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OPI NI ON

DAWSON, Judge: Respondent determ ned deficiencies in
petitioners' Federal incone taxes for the taxable years 1990 and
1991 in the anpbunts of $2,837 and $2,837. 48, respectively.

At issue is whether term nation paynents received by WIIiam
R Jackson, a former independent agent for State Farm | nsurance
Conpani es, are subject to self-enploynent tax pursuant to
sections 1401 and 1402.1

This case was submtted fully stipulated under Rule 122.

The stipulation of facts and attached exhibits are incorporated
herein by this reference. The pertinent facts are sunmari zed
bel ow.

Petitioners resided in Lakeshore, M ssissippi, at the tine
they filed their petition in this case.

On April 15, 1954, WIlliam R Jackson (petitioner) was
appoi nted as an excl usive agent of State Farm | nsurance Conpani es
(State Farm, which consisted of the follow ng four subconpanies:
(1) State Farm Mutual Autonobile Insurance Co.; (2) State Farm
Life Insurance Co.; (3) State FarmFire & Casualty Co.; and (4)

State Farm General | nsurance Co.

1 Unl ess otherw se indicated, all section references are
to the Internal Revenue Code in effect for the years in issue,
and all Rule references are to the Tax Court Rul es of Practice
and Procedure.
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Wil e serving as an agent for State Farm petitioner's
duties included soliciting applications for insurance, collecting
paynments, and generally assisting State Farm policyholders. His
conpensation for his State Farm duties consisted of comm ssions
on new policies and renewal s on existing policies.

From April 15, 1954, to May 31, 1959, and from January 1,
1972, until his retirement on Decenber 31, 1987, petitioner
served as an agent of State Farmunder a series of three separate
State Farm Agent's Agreenents. During these periods of tine both
petitioner and State Farm considered their association to be an
i ndependent contractor relationship. FromJune 1, 1959, to
Decenber 31, 1971, petitioner served State Farmas District
Agency Manager, and he operated under a District Agency Manager
Agreenment. During that period both he and State Farm consi dered
their relationship to be that of an enployer and an enpl oyee.

Petitioner was 63 years of age when he retired. Being an
i ndependent contractor operating pursuant to the provisions of a
previously executed State Farm Agent's Agreenent, Form AA3 (the
Agreenent), petitioner closed his office on Decenber 31, 1987,
and did not thereafter engage in further insurance business of
any kind. At that tine his agency relationship wth State Farm
ended and he becane eligible for "Term nati on Paynments" under
Section IV of the Agreenent. [In 1990 and 1991 petitioner
received term nation paynments from State Farm of $21, 885 and

$21, 837, respectively. On his Federal incone tax returns for
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1990 and 1991, he reported the anmobunts received as term nation
paynments as incone, but not for purposes of self-enploynent tax.

Because the Agreenment was term nated nore than 2 years after
its effective date, the term nation nade petitioner eligible to
receive 5 years of nonthly term nation paynents from State Farm
Section Il of the Agreenent entitled "Conpensation" did not
include or refer to Section IV entitled "Term nati on Paynents".

For the first post-term nation year, Section IV of the
Agreenent required each of the State Farm conpanies to conpute
term nation paynments based on a percentage of petitioner's
conpensation during the previous 12 nonths, which was generally
20 percent of the incone generated by personally produced
policies in that year, |ess any deductions for conm ssion charge-
backs. For the subsequent 4 years of term nation paynents, each
conpany was required to pay an anount equal to 1/12th the anount
payable in the first post-term nation year, |ess conmm ssion
char ge- backs. None of the term nation paynents depended upon the
| ength of petitioner's service for State Farm and over al
ear ni ngs.

Petitioner had no vested right to receive any term nation
paynments. The Agreenent conditioned such paynents upon two
contractual requirenents; i.e., (1) returning all of State Farms
property within 10 days of termnation entitled petitioner to 2

nmont hs of term nation paynents, and (2) refraining from conpeting
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with all of the State Farm conpanies for a period of 1 year
entitled petitioner to subsequent term nation paynents.

The Agreenent al so conditioned the term nation paynents upon
certain adjustnents to reflect: (1) The amount of incone the
State Farm conpani es received on petitioner's book of business
during the first post-term nation year, and (2) the nunber of his
personal |y produced policies cancel ed during that year.

On Fornms 1099-M sc sent to petitioner and the |Internal
Revenue Service for 1990 and 1991, State Farmreported the
anounts of term nation paynents as nonenpl oyee conpensati on
attributable to service rendered by petitioner prior to his
retirenent.

In the notice of deficiency respondent determ ned that the
anounts petitioner received from State Farm as term nati on
paynments constituted i ncone from self-enploynent within the
meani ng of section 1401, and, therefore, were subject to self-
enpl oynent t ax.

