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DEAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in

ef fect when the petition was filed. Pursuant to section 7463(b),
the decision to be entered is not reviewable by any other court,
and this opinion shall not be treated as precedent for any other
case. Unless otherw se indicated, subsequent section references

are to the Internal Revenue Code in effect for the year in issue,
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and all Rule references are to the Tax Court Rules of Practice
and Procedure.

Respondent determ ned a deficiency in petitioners’ 2005
Federal incone tax of $14,129, an addition to tax for failure to
file tinmely under section 6651(a)(1) of $707, and an accuracy-
rel ated penalty under section 6662(a) of $2, 826.

The parties agree that petitioners are entitled to deduct
expenses for the insurance agency business of Steven Lenard
(petitioner) of $78,952 for 2005. The parties al so agree that,
W thout taking into consideration certain contested paynents by
Farnmers | nsurance G oup of Conpanies (Farnmers), petitioner’s
i nsurance agency busi ness generated gross receipts of $111,632 in
2005. The parties further agree that petitioners are not |iable
for the addition to tax under section 6651(a)(1).! The issues
for decision? are whether: (1) Unreported “Contract Val ue”
paynments by Farnmers to petitioners in 2005 are ordinary incone;
(2) the contract value paynments by Farners to petitioners are
subject to self-enploynent tax; and (3) petitioners are liable

for the accuracy-rel ated penalty under section 6662(a).

The stipulation of settled issues states the parties’
agreenent that petitioners are not liable for the addition to tax
under sec. 6651(a)(2), but the notice of deficiency does not
determ ne that addition to tax.

2Adjustnents to petitioners’ child tax credit, earned
inconme credit, item zed deductions, and self-enpl oynent tax
deduction are conputational and will be resolved consistent with
the Court’s decision. See secs. 24(b), 32, 67(a), 164(f), 1401.
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Backgr ound

Sone of the issues and facts have been stipulated and are so
found. The stipulation of facts and the exhibits received in
evi dence are incorporated herein by reference. Petitioners
resided in Texas when their petition was filed.

Hi story of the |Insurance Agency

During the year at issue petitioner was a property and
casual ty insurance agent for Farners conducting his business as
Steve Lenard Agency (the agency). He was introduced to the
i nsurance business by his father, who started doing business with
Farmers in 1956. Petitioner began working with his father in
1982, and in 1983 he signed an agency agreenment with Farners
known as the 32-0389 contract (old contract). |In 1987 petitioner
signed a revised agreenent known as the 32-1106 contract that is
the subject of this litigation.

The 1987 Agr eenent

Under the 32-1106 contract, the “Agent’s Appoi ntnent
Agreenment” (AAA), petitioner accepted an appoi ntnent as “agent”
for Farmers. Anong other itens under the agreenment, Farners
agreed to: (1) Pay petitioner as an agent “new business and
servi ce conmm ssions or any other comm ssion” according to
est abl i shed schedul es; and (2) provide approved manual s, fornms,
and policyhol der records necessary to carry out the provisions of

t he agreenent.
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The AAA provided that petitioner agreed to several itens,

including: (1) To sell insurance for Farnmers in accordance with
their rules and manuals; (2) to provide facilities necessary to
furni sh i nsurance services, including collecting and remtting
noney, receiving and adjusting clainms, notifying the conpany of
clains, and servicing all policyholders of Farners; and (3) to
permt the authorized representatives of Farners to review and
exam ne agency records. There was a series of other pertinent
provi sions in the AAA

Provi sion F

Provision F of the AAA allowed for the agent or the agent’s
heirs to “sell all or any part of this Agency” to a nenber of the
agent’s imedi ate famly if acceptable to Farners, provided the
“sale price does not exceed the proportionate share of the
‘Contract Value'” of the agency.

Provi sion G

| f the agency is termnated other than by a “sal e” under
provision F, provision G stated that Farners agreed to pay the
“Contract Value” to the agent or heirs. The contract value is an
anount based on: (1) The anmount of service conm ssions paid to
the agent on active policies during either the “six nonth or
twel ve nonth period i nmediately preceding termnation”; (2) “the
nunmber of policies in the agent’s active code nunber”; and (3)

“the nunmber of years of continuous service as an Agent” for
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Farners i medi ately before termnation.® Provision G stated that
if an agent had fewer than 50 policies in an active code nunber,
“there is no Contract Val ue”.

Provision G al so provided for an “Underwiting Contract
Val ue Bonus” (bonus). The bonus was to be a percentage based on
the contract value at the tine of termnation, in accordance with
t he bonus programas nodified by Farners fromtine to tine.

