T.C. Meno. 2002-305

UNI TED STATES TAX COURT

EDGAR L. AND JOAN H. PARKER, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 5732-01. Fi |l ed Decenber 16, 2002.

P, self-enployed, worked under contract as a
di strict manager for F, a group of insurance conpani es.
F canceled P's contract and paid P an anount desi gnated
“Contract Value”, based on the quantity (length of
service) and quality (final 6 nonths’ earnings) of the
services rendered by Pto F. P failed to pay self-
enpl oynent tax with respect to the Contract Val ue,
claimng that it constituted a capital gain.

Hel d: The contract value is subject to the tax on
sel f-enpl oynent income and is not capital gain.

Robert B. Al exander, for petitioners.

Donna M Pal ner, for respondent.
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MEMORANDUM OPI NI ON

HALPERN, Judge: By notice of deficiency dated February 22,
2001 (the notice), respondent determ ned deficiencies in
petitioners’ Federal incone taxes of $58, 127, $22,433, and
$11, 221 for their taxable (cal endar) years 1996, 1997, and 1998,
respectively.

The issue for decision is whether certain paynments received
by petitioner Edgar L. Parker (petitioner) are ordinary incone
subj ect to self-enploynent taxation or are capital gains incone,
which is not subject to self-enploynent taxation. W conclude
that the paynments are ordinary incone subject to self-enploynment
t axati on.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue.

Sone facts have been stipulated and are so found. The
stipulation of facts, wth acconpanying exhibits, is incorporated
herein by this reference. W need find few facts in addition to
t hose stipul ated and shall not, therefore, separately set forth
our findings of fact. W shall nmake additional findings of fact
as we proceed.

Backgr ound

At the tinme the petition was filed, petitioners resided in

Ki ngwood, Texas.
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On Septenber 1, 1985, petitioner, previously an insurance
agent, was appointed a district manager by a group of insurance
conpani es, Farners |nsurance Conpanies (the conpanies). To
acconplish the appointnent, petitioner and the conpani es executed
a docunent entitled “District Manager’s Appoi ntnent Agreenent”
(the agreenent). As a district manager, petitioner could not
personal ly sell insurance policies but recruited, trained, and
supervi sed agents within his district to do so. As a district
manager, petitioner was not treated as an enpl oyee by the
conpani es.

Pursuant to the agreenent, petitioner received a service
comm ssion overwite on all business produced by the conpanies’
agents within his district. A service conmm ssion overwite is a
specified comm ssion paid to a district manager based on each
i nsurance policy sold and on renewals of policies sold by the
supervi sed agents. The agreenent states that either the
conpani es or petitioner can cancel it on 30 days’ witten notice,
and any service conm ssion overwites unpaid as of the date of
cancel l ati on are deenmed unearned, with petitioner’s rights with
respect to such conm ssions bei ng deened wai ved.

Petitioner had conpleted 11 years of service as a district
manager when he received witten notice that the conpanies were

canceling the agreenent. The agreenent was cancel ed as of



- 4 -
Septenber 16, 1996. In part, the agreenent provides the
followng with respect to cancell ation

E. In the event of cancellation * * * of the agency
created hereby for any reason whatsoever, * * *
(1) the Conpanies may at their option elect to pay
“Contract Value”, as hereinafter defined, to the
Di strict Manager, his/her personal representative
or heirs, or (2) the Conpanies agree to give
consideration to a witten nom nation of his/her
successor by the District Manager, or in case of
the District Manager’s death, by his/her heirs or
personal representative, provided such nomnee is
in all respects acceptable to the Conpani es.

| f the Conpanies do not elect to pay “Contract
Value” it is agreed that the District Mnager, or
hi s/ her heirs or personal representative, may
negotiate with such nom nee for conpensation in an
anount not exceeding “Contract Value” for the

nom nation and the District Manager’s interest
under hi s/ her Appointnment Agreenent. * * *

* * * * * * *

CONTRACT VALUE

“Contract Value” will be based upon (1) the service
conmi ssion overwite paid to the District Manager
during the six nonths inrediately preceding
termnation, and (2) the nunmber of years of service as
District Manager for the Conpanies in this district all
in accordance with the foll ow ng schedul e:

SCHEDULE
* * * * * * *
7. 10 or nore years as a District Manager--5 tines

the last 6 nonths’ service conmni ssion overwite.

Paynment of “Contract Value” by either the Conpanies or
the nomnee will be based on the foll ow ng schedul e:



E (7) Above — Four equal sem -annual install nents.