We begin by pointing out that this case is indistinguishable

fromMIligan v. Conmm ssioner, 38 F.3d 1094 (9th G r. 1994),

revg. T.C. Menp. 1992-655. Both cases involve forner State Farm
i nsurance agents who received term nati on paynents under
precisely the sane provisions of Section IV of the State Farm
Agent's Agreenent. However, our opinion in Golsen v.

Comm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th G r

1971), is not applicable here because an appeal of our decision
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inthis case would be to the United States Court of Appeals for
the Fifth Crcuit. Consequently, we nust decide whether to
follow the rationale of our MIIligan opinion or the decision of
the Court of Appeals for the Nnth Grcuit that reversed us.

Petitioner, of course, urges us to follow the Court of
Appeal s’ decision in MIligan and hold that the income he
received as term nation paynents is not subject to self-
enpl oynent tax. To the contrary, respondent asserts that we
shoul d adhere to our MIIligan opinion and concl ude t hat
petitioner is liable for self-enploynent tax on the term nation
paynents.

Section 1401 inposes a tax upon each individual's "self-
enpl oynent incone".? "Self-enploynent income" is defined in
section 1402(b) as "net earnings fromself-enploynent” with
certain exceptions not relevant to this case. "Net earnings from

sel f-enploynent” is defined in section 1402(a) as "gross incone

2 A sel f-enpl oyed individual pays both the enployer's and
enpl oyee' s share of the Social Security tax. The self-enploynent
tax ("SECA") has two conponents, the A d Age, Survivors, and
Disability Insurance portion (OASDI) and the rate for this
portion of the SECA tax for 1990 and |l ater years is 12.4 percent.
The second conponent of the SECA tax is Hospital |nsurance
(Medicare) and the rate for this portion of the tax for 1990 and
|ater years is 2.9 percent. The conbined rate of the self-
enpl oynent tax was 15.3 percent for both 1990 and 1991. |In 1990
this tax was inposed on sel f-enploynment income of up to $51, 300
and in 1991 on sel f-enploynment inconme of up to $53,400. In
addition, in 1990 the Medicare tax of 2.9 percent was inposed on
sel f-enpl oynent inconme of nore than $51, 300 but |ess than
$125,000, and in 1991 on incone of nore than $53,400 but |ess
t han $130, 200.
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derived by an individual fromany trade or business carried on by
such individual, |less the deductions allowed by this subtitle
which are attributable to such trade or business". It is well
established that the earnings of an insurance agent who is an
i ndependent contractor are "self-enploynent inconme" subject to

sel f-enpl oynent tax. Sinpson v. Comm ssioner, 64 T.C. 974

(1975); Erickson v. Conm ssioner, T.C Menop. 1992-585, affd.

wi t hout published opinion 1 F.3d 1231 (1st Cr. 1993).

In Newberry v. Conm ssioner, 76 T.C. 441, 444 (1981), this

Court held that, for incone to be taxable as self-enpl oynent
income, "there nmust be a nexus between the incone received and a
trade or business that is, or was, actually carried on." Under
our interpretation of the "nexus" standard, any incone nust arise
fromsone actual (whether present, past, or future) incone-
produci ng activity of the taxpayer before such incone becones
subject to self-enploynent tax. 1d. at 446. And section
1.1402(a)-1(c), Incone Tax Regs., provides that gross incone
derived froman individual's trade or business may be subject to
sel f-enpl oynent tax even when it is attributable in whole or in
part to services rendered in a prior taxable year. This Court

and ot hers have repeatedly applied the "nexus" test.?

3 In her reply brief in this case, respondent has
requested that we apply a less restrictive test, the one
reflected in Rev. Rul. 91-19, 1991-1 C B. 186, 187, under which
"the required nexus exists if it is clear that a paynent would
not have been made but for an individual's conduct of a trade or

(continued. . .)
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In applying the statutory definition of self-enploynent
i ncone, we nust decide whether the incone fromthe term nation
paynents satisfies three requirenents: that it was (1) derived,
(2) froma trade or business, (3) carried on by petitioner.

Here, as in MIligan v. Conmi ssioner, supra, petitioner agrees

that he fornmerly carried on a trade or business as a State Farm
i nsurance agent. Thus, the narrow question presented i s whether
the term nation paynents were "derived", pursuant to the terns
and conditions of the Agreenent, fromthe carrying on of
petitioner's previous work as a State Farm insurance agent.

This Court found in MIligan v. Conm ssioner, T.C. Meno.