Pr ovi sion H

Provision H provided that the agent, upon tender of the
paynment described in provision G agreed to assign all of his
“interest under this Agreenent and Agency” including any interest
in the tel ephone nunbers and | eased or rented office space to

Farnmers, at their request. The agent also agreed to accept

tender of contract value and for 1 year to not “directly or
indirectly solicit, accept, or service the insurance business” of
a policyhol der of record as of the date of paynent.

Pr ovi si on |

Provision | stated that the agent acknow edges that al
manual s, lists, and records of any kind (including policyhol der

and expiration information) are the confidential property of

Farners. This provision of the AAA further states that the

3Per cent age i ncreases were activated at the fifth, tenth,
and fifteenth year of service.
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manual s, lists, and records “shall be returned” to Farnmers upon
termnation of the agency.

Term nati on of the Agency by Petitioner

In May 2005 petitioner faxed a letter to the Texas State
executive of Farmers in which he offered his official resignation
as an agent. By the end of June 2005 petitioner had returned to
Farnmers all manuals, lists, and records as required by his
contract, including information pertaining to policyhol ders and
all other property of Farners. Farnmers did not request or
receive petitioner’s business phone nunber or |easehold. On June
30, 2005, petitioner and Farners term nated the AAA. The
contract value of the AAA was $60,596 as of the termi nation date.
The contract value calculation for petitioner included the three
required itens of provision G

Petitioner’s AAA contract value of $60,596 included a bonus
of $3,430. O the $60,596 due to petitioner, he received
$51, 009.56 in 2005.

Petitioners’ Tax Return for 2005

Petitioners, pursuant to an extension of time to file,
tinmely mailed their Federal incone tax return for 2005 on COctober
16, 2006. Included with the return was a Schedule C, Profit or
Loss From Busi ness, for the agency, reporting gross receipts of
$98, 848. The contract val ue paynents petitioners received in

2005 were not reported on the return.
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Di scussi on

CGenerally, the Comm ssioner’s determnations in a notice of
deficiency are presunmed correct, and the taxpayer has the burden
of proving that those determ nations are erroneous. See Rule

142(a); Welch v. Helvering, 290 U.S. 111, 115 (1933). 1In sone

cases the burden of proof with respect to relevant factual issues
may shift to the Conmm ssioner under section 7491(a). As there is
no dispute as to a factual issue, section 7491(a) is inapplicable
to this case.

Capital Gain or Odinary |Incone

Petitioners do not dispute that the term nation paynents
constitute gross incone. Petitioners, however, believe that they
“sol d’” the agency, including goodw Il of the business, to
Farmers. According to petitioners, Farmers’ paynment of the
contract value was in exchange for the agency, “including the
files, data, phone lines, etc” and the “contractual non-conpete
clause.” Their belief is based in part on provision F of the AAA
that allows for the agent or the agent’s heirs to “sell all or
any part of this Agency” to a nenber of the agent’s immedi ate
famly for a price not in excess of the contract value of the
agency. Because of their belief that the agency was sold to
Farmers, petitioners assert that the proceeds qualify for capital

gain treatnent.
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Respondent takes a different view. Respondent argues that
petitioners did not sell any property to Farners; there was no
transfer of title, so there could be no sale of a capital asset.
Because petitioners sold no assets to Farnmers, they coul d not
have sol d Farmers any goodw || .
Respondent cites as support for his position the Court’s

Qpinion in Baker v. Conm ssioner, 118 T.C 452 (2002), affd. 338

F.3d 789 (7th Gr. 2003). The facts of that case are
surprisingly simlar to those of the case at hand. The taxpayer
was an insurance agent for State Farm |l nsurance Co. (State Farm
whose conpensation consi sted of comm ssions on new policies and
renewal s of existing policies. The taxpayer was an i ndependent
contractor who was responsible for his own office expenses and
hiring and paying his own enployees. His relationship with State
Farm was governed by an agent’s agreenent that could not be sold,
assi gned, or pledged wthout the consent of State Farm State
Farm suppl i ed the taxpayer with manuals, records, forns, and
supplies, but the agreenent provided that those itens as well as
i nformation regardi ng policyholders constituted the “sole and
excl usi ve property” of State Farm

The agent agreenent in Baker also provided for term nation
paynments to agents who had: (1) Worked for 2 or nore continuous
years, (2) returned all property belonging to State Farm upon

term nation, and (3) agreed not to conpete for business from
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State Farm policyholders for a year following term nation. The
i ssue for decision in Baker was whether the term nation paynents
were for the sale of a capital asset, the sane issue being
contested here.

The Court held in Baker that the taxpayer’s State Farm
I nsurance agency was not a capital asset. Since he did not own a
capital asset that he could sell, the term nation paynent could
not represent gain fromthe sale of a capital asset. And because
he did not owmn and sell his agency as a capital asset, he did not
sell any “goodwi | |” to the insurance conpany he represented.
Havi ng determ ned that the term nation paynent was not gain from
the sale of a capital asset, the Court found that it was taxable
as ordinary incone.

