciding whether there has been a sale for
Federal incone tax purposes is whether the benefits and burdens

of ownership have passed. Highland Farns, Inc. v. Comm ssioner,

106 T.C. 237 (1996); G odt & MKay Realty, Inc. v. Conm ssioner,

77 T.C 1221, 1237 (1981). Anong the many factors we may
consider in deciding whether there has been a sale are the
follow ng: Wether legal title passes; how the parties treat the
transaction; whether an equity was acquired in the property;

whet her the contract creates a present obligation on the seller
to execute and deliver a deed and a present obligation on the
purchaser to nmake paynents; whether the right of possession is
vested in the purchaser; which party pays the property taxes;

whi ch party bears the risk of |oss or damage to the property; and
whi ch party receives the profits fromthe operation and sal e of

the property. Levy v. Conm ssioner, 91 T.C 838, 860 (1988);

G odt & McKay v. Commi ssioner, supra at 1237-1238.

Cases addressing whether there has been a sale or exchange
of a capital asset often conbine the issue of whether the
t axpayer owned a capital asset with the issue of whether the

t axpayer sold the asset. For exanple, in Erickson v.

Comm ssioner, T.C Meno. 1992-585, affd. 1 F.3d 1231 (1st G

1993), we concluded that there was no sale of the taxpayer’s
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assets to his forner insurance conpany because there was not hi ng
in the facts showing that there was a sale of “vendi bl e tangible
assets” of a business. |In Erickson, the Court stated:

[ The taxpayers] maintain that * * * certain
indicia of a sale exist. They assert that enpl oyees
who fornmerly worked for * * * [the taxpayer] went over
to Union Mutual and that all records, supplies, and
equi pnent were turned over to Union Miutual. * * *
however, the individuals who had worked with * * * [the
t axpayer] had al ways been sal ari ed enpl oyees of Union
Mutual. * * * And by his own admi ssion, * * * [the
t axpayer] had owned very little in the way of supplies
and equi pnent * * *

Respondent cites Jackson v. Conm ssioner, 108 T.C 130

(1997), MIlligan v. Conm ssioner, T.C Menp. 1992-655, revd. 38

F.3d 1094 (9th Cr. 1994), and simlar cases for the proposition
that the taxpayer did not sell or exchange the assets in his
busi ness. These cases bear a factual resenblance to the case at
hand in that the taxpayer, a former insurance agent, received a
termnation paynment after the termnation of his agreenment with
the i nsurance conpany. But these cases focus on whether the

t axpayer was subject to self-enploynent tax under sections 1401
and 1402.

The hol di ngs by the Court of Appeals in MIligan and by this
Court in Jackson do not require a conclusion that the term nation
paynment paid to petitioner represents proceeds fromthe sale or
exchange of a capital asset. Both Jackson and MIligan |eft open

t he question of whether term nation paynents constitute the sale
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or exchange of capital assets subject to capital gain treatnent
or whether they should be treated as ordinary incone (other than
i ncone subject to self-enploynent tax).

V. The Controlling Facts of This Case

We now apply the above discussion to the facts before us in
this case. Upon his retirenment, petitioner returned all assets
used in the daily course of business, including a conputer, books
and records, and custoner lists to State Farm pursuant to the
agreenent. Thus, nmuch |ike the taxpayers in Foxe v.

Conmi ssi oner, supra, and Schelble v. Conm ssioner, 130 F.3d 1388

(10th Gr. 1997), petitioner did not own these assets and,
therefore, could not have sold themto State Farm

Petitioner argues that the successor agent assuned his
t el ephone nunber and hired the two enpl oyees of the agency, and
that petitioner taught the successor agent about the agency and
i ntroduced himto policyholders, all of which support the
argunent that he sold the agency to State Farm

The successor agent obtained the right to use the tel ephone
nunber utilized by petitioner’s agency. Petitioner did not
argue, and we do not conclude, that the tel ephone nunber was a
capital asset in the hands of petitioner. Additionally, there
are no facts in the record that indicate that petitioner received
any portion of the term nation paynent as paynent for the

successor agent’s use of the tel ephone nunber.
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There are no facts in the record that indicate that there
was an enpl oynment contract between petitioner and the enpl oyees
who wor ked for the agency or that the successor agent was
required to hire the enployees. Petitioner did not argue, and we
do not conclude, that the enployees constitute capital assets in
the hands of petitioner. There is nothing in the record that
i ndicates that petitioner received any portion of the term nation
paynment as paynment for the successor agent’s hiring of the
enpl oyees. The fact that the successor agent hired petitioner’s
former enpl oyees does not support petitioner’s argunent that he
sol d his agency.