1992- 655, that the term nation paynents were the equival ent of
deferred conpensation which a State Farm agent, active or
retired, would receive frompolicies sold in prior years. On
that basis, we held that the paynents were "derived" fromself-
enpl oynent even though they were received in years subsequent to
t he business activity which generated them |In other words, we

found that there was a sufficient nexus between the incone

received and M. MIlligan's trade or business to render the
term nation paynents self-enpl oynent incone. W stated that
term nation paynents were anal ogous to the renewal conm ssion

paynments in Becker v. Tonmlinson, 9 AFTR 2d 1408, 62-1 USTC par.

3(...continued)
business.” W decline to do so. W wll continue to apply the
"nexus" test of Newberry v. Comm ssioner, 76 T.C 441 (1981).
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9446 (S.D. Fla. 1962), because they constituted the paynent of
previ ously earned conm ssions, simlar to the deferred
comm ssions that an active insurance agent woul d receive.

The Court of Appeals for the Nnth Grcuit reversed our
MIlligan decision. |In doing so, it acknow edged that in order
for M. MIligan to receive term nation paynents, he had to have
wor ked for State Farm as an i ndependent contractor for 2 years or

nor e. MIlligan v. Conmm ssioner, 38 F.3d at 1098. But the Court

of Appeals stated that this fact by itself did not create a close
enough nexus to establish that the term nation paynents were
"derived" fromM. MIlligan's prior business activity within the
meani ng of the self-enploynment tax. The Court of Appeals
concluded that M. MIligan had already been fully conpensated
for his services and that his business activity was not the
"source" of the term nation paynments. 1d. at 1099. It stated
that the paynents did not represent deferred conpensation of
previ ously earned comm ssi ons because none of M. MIlligan's
earnings were deferred; i.e., he had no vested right to paynent
of an identifiable anount of noney. Nor were they renewal

comm ssions or retirenment incone tied to M. MIligan's years of
service and overall earnings. The Court of Appeals stated that
"To be taxabl e as sel f-enploynent incone, earnings nust be tied
to the quantity or quality of the taxpayer's prior |abor, rather

than the nere fact that the taxpayer worked or works for the
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payor”. Mlligan v. Comm ssioner, supra at 1098. The Court of

Appeal s then commented as foll ows:

Here, the Term nation Paynments were linked only to
MIligan's previous status as a two year-plus i ndependent
contractor for State Farm Had MIIligan not worked for
State Farm he never woul d have received the Term nation
Paynents. And, had he worked for State Farmfor |ess than
two years, or had he not generated any policies that
produced conm ssions (or service conpensation with respect
to State Farm Auto, see ER 54-55: section IV.A 1(a)) in the
final pre-term nation year, he would have received not hing.

Wthout nore, this |link between the disputed paynents
and any business activity carried on by MIIligan does not
satisfy the "derive" requirenent. * * * [|d.

It was further enphasized by the Court of Appeals that M.
MIlligan had a contingent right to receive as term nation
paynments an uncertain amount of noney or nothing dependi ng upon
the I evel of his prior business activity |eading to conpensation
in his final year as an agent. The paynent anmount depended in
part upon the level of his comm ssions on personally produced
policies. However, the term nation paynents were subject to two
adj ustnents. The State Farm conpani es adjusted the term nation
paynments to reflect the anount of incone received on M.
MI1ligan's book of business during the first post-term nation
year, and the nunber of his personally produced policies cancel ed
during that year. |If all of his custoners had cancel ed their
policies during the first post-term nation year, M. MIligan
woul d have received nothing. The Court of Appeals reasoned that
in that sense the adjusted paynent anount depended not upon M.

MIligan's past business activity, but upon a successor agent's
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future business efforts to retain M. MIligan's custoners and to
generate service conpensation for State Farm The Court
concl uded that the disputed term nation paynents did not "derive"
fromM. MIlligan's prior service.

We have set forth at length the reasons stated by the N nth

Crcuit for reversing our MIligan opinion because we think they
are persuasive. The case now before us is identical to MIligan
in all material respects. MIlligan cannot be distinguished, as

it was in Schelble v. Conm ssioner, T.C. Mnob. 1996-269, on

appeal (10th Cr., Sept. 16, 1996), which involved "extended
earni ngs" under a Career Agent's Agreenent with American Famly
| nsurance Conpani es, where this Court held that the taxpayer was

subject to self-enploynent tax. But see, Gunp v. United States,

86 F.3d 1126 (Fed. G r. 1996), holding that "extended earni ngs"
paid by Nati onwi de Mutual |nsurance Conpany to a retired

i nsurance agent were not "derived" froma trade or business
carried on by him and therefore he was not subject to self-
enpl oynent tax. The Court of Appeals for the Federal Circuit
found the Ninth Crcuit's reasoning in MIIligan persuasive, and

stated that "we do not see any neani ngful differences between

MIligan and Gunp that would counsel a different result”. 1d. at
1129.
We have given further thought to our conclusion in MIIligan

V. Conm ssioner, T.C. Menob. 1992-655, that the term nation

paynments were the equival ent of deferred conpensation
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Respondent, of course, urges us to adhere to that concl usion.
But we are no longer inclined to do so because we now t hi nk such
paynments are not deferred conpensation

In a typical deferred conpensation arrangenent, an enpl oyee
wants to postpone receiving a portion of the income to which he
or she is entitled with the understanding that the inconme wll be
paid at a later time, usually upon retirenment or other

term nation. Arizona Governing Conmittee v. Norris, 463 U.S.