Petitioners admt that they have searched for a tax case
with an opinion contrary to that of Baker but “we could find
none.” Petitioners have attenpted to distinguish their case from
Baker, relying on the wording of provision F of the AAA.  That
provi sion provides that the agent may “sell” the agency to a
menber of the agent’s immediate famly “if acceptable to
Farners”, provided the price does not exceed the contract val ue
of the agency. Despite petitioners’ argunent, it is not apparent
to the Court how the | anguage of provision F allowng a sale to a
famly menber if acceptable to Farnmers is different in substance

fromthe provision in the agreenent in Baker allow ng a sale,
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assi gnnent, or pledge of the agency (apparently to anyone) only
with the consent of State Farm In fact, it appears that the
AAA's provision on “sale” was nore restrictive than was the
t axpayer’s agreenent in Baker.
Petitioners’ pretrial nmenorandumreferenced the case of

Heston v. Farners Ins. Group, 206 Cal. Rptr. 585 (Ct. App. 1984).

I n Heston, an insurance agent sought declaratory and injunctive
relief to prevent Farnmers fromrenoving policyholder files and
information fromhis agency. That court held that the agent

i nvol ved could term nate the agency, refuse to accept contract
val ue, retain possession of policyholder files and records, and
conpet e agai nst Farnmers for policyhol der business. The court’s
holding resulted fromits interpretation of Farnmers’ old contract
using, in part, parol evidence.

Petitioner, however, admts in his pretrial nmenorandum t hat
on account of the decision in Heston, Farners began exerting
“tremendous pressure” and threatened term nation of petitioner’s
agency. As a result petitioner “relented and signed the new, 32-
1106 AAA.” The new AAA, anong other itens, revised provision H
in part by adding | anguage that says: “The Agent agrees to
accept tender of Contract Value”. Because of the new contract
provision in the AAA, an agent could not refuse to accept
contract value, as the agent did in Heston, w thout breaching the

agr eenent .
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The Court finds that the case of Heston v. Farners |ns.

G oup, supra, does not affect the application of the reasoning

and the holding of the Court’s Opinion in Baker v. Conm ssioner,

supra. See also Trantina v. United States, 512 F.3d 567, 572

(2008) (paynent to term nate service contract is not capital gain
unl ess contract is for nore than right to perform service or
recei ve paynent for services). Petitioners’ termnation paynent
received in 2005 constitutes ordinary inconme, not capital gain.

Sel f - Enpl oynent Tax

CGenerally, the tax on self-enploynent inconme applies to the
“net earnings fromself-enploynent” of an individual. Secs.
1401, 1402(b). In sinplified terns, net earnings fromself-
enpl oynent neans the “gross incone derived by an individual from
any trade or business carried on by such individual,” less the
deductions attributable to the trade or business. Sec. 1402(a).
In order 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.” Newberry v.

Comm ssioner, 76 T.C. 441, 444 (1981). The Court’s
interpretation of the “nexus” standard requires that “any income
must arise from sone actual (whether present, past, or future)

i ncone- produci ng activity of the taxpayer before such incone
becones subject to” self-enploynent tax. 1d. at 446. G o0ss

i ncone derived froman individual’s trade or business may be
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subject to self-enploynent tax even when it is attributable in
whol e or in part to services rendered in a prior taxable year.
Sec. 1.1402(a)-1(c), lIncone Tax Regs.

In applying the definition of self-enploynment incone, the
Court nust deci de whether the term nation paynents were:
(1) Derived (2) froma trade or business (3) carried on by
petitioner. See sec. 1402(a).

Petitioners rely primarily on MIligan v. Conm ssioner, 38

F.3d 1094 (9th Cr. 1994), revg. T.C Meno. 1992-655, to support
their position that the term nation paynents are not self-
enpl oynent inconme. The agent’s agreenent in MIlligan conditioned
term nation paynents to the agent upon term nating the agreenent
no sooner than 2 years after its effective date, returning State
Farns’ property, and refraining fromconpetition with State Farm
for 1 year. The agent’s agreenent also conditioned the
term nation paynents upon adjustnents to reflect the anmount of
i ncone received by State Farmon the taxpayer’s “book of
busi ness” during the first year after term nation and the nunber
of the policies produced by the taxpayer that were cancel ed
during the first year after term nation.

The court found that to be “derived’” froma taxpayer’s trade
or business, income nmust arise from sone actual income-producing
activity, past or present, of the taxpayer. |d. at 1098. “To be

t axabl e as sel f-enpl oynent inconme, earnings nust be tied to the
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quantity or quality of the taxpayer’s prior labor”. 1d. The
court found that the paynents were subject to adjustnents related
not to the taxpayer’s business activity but to that of his
successor.