* * * * * * *

The District Manager agrees to transfer and assign al

of his/her interest under the District Mnager

Appoi nt mrent Agreenent and hi s/ her agency to the nom nee

acceptable to the Conpanies, or to the Conpanies

t hensel ves in the event they elect to pay the “Contract

Val ue” as herei nabove provided, and further agrees that

for a period of three years fromdate of said

cancellation * * * he/she wll neither directly nor

indirectly in any manner solicit, accept or service,

for or on behalf of hinself/herself or any insurer or

broker, the insurance busi ness of any policyhol der of

any of the Conpanies within the County or Counties in

which the district is located and all Counties

i mredi at el y adj oi ni ng.
The agreenent al so obligates petitioner to surrender to the
conpani es on cancellation of the agreenent all records and ot her
materials having to do in any manner with the business of the
conpanies. It states petitioner’s agreenent that all lists and
records pertaining to policyholders are the property of the
conpani es and that petitioner has no interest, assignable or
ot herwi se, in the “Agency” created by the agreenent, except as
provi ded in paragraph E of the agreenent (quoted in part above).
It further states that, in the event of cancellation, petitioner
will not interfere wwth the agency contracts of the agents or
di strict managers of the conpani es.

No provision of the agreenent provides for any change in

“Contract Value”, once determ ned, on account of any subsequent
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event, such as policy cancellations or failures to collect
prem uns.

Fol | owi ng cancel l ati on of the agreenent, petitioner received
paynents fromthe conpani es of $439, 656, $212, 466, and $106, 233,
in 1996, 1997, and 1998, respectively (collectively, the
paynents). Petitioners reported the paynents as incone from an
install nent sale, fromthe sale of “lnsurance Agency”, subject to
the favorable I ong-termcapital gains rates.

Di scussi on

The principal adjustnents giving rise to the deficiencies in
guestion are respondent’s reclassifications of the paynents,
reported by petitioners as installnment sale gains (subject to the
favorable long-termcapital gains rates), as ordinary incone
subject to self-enploynment taxation.! Qher adjustnents nade by
respondent are derivative of those adjustnents and are not a
matter of dispute between the parties. W have addressed
adjustnents simlar to the principal adjustnents on ot her

occasions, e.g., Farnsworth v. Conmm ssioner, T.C Menp. 2002-29;

Schel bl e v. Commi ssioner, T.C Mno. 1996-269, affd. 130 F. 3d

1388 (10th Cr. 1997), and the rules are relatively clear. W

! Notw thstanding that the agreenent appears to contenplate
that contract value would be paid in four equal sem annual
install nents, the parties appear to agree that the paynents (in
their varying anounts) constitute the installnment paynents of
contract value. W shall proceed based on that assunption.
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need not engage in an extended di scussion to dispose of this
case.

Section 1401 i nposes a tax on “the self-enploynent incone of
every individual”. Section 1402(b) defines self-enpl oynent
income as “the net earnings fromself-enploynment”. Section
1402(a) defines self-enploynent earnings as “gross inconme derived
by an individual fromany trade or business carried on by such
i ndi vidual, |less the deductions * * * which are attributable to
such trade or business”. Gin or loss fromthe sale or exchange
of capital assets or fromthe disposition of other property
(except for stock in trade, inventory, or property held primarily
for sale to custoners in the ordinary course of business) is
excluded fromthe conmputation of net earnings fromself-
enpl oynent. Sec. 1402(a)(3)(A, (0.

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

held that, for incone to be taxable as self-enploynent incone,
“there nmust be a nexus between the inconme received and a trade or
business that is, or was, actually carried on.” In order to
satisfy the nexus standard, the “inconme nust arise from sone
actual (whether present, past, or future) income-producing
activity”. |d. at 446.

During the 11-plus years that petitioner was a district
manager for the conpanies, his business consisted principally of

recruiting, training, and supervising insurance agents, and he
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was conpensated exclusively by conm ssions based on the busi ness
produced by those agents. Petitioner’s relationship with the
conpani es was governed by the agreenent, and once the agreenent
was cancel ed, petitioner had no right to any further conmm ssions.
He was, however, paid an anount denom nated “Contract Val ue”
(contract value), which was based on the conm ssions paid him
during the 6 nonths imredi ately preceding the cancellation of the
agreenent and the nunber of years of his service as district
manager. That anobunt was not subject to any change once
determ ned. Petitioners do not dispute that, during petitioner’s
tenure as a district manager, he was a self-enployed i ndividual
engaged in the business of managing a district for the conpanies.
They do argue that the contract value paid to petitioner
foll ow ng cancel l ation of the agreenent is excluded fromthe
conput ati on of net earnings fromself-enploynent since it is a
capital gain or other gain described in section 1402(a)(3)(A) or
(O.