1073, 1076 (1983); Mnor v. United States, 772 F.2d 1472 (9th

Cir. 1985). 1In these cases the enployee chose to receive | ess
than his or her agreed conpensation when earned with the
understanding that it would be paid out at sone later tinme. The
enpl oyer ordinarily contributes the anobunt designated by the
enpl oyee to a fund established for that purpose.

To be sure, deferred conpensation arrangenents often exi st
Wi th respect to insurance agents operating as independent

contractors. Such a plan was discussed in Petr v. Nationw de

Mut. Ins. Co., 712 F.Supp. 504 (D. Md. 1989). In that case,

whi ch involved a Nationw de plan, the insurance conpany "credited
to an account nmintai ned over the years for * * * [the agent] a
percentage of * * * [the agent's] earnings based on his original
and renewal fees for insurance policies.” 1d. at 505. The sane

plan was at issue in Darden v. Nationwide Mut. Ins. Co., 922 F.2d

203 (4th Cr. 1991), revd. on other grounds 503 U. S. 318 (1992).

In that case the deferred conpensation plan was funded by the
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i nsurance conpany's "annual contributions based on an agent's
earnings fromoriginal and renewal fees for insurance policies."
Id. at 204.

Petitioner performed services for State Farmfor 33 years.
During his service he received conm ssions, service conpensati on,
and renewal conm ssions. The record does not show that he was
entitled to nore conpensation than he received once the
term nation paynents were made. The Agreenent contains no
provi sions to accumul ate funds for term nation paynments. The
| anguage of Section IV of the Agreenent indicates that the
parties intended to create a paynent schene separate and di stinct
from conpensation for services rendered.

Q her distinctions between the term nation paynents and the
ordinary deferred conpensation plan are apparent. Deferred
conpensati on whi ch becones payable after the recipient's
retirement takes into account his overall earnings and years of
service. The anmount ultimately to be paid to the individual is a
vested property right when earned which usually cannot be cut off

arbitrarily. See Phillips v. Al aska Hotel and Restaurant

Enpl oyees Pension Fund, 944 F.2d 509, 516 (9th G r. 1991).

In those respects petitioner's term nation paynents differed
fromthe ordinary deferred conpensation plan. Under the
Agreenent, the amount of term nation paynments was not dependent
upon the anmount petitioner earned over his career. As long as he

had at |east 2 years of service prior to the termnation, it nade
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no difference whether he had 2 or 33 years of service with State
Farm for purposes of conputing his term nation paynents. |f he
had received no comm ssions during the last 12 nonths, then he
woul d not have been entitled to any term nati on paynents.

The term nation paynents were |inked to the anmount of
commi ssions paid to petitioner during the 12 nonths i mmedi ately
preceding the termnation. The amobunt was unaffected by
petitioner's income during any prior period, by the total nunber
of policies witten over his career with State Farm or by the
total tinme period he served as a State Farmagent. No matter how
| ong he had been a State Farm agent, petitioner's term nation
paynments woul d be based only on his conpensation for the [ast 12
months. Unli ke deferred conpensation, petitioner had no vested
right to paynent of any particular funds or any specific anount
until the term nation and unless he conplied with the conditions
of the Agreenent to return property to State Farmand to refrain
from conpetition

Consequently, we conclude that the term nation paynents
recei ved by petitioner were not deferred conpensation derived

fromself-enploynent and that our prior conclusion in MIlligan v.

Conmi ssi oner, supra, was incorrect. See also Darden v.

Nati onwi de Mutual | nsurance Co., supra, where the Court of

Appeal s for the Fourth Crcuit held that an Extended Earni ngs

Plan providing for simlar paynments was not a pension plan
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subj ect to regulation under ERI SA, but that the paynents were in
the nature of a buyout.

Respondent al so mai ntains that the Courts of Appeals’
decisions in MIligan and Gunp are erroneous, based on the
follow ng arguments. First, it is argued that both decisions
require that a portion of the taxpayer's conpensation be set
aside as earned, to provide a specific fund for the post-
term nation paynents, else the taxpayer's business activity could
not be considered the "source" of such paynents. Thus,
respondent construes both decisions as adding a "salary reduction
agreenent” or "direct tracing" requirenent to the "derived from
trade or business" standard that is not supported by other case
| aw or the | anguage of section 1402.