Congress has codified the standard established in MIligan
for termnation paynents made to an insurance sal esman after
Decenber 31, 1997, in section 1402(k). Taxpayer Relief Act of
1997, Pub. L. 105-34, sec. 922(a), (c), 111 Stat. 879, 880.
Section 1402(k) exenpts the term nation paynents of insurance
sal esnmen from sel f-enpl oynent tax as long as the paynents do not
depend “to any extent” on length of service (except for a |length
of service requirenment for eligibility) or overall earnings from
servi ce.

Petitioner’s term nation paynments fall outside the
protection of section 1402(k) and the court’s holding in
MI1igan.

Provision G of petitioner’s contract specifically provides
that his termnation paynents are determned by three itenms: (1)
The amount of service comm ssions paid to himon active policies
during either the “six or twelve nonth period i nmediately
preceding termnation”; (2) “the nunber of policies in the
agent’ s active code nunber”; and (3) “the nunber of years of
continuous service as an Agent” for Farners immediately before

termnation. The term nation paynents depended on petitioner’s
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| ength of service and his overall earnings fromservice and
therefore fall outside the protection of section 1402(Kk).

Petitioners’ case is analogous to that of the taxpayer in

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

1388 (10th Cir. 1997). The taxpayer’s paynents in that case
depended in part on how | ong he had been an agent for the
i nsurance conpany. Like petitioner, to qualify for the |owest
| evel of paynents the taxpayer had to have represented the
conpany for at least 5 years. The taxpayer, |ike petitioner,
earned a higher paynent than if he had been an agent for only 5
or 10 years. The taxpayer had to have 400 or nore policies in
force at the tine his agency was term nated while petitioner was
required to have 50. And like petitioner’s, the taxpayer’s
term nation paynents were based on the conm ssions received
during the last 6 or 12 nonths preceding the term nation of the
agreenent . 4

The Court found in Schelble that the paynents received by
the taxpayer were tied to the quantity and quality of his prior
services and were subject to self-enploynent tax. The Court
finds that petitioner’s term nation paynents were tied to the

quantity and quality of his prior service and are subject to

‘Respondent points out that while provision E of the AAA
subjects petitioner’s right to receive comm ssions payable in the
year after termnation to a “chargeback”,it would not affect
contract value and would not reduce petitioner’s term nation
payment s.



- 15 -

sel f-enpl oynent tax. See also Parker v. Conm ssioner, T.C Meno.

2002-305; Farnsworth v. Conm ssioner, T.C Meno. 2002-29.

The Accuracy-Rel ated Penalty

Section 7491(c) inposes on the Conmm ssioner the burden of
production in any court proceeding with respect to the liability
of any individual for penalties and additions to tax. Hi gbee v.

Comm ssioner, 116 T.C 438, 446 (2001); Trowbridge V.

Comm ssioner, T.C Meno. 2003-164, affd. 378 F.3d 432 (5th Gr

2004). In order to neet the burden of production under section
7491(c), the Conmm ssioner need only nake a prinma facie case that
i nposition of the penalty or addition to tax is appropriate.

Hi gbee v. Commi ssi oner, supra.

Respondent determ ned that petitioners are liable for an
accuracy-rel ated penalty under section 6662(a). Section 6662(a)
i nposes a 20-percent penalty on the portion of an under paynent
attributable to any one of various factors, including a
substantial understatenent of incone tax. See sec. 6662(b)(2).
A “substantial understatenent” includes an understatenent of tax
that exceeds the greater of 10 percent of the tax required to be
shown on the return or $5,000. See sec. 6662(d); sec.
1.6662-4(b), Inconme Tax Regs.

Section 6664(c) (1) provides that the penalty under section
6662(a) shall not apply to any portion of an underpaynment if it

is shown that there was reasonabl e cause for the taxpayer’s
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position and that the taxpayer acted in good faith with respect
to that portion. The determ nation of whether a taxpayer acted
wi th reasonabl e cause and in good faith is made on a case-by-case
basis, taking into account all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Inconme Tax Regs. The nost
inportant factor is the extent of the taxpayer’s effort to assess
his proper tax liability for the year. |1d.

Petitioners had a substantial understatenent of incone tax
for 2005 since the understatenent anmount exceeded the greater of
10 percent of the tax required to be shown on the return or
$5,000. Petitioners also failed to report $51,009.56 of incone.
The Court concl udes that respondent has produced sufficient
evi dence to show that the accuracy-rel ated penalty under section
6662 i s appropri ate.

Petitioners have not shown that their failure to report such
a |l arge anount of incone was an action taken with reasonabl e
cause and in good faith. Respondent’s determ nation of the
accuracy-rel ated penalty under section 6662(a) for 2005 is
sust ai ned.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