In Schelble v. Conm ssioner, supra, the taxpayer was an

i nsurance agent (not a manager), and, on term nation of his
agency agreenent, he was paid “extended earnings”, which anpunt
was determ ned based on renewal comm ssions paid to himduring
the last 6 or 12 nonths of his service and the nunmber of his
years of service. Because the record showed that there was no

express agreenent for the sale of any assets or any evidence of
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vendi bl e busi ness assets, we concluded that the taxpayer had
failed to prove that the extended earnings constituted gain from
the sale of any capital asset. W found that, because the
extended earnings “were tied to the quantity, quality, and
duration” of the taxpayer’s prior |abor as an insurance agent,
there was a nexus between the paynents and that business, and the
paynments constituted net earnings from self-enploynment, subject
to the tax on self-enploynent incone provided for in section
1401. The Court of Appeals for the Tenth G rcuit affirned,
recogni zing that the extended paynents were in consideration of
the taxpayer’s return of records and a covenant not to conpete,
but enphasi zing that the extended paynents were “tied to the
quantity and quality of his prior services perforned for [the
I nsurance conpani es in question]” and were not subject to

adj ust nrent on account of any factor unrelated to his prior

service. Schelble v. Comm ssioner, 130 F.3d 1388, 1393 (10th
Cir. 1997). The Court of Appeals concluded: *“Based on these

di stingui shing factors, we conclude that M. Schel ble’s paynents
are sufficiently derived fromhis prior insurance business to
constitute self-enploynent incone subject to self-enploynent tax
under 26 U.S.C. 8 1401.” 1d. The Court of Appeals dism ssed the
t axpayer’s argunent that he had sold a capital asset for the sane
reason as the Tax Court; i.e., no evidence of vendi ble assets nor

any | anguage referencing a contract of sale. 1d. at 1394.
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Recently, in Farnsworth v. Comm ssioner, T.C Meno. 2002-29,

we addressed cancel |l ati on paynents nmade to a forner district
manager of Farmers Insurance G oup (a group of insurance
conpani es consi sting of many of the sane insurance conpanies that
constitute the conpanies). The district manager’s agreenent in

t hat case provided for the paynment of “contract value” simlar to
t he paynent of contract value at issue here, except that, during
the taxpayer’s tenure as a district manager, “retention anounts”
were retained fromcomm ssions to reinburse Farnmers | nsurance

G oup for paynents of “Contract Value” to the district nanager’s

predecessor. In Farnsworth, as in Schelble, we determ ned that

the paynent in question was subject to self-enploynent tax
because it was based on the quantity (length of service) and
quality (final 6 nonths’ earnings wthout reduction for post-
termnation events) of the services rendered by the taxpayer. W
found that the retention anpbunt device provided an “additional
nexus” between the cancellation paynents and the taxpayer’s prior
position as a district manager. W anal yzed the provision of the
agreenent in question that dealt wi th business property used by

t he taxpayer (identical to a provision in the agreenent), and
found: “The paynments M. Farnsworth received were expressly in
consideration for the termnation of the * * * contract, the
paynments were not nmade in return for the transfer of specific

property owned by him Neither in formnor substance was the
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transaction at issue a sale of property by M. Farnsworth.”

Farnsworth v. Commi ssioner, supra; see also Baker v.

Comm ssioner, 118 T.C 452, 461-465 (2002) (term nation paynent

made to insurance agent not received for sale of capital assets).
The paynents by the conpani es of contract value are subject
to the tax on self-enploynent inconme since they constitute net
earnings fromself-enploynent. W reach that concl usion because
contract val ue was determ ned based on the quantity (Il ength of
service) and quality (final 6 nonths’ earnings w thout reduction
for postterm nation events) of the services rendered by
petitioner to the conpanies. That establishes a nexus between
the contract value and petitioner’s business of being a district
manager. Petitioners argue that the agreenent created a
franchi se, which petitioner transferred back to the conpani es.
The agreenment contains no | anguage establishing a franchi se, nor
do we believe that the agreenent, which gives petitioner the
right to render personal services as a district manager,
establishes a franchise wthin the neaning of section

1253(b)(1).%2 See dark v. Conm ssioner, T.C Menp. 1994-278

(tmplicitly rejecting the argunent that a district nanager with

Farmers | nsurance Conpanies relinquished a franchise in

2 Sec. 1253(b)(1) provides: “The term‘franchise’ includes
an agreenent which gives one of the parties to the agreenent the
right to distribute, sell, or provide goods, services, or
facilities, within a specified area.”
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consi deration of the paynent of a contract val ue anount).
Petitioners have failed to introduce evidence of vendi bl e assets
or show | anguage referencing a contract of sale. That is
sufficient for us to conclude that petitioner received no paynent

for any property. See Schelble v. Comm ssioner, T.C. Meno. 1996-

269, affd. 130 F.3d 1388 (10th Cr. 1997). W reach the sane

concl usion that we reached in Farnsworth v. Conm SSi oner, supra,

al so involving a district manager’s agreenent, that neither in
formnor in substance did the cancellation of the agreenent give
rise to the sale of property by petitioner. See also dark v.

Conmi Ssi oner, supra.

We sustain in full the deficiencies in tax determ ned by

respondent.

Deci sion will be entered

for respondent.