Second, respondent argues that the existence of post-
term nation conditions upon the agent's right to receive the
term nation paynments should play no role in deciding whet her such
paynents are subject to self-enploynment tax. Respondent stresses
that the relevant statutory | anguage provides no exclusion from
sel f-enploynent tax liability for incone which is received only
after the recipient satisfies certain post-term nation
obligations. Respondent argues: (1) The fact that a post-
term nation obligation exists does not detract fromthe fact that
an individual's right to receive inconme directly arises fromhis
prior business activities; (2) the introduction of any such

"post-term nation obligation"” exclusion into the statutory



- 16 -

framewor k of sections 1401 and 1402 woul d serve to encourage tax
avoi dance through the use of tax-notivated or other "condition
subsequent™" | anguage, thereby interfering wwth the admnistrative
enforcenent of these provisions; and (3) the presence of a
condi ti on subsequent woul d have no inpact upon the "source of
i ncome" requirenment inposed by the section 1402 "derived from
trade or business" standard because it would relate only to the
anount or exi stence of incone and not its source.

Third, respondent argues the appropriate section 1402
"derived fromtrade or business" test should be based on an
"ordi nary sense" or "comon parlance" all-inclusive definition of
the term"derived from'. Here again, it is contended that
petitioner would not have received the term nation paynents "but
for" his prior pursuit of his business as a State Farm insurance
agent. Thus, respondent argues, the "causal nexus" between
petitioner's prior business activity and his receipt of a benefit
fromsuch activity is established notw thstanding the conditions
subsequent that could have elimnated or substantially altered
his right to receive any such benefit.

Finally, respondent argues that an overview of the
enpl oynent tax provisions indicates that Congress intended to
subject all paynents to fornmer workers, whether enpl oyees or
i ndependent contractors, to the inposition of enploynent tax on

deferred conpensation in the absence of a specific exception.
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We have considered all of respondent's argunents, but we
have not found them convi nci ng.

In the interest of pronoting uniformty, consistency, and
fairness in the disposition of this issue wwth respect to forner
i nsurance agents who receive termnation paynents under simlar
contractual agreenents, we follow the decision of the Court of

Appeals for the Ninth Grcuit in MIligan v. Conm Ssioner, supra.

Accordingly, upon further reflection and anal ysis, we hold that
the term nation paynents petitioner received in 1990 and 1991 are
not subject to self-enploynment tax. Because we conclude that the
term nation paynents were not "derived" fromthe carrying on of
petitioner's insurance business,* we need not decide the precise
nature of the paynents or specifically characterize themas a
particul ar type of incone. |In other words, we need not decide in
this case whether the term nation paynents are consideration for
an agreenent not to conpete or the purchase of petitioner's

agency, including its assets and goodwil|l. MIlligan v.

Conmi ssioner, 38 F.3d at 1100.

4 See, e.g., Ghio Farm Bureau Federation, Inc. v.
Commi ssioner, 106 T.C. 222, 236 (1996), an anal ogous case, in
whi ch we pointed out that the statutory |anguage defining
"unrel at ed business incone"” in sec. 512(a) is simlar to that
contained in sec. 1402(a). There it was held that a | unp-sum
paynment made by Landmark, Inc., to the taxpayer, pursuant to the
terms of a nonsponsorshi p and nonconpetition clause contained in
their termnation agreenment, did not constitute unrel ated
busi ness taxabl e i ncome under sec. 511(a). W applied the
rational e of Newberry v. Conm ssioner, 76 T.C. at 444. The
Government did not appeal our decision, and the I RS has since
revoked GCM 39865, TR-45-1437-90 (Dec. 12, 1991), which reached a
contrary concl usion.




To reflect the foregoing,

Deci sion will be entered

for petitioners.

Revi ewed by the Court.

COHEN, CHABOT, SWFT, JACOBS, GERBER, WELLS, RUWE, COLVI N,
LARO, FOLEY, VASQUEZ, and GALE, JJ., agree with this majority
opi ni on.

CHIECHI, J., did not participate in the consideration of

t hi s opi ni on.
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PARR, J., concurring: | concur in the result reached by the
majority. | would conclude that the term nation paynents
recei ved by petitioner are not subject to self-enploynent tax,
because in ny judgnent the paynents are in the nature of a buyout
of petitioner's business by State Farm Thus, they should be
treated as a sale of a capital asset and are excluded fromthe
definition of self-enploynent incone under section 1402(a)(3)(A).
The paynents are in reality either for the goodw I | of
petitioner's forner insurance business (his books of custoner
accounts) or for a covenant not to conpete.