Petitioner may have taught the successor agent about the
agency and introduced himto policyhol ders when the successor
agent visited petitioner’s office, but there are no facts in the
record that indicate that petitioner received the term nation
paynment as paynment for teaching the successor agent about the
agency and introducing himto policyhol ders.

We conclude that petitioner did not own a capital asset that
he could sell to State Farm He did not receive the term nation
paynment as paynent for any asset. Accordingly, the term nation
paynment does not represent gain fromthe sale or exchange of a

capital asset.
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Petitioner also argues that State Farm purchased goodw || .
To qualify as the sale of goodwi ||, the taxpayer nust denonstrate
that he sold “‘the business or a part of it, to which the

goodwi I | attaches’”. Schelble v. Conmm ssioner, 130 F.3d at 1394

(quoting Elliott v. United States, 431 F.2d 1149, 1154 (10th Cr

1970)). Goodwill is “the expectancy of continued patronage, for

what ever reason.” Boe v. Comm ssioner, 307 F.2d 339, 343 (9th

Cr. 1962), affg. 35 T.C. 720 (1961); see also VGS Corp. V.
Conmm ssi oner, 68 T.C. 563, 590 (1977).

Nevert hel ess, because petitioner, for the reasons already
expl ained, did not own and sell capital assets in his agency to
State Farm we conclude that petitioner did not sell goodw II.

VI . Nature of Ordinary | ncone

Respondent does not clearly explain his position as to the
nature of the term nation paynent other than to argue that it is
not taxable as capital gain. 1In the notice of deficiency,
respondent determ ned that the term nation paynment was ordi nary
income. In his brief, respondent primarily argues that
petitioners did not satisfy their burden of proof to establish
that the term nation paynment was proceeds of a sale and thus
subject to capital gain treatnent.

Havi ng concl uded above that the term nation paynent was not
received for the sale or exchange of a capital asset and is not

entitled to treatnment as a capital gain, we conclude that the
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term nation paynent is taxable as ordinary incone. Odinary
incone treatnment is accorded to a variety of paynents. See,

e.g., Hort v. Conm ssioner, 313 U S. 28 (1941) (incone received

upon cancel l ation of |ease derived fromrelinquishnment of right
to future rental paynents in return for a present substitute

paynment and possession of premises); Elliott v. United States,

supra (paynent for term nation of insurance agency contract was

ordinary incone); Foxe v. Comm ssioner, 53 T.C. at 25 (paynent to
i nsurance agent upon cancell ation of enploynent contract was

ordinary incone); Ceneral Ins. Agency, Inc. v. Conm ssioner, T.C

Meno. 1967-143 (paynment for agreenent not to conpete was ordi nary
incone), affd. 401 F.2d 324 (4th Cr. 1968).

VII. Covenant Not To Conpete

An anmount received for an agreenent not to conpete is

general ly taxable as ordinary incone. Banc One Corp. V.

Commi ssioner, 84 T.C 476, 490 (1985), affd. w thout published

opinion 815 F.2d 75 (6th Cr. 1987); \Warsaw Phot ographic

Associates, Inc. v. Comm ssioner, 84 T.C. 21 (1985); Ul nman v.

Commi ssioner, 29 T.C 129 (1957), affd. 264 F.2d 305 (2d Cr.

1959); General Ins. Agency, Inc. v. Conm Ssioner, supra.

Petitioners reported the sale of a covenant not to conpete
on Form 8594 attached to the return. The agreenent provides
that, after retiring, petitioner would not solicit State Farm s

policyholders for 1 year, or petitioner would forfeit the
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term nation paynent. |f petitioner had conpeted against State
Farm after retiring, he would not have received a term nation
paynment. We find that petitioner entered into a covenant not to
conpete with State Farm and that a portion of the term nation
paynment was paid for the covenant not to conpete.
Proceeds allocable to a covenant not to conpete are properly

classified as ordinary incone. See Ceneral Ins. Agency, lnc. v.

Comm ssioner, 401 F.2d at 329. Petitioner did not allocate any

portion of the term nation paynent to the covenant not to
conpete, and it is unnecessary for us to nmake such an all ocation
because the term nation paynent is classified as ordinary incone.
We have considered all argunents by the parties and am cus,
and, to the extent not discussed above, conclude they are
irrelevant or without nerit.
To reflect the foregoing,

Deci sion will be

entered for respondent.