If the term nation paynents are for goodw ||, then they are
attributable to the sale of a capital asset. Goodw Il has been
characterized as the expectation that old custonmers wll resort
to the old place of business. Goodw Il is acquired by the
purchaser of a going concern where the transfer enables the
purchaser to step into the shoes of the seller. See Decker v.

Conm ssioner, 864 F.2d 51, 54 (7th Gr. 1988), affg. T.C. Meno.

1987-388; Wnn-Dixie Montgonery, Inc. v. United States, 444 F.2d

677, 681 (5th CGr. 1971). Here the terns of the Agreenent

bet ween petitioner and State Farm all owed petitioner's successor
agent to step into his shoes. The successor agent continued the
same business and sold insurance to the same custoners.
Petitioner's goodwi I, built up over a 33-year period, passed to
t he successor agent. State Farm served as the conduit by making

paynments to petitioner under the term nation arrangenent, but
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deducted the paynents fromthe conm ssions payable to the
successor agent, and, if there was any shortfall, the bal ance was
paid from State Farm s general operating funds.
If the term nation paynents are for a covenant not to
conpete, they are not self-enploynent inconme. Paynents
attributable to a covenant not to conpete are not "earned"

income, Furman v. United States, 602 F.Supp. 444, 451 (D.S. C

1984), affd. w thout published opinion 767 F.2d 911 (4th Cr
1985), and they are not subject to self-enploynment tax. Barrett

v. Conm ssioner, 58 T.C. 284 (1972); see also Chio Farm Bureau

Federation, Inc. v. Conm ssioner, 106 T.C 222, 236 n.8 (1996).

The purpose of the term nation paynents under the Agreenent was
to conpel petitioner to refrain fromentering into an insurance
busi ness as a conpetitor of State Farm Cearly, State Farm
wanted to protect the custonmer base for its products that had
been devel oped by petitioner during the course of his active
affiliation with the conpany.

It is significant that other courts in anal ogous agreenents
i nvol vi ng extended earnings arrangenments have concl uded t hat
simlar paynments were in the nature of a buyout. See Darden v.

Nationwide Mut. Ins. Co., 922 F.2d 203, 208 (4th Gr. 1991),

revd. on other grounds 503 U. S. 318 (1992) (quoting Fraver V.

North Carolina Farm Bureau Mut. Ins. Co., 801 F.2d 675, 678 (4th

Cir. 1986)), as follows:

The anopunt of the paynent is tied to only one factor,
t he anmount of business in the |ast year prior to
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termnation. Finally, the paynents are recouped from
the individual's successor. |In sum the benefits are
in the nature of a buy-out in which the departing agent
recei ves paynents based on what he | eaves behind in the
way of business for his successor. |If the departing
agent goes into conpetition with his successor, he is
destroying the resource that woul d be used to pay him

See also Petr v. Nationwi de Miutual Ins. Co., 712 F. Supp. 504, 506

(D. Md. 1989); Wolcott v. Nationw de Miutual Ins. Co., 664 F. Supp.

1533, 1538 (S.D. Onio 1987), affd. in part, revd. in part 884
F.2d 245 (6th Gr. 1989).

Finally, in MIligan v. Conm ssioner, 38 F.3d 1094, 1098 n.6

(9th Cr. 1994), which is identical to the instant case in al
material respects, the Court of Appeals observed: "Paynents
derived fromthe cessation of MIIligan's business are not subject
to self-enploynment tax. * * * Nor does the self-enploynent tax
apply to paynents derived fromnonconpetition with State Farm"

BEGHE and DAWSON, JJ., agree with this concurring opinion.
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HALPERN, J., dissenting: The majority holds that certain
term nation paynents received by petitioner after his retirenent
as an i ndependent insurance agent are not subject to self-
enpl oynment tax pursuant to sections 1401 and 1402 because such
paynments were not “‘derived fromthe carrying on of petitioner’s
i nsurance business”. Mijority op. p. 17. The majority is
persuaded by the reasoning of the Court of Appeals for the Ninth

Crcuit (the Nnth Grcuit) set forth in MIlligan v.

Comm ssioner, 38 F.3d 1094 (9th Gr. 1994), revg. T.C Meno.

1992-655. In MIlligan, the Ninth Grcuit recogni zed that, to be
t axabl e as sel f-enpl oynment i nconme under the Self-Enpl oynent
Contributions Act of 1954 (SECA), sections 1401-1403, an

i ndividual’s inconme nust be (1) derived (2) froma trade or

busi ness (3) carried on by that individual. 1d. at 1097. In
MI1ligan, the taxpayer disputed only whether the term nation
paynents there in question (which the majority inplies were
“indi stinguishable” fromthe paynents here in question) were
“derived” fromthe trade or business carried on by him Relying

on our opinion in Newberry v. Comm ssioner, 76 T.C 441, 444

(1981), the Ninth Circuit stated: “The term‘derive requires ‘a
nexus between the incone received and a trade or business that

is, or was, actually carried on.”” MIlligan v. Conm ssioner,

supra at 1098. The Ninth Crcuit continued:

By nexus, we nean that the "trade or business activity
by the taxpayer gives rise to the incone...." 1d.

[ Newberry v. Conm ssioner, supra] (enphasis added).
The incone is sufficiently related to the taxpayer's
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trade or business activity when the business activity
is its source. |d. at 446 ("Any incone nust arise from
sone actual ... incone-producing activity of the

t axpayer before such incone becones subject to ..

sel f-enploynent taxes...."). [1ld.]

The Ninth Crcuit found it unnecessary to characterize the

preci se relationship between the term nation paynments and the

t axpayer’s prior business activity because it was obvious to the
court that the termnation paynents did not “‘derive’ from
MIlligan’s prior business activity within the neaning of the

sel f-enploynent tax.” 1d. The Ninth Grcuit laid dow the
follow ng general rule: “To be taxable as self-enpl oynent

i ncome, earnings nust be tied to the quantity or quality of the
taxpayer’s prior |abor, rather than the nere fact that the

t axpayer worked or works for the payor.” 1d.

Because M I ligan al ready had been fully conpensated for his
services, the Ninth Crcuit concluded that the term nation
paynments were linked only to MIlligan’s previous status as a
2-year plus independent contractor for State Farm and, thus,
“none of his business activity was the ‘source’ of the
Term nation Paynments.” 1d. at 1098-1099. The Ninth Crcuit
supported its holding that previous independent contractor status
al one was not a sufficient nexus by anal ogizing to a wage tax
situation in which enpl oyer-provided suppl enental unenpl oynent
benefits were held not to be wages because the benefits, although
the result of enploynent status at some previous tinme, were

““TI]n no way * * * a function of the enployee s providing
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services for his enployer. Those benefits are not derived from

any enploynent carried on.”” [d. at 1099 (quoting Newberry v.

Conmm ssioner, 76 T.C. at 445).

| dissent because | am not persuaded by the reasoni ng of the

Ninth Crcuit in Mlligan v. Comm ssioner, supra. | do not agree

with the quantity-or-quality-of-Iabor test adopted by the N nth
Circuit. | believe that the Ninth Grcuit has overenphasized
paral |l el s between the wage tax acts (the Federal I|nsurance
Contributions Act (FICA) and the Federal Unenpl oynent Tax Act
(FUTA)) and SECA, forgetting that SECA, unlike FICA and FUTA,
does not inpose a levy solely against |abor, but, rather, inposes
a |l evy against certain trade or business incone of an individual.
Conpare sections 3121(a) and 3306(b) with section 1402(a).
Properly, the Ninth Crcuit |ooks for a connection (nexus)

bet ween the gross incone in question and the taxpayer’s business
“activity”. Inproperly, however, the Ninth Crcuit uses the word
“activity” in alimted sense, a sense that enconpasses only
physi cal or nmental exertions: e.g., “Because MIIligan already
had been fully conpensated for his services, none of his business
activity was the ‘source’ of the Term nation Paynents.” MIlIligan

v. Conmm ssioner, supra at 1099 (enphasis added). Such a

restrictive interpretation nay be appropriate for a wage tax
anal ysis, in which the question is whether the paynent is
remuneration for enploynent (labor), see sections 3121(a),

3306(b), but it is too narrow a frane of reference to determ ne
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whet her the taxpayer’s trade or business is the source of an item
of gross incone.

The statutory phrase in question is “net earnings fromself-
enpl oynent”, which is defined in section 1402(a) as “gross incone
derived by an individual fromany trade or business carried on by
such individual [less certain deductions]”. The only termthat
suggests that less than all of the trade or business inconme of an
individual is subject to tax is the term*®“carried on”. S. Rept.
1669, 81st Cong., 2d Sess. (1950), 1950-2 C. B. 302, is the report
of the Commttee on Finance that acconpanied H R 6000, which was
enacted as the Social Security Act Amendnents of 1950,
ch. 809, 64 Stat. 477, which included the Self-Enpl oynent
Contributions Act. That report indicates that Congress used the
verbal phrase “carried on” in a relational sense, to describe a
busi ness conducted or operated by the individual subject to the
tax (as opposed to soneone el se):

The trade or business nmust be “carried on” by the

i ndi vidual either personally or through agents or

enpl oyees, in order for the incone to be included in

his “net earnings fromself-enploynent.” Accordingly,

gross incone derived by an individual froma trade or

busi ness carried on by himdoes not include incone

derived by a beneficiary froman estate or trust even

t hough such inconme is derived froma trade or business

carried on by the estate or trust. [S. Rept. 1669,

supra, 1950-2 C B. at 354.]

See also H Rept. 1300, 81st Cong., 1st Sess. (1949), 1950-2 C. B
255, 294.
Clearly, the trade or business need not currently be carried

on by the individual; a past carrying on will do. See Schunmaker
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v. Conmm ssioner, 648 F.2d 1198, 1200 (9th G r. 1981) (affirm ng

sel f-enpl oynent tax on sale proceeds fromwheat that the taxpayer
grew in the past: “[S]elf-enploynent incone is determ ned by the
source of the inconme, not the taxpayer’s status at the tine the
incone is realized.” (enphasis added)), affg. in part and revg.
in part T.C Meno. 1979-71; sec. 1.1402(a)-1(c), Incone Tax Regs.
Thus, the only relevant question is whether the item of

gross incone in question is derived fromthe taxpayer’'s trade or
busi ness or from sonme other source. It seens safe to concl ude
that petitioner was in the business of selling insurance as an
i ndependent agent of State Farmlnsurance Co. (State Farm. H's
relationship wwth State Farm including the terns under which he
woul d earn gross inconme from State Farm were governed by his
written agency agreenents with State Farm The term nation
paynments were made pursuant to the State Farm Agent’s Agreenent,
Form AA3 (the Agreenent). The Agreenent appoints petitioner an
agent of State Farmfor an indefinite period. The Agreenent
contains a preanble and six nunbered sections:

(1) Mutual Conditions and Duties

(2) Conpensation

(3) Termnation of Agreenent

(4) Term nation Paynments

(5) Extended Term nation Paynents

(6) Ceneral Provisions

The section entitled "Term nation of Agreenent” provides, in

pertinent part, that the Agreenent term nates upon the agent’s

death or upon witten notice by either party. That section also

contains a prohibition against conpetition by the term nated
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agent. Term nation paynents are provided for in the section
entitled "Term nati on Paynents"” and are as described by the
majority. The Agreenent provides that it is the sole and entire
agreenent between the parties. No part of the agreenent has to
do with anything other than the begi nning, mddle, and end of
petitioner’s business relationship with State Farm

The term nation paynents were conditioned on petitioner’s
returning to State Farmall of its property and not conpeting
wth State Farmfor 1 year, and those paynents were a product of
both petitioner’s performance during his last year with State
Farm and the staying power of petitioner’s performance for State
Farm The paynents were not otherwi se identified as being in
consideration for any particular contractual obligation of
petitioner’s under the Agreenent. Some portion of the
term nation paynents may have been in consideration for
petitioner’s prom se not to conpete for 1 year. The majority’s
report does not contain sufficient information fromwhich to nake
an allocation. Mreover, | amnot convinced that, even if such
informati on were available, an allocation would be required. In

Barrett v. Comm ssioner, 58 T.C 284, 289 (1972) (rejected sub

silentio with respect to its focus on the "goods-and-services

test" in Goetzinger v. Conm ssioner, 82 T.C 793 (1984), affd.

771 F.2d 269 (7th Cr. 1985), affd. 480 U S. 23 (1987)), we
accepted the parties’ agreenent “that nonconpetition does not

constitute the carrying on of a trade or business.” In addition,
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in Chio Farm Bureau Fedn., Inc. v. Conm ssioner, 106 T.C 222,

236 (1996), we suggested that the rationale in Newberry v.

Conm ssioner, 76 T.C. 441 (1981), supported the hol ding that

i nconme from a nonsponsorshi p and nonconpetition agreenment does
not constitute "unrel ated business incone" under the definition
of that termin section 512(a). Those cases, however, do not

mandat e t he concl usion that incone received froma covenant not

to conpete is per se excluded fromthe reach of SECA. | think
that the law on that point still may be uncertain. Since that

point is not crucial to ny disagreenent with the Ninth Crcuit, I
shall not pursue it any further. It is sufficient to ne that, on
the facts as | understand them the paynments were nade pursuant
to a business contract that served no purpose other than to
define both the consideration for and other aspects of the
busi ness rel ati onshi p between petitioner and State Farm

Lastly, the term nation paynents in this case are

fundanmental |y unlike the insurance proceeds in Newberry v.

Commi ssi oner, supra. The paynments in Newberry were derived from

an insurance policy that was purchased by the taxpayer in order

to provide himwith a substitute for his trade or business incone

in the event of a business interruption, such as the catastrophic
fire in that case. The paynents took the place of inconme from
the trade or business and were not thenselves incone fromthat
business. In this case, the term nation paynents were derived

froma trade or business carried on by petitioner.



