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STATEMENT CONCERNING ORAL ARGUMENT
We bdieve that ord argument would be appropriate in this case due to the

importance of the issue presented.



IN THE UNITED STATESCOURT OF APPEALS
FOR THE SEVENTH CIRCUIT

No. 02-3262

WARREN L. BAKER, JR. AND DORRISJ. BAKER,
Petitioner ssAppellants,
V.
COMMISSIONER OF INTERNAL REVENUE,

Respondent-Appellee.

ON APPEAL FROM THE DECISION OF THE
UNITED STATESTAX COURT IN NO. 599-00

(Judge Howard A. Dawson, Jr. and Chief Special Trial Judge Peter J. Panuthos)

BRIEF FOR THE APPELLEE

JURISDICTIONAL STATEMENT
The appdlants’ jurisdictiona statement is not correct and complete. On December
22, 1999, the Commissioner of Internad Revenue (“the Commissioner”) issued a statutory
notice of deficiency to Warren L. Baker, J. and Dorris J. Baker (“taxpayers’) determining

adeficiency in federa income tax for the year 1997. (JA. 19.)' On January 18, 2000,

1 JA” refersto the joint gppendix filed with the origind brief for the appellants on
November 21, 2002. “Br.” refersto the corrected brief for the appellants filed on
November 26, 2002.
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taxpayerstimely filed a petition in the United States Tax Court seeking a redetermination
of the deficiency. (JA 1, 4); I.R.C. §6213(a) (26 U.S.C.). The Tax Court had jurisdiction
pursuant to |.R.C. §8 6213(a), 6214 and 7442.
Following atrid and the submission of briefs, the Tax Court found in favor of the
Commissioner and, on May 29, 2002, issued an opinion reported at 118 T.C. 452. (JA
204.) It entered afina, apped able decison on June 10, 2002. (JA 228.) On August 19,
2002, taxpayers timely filed a notice of appedl to this Court. (JA 2); 1.R.C. 8 7483; Fed. R.
App. P. 13(a)(1). This Court hasjurisdiction pursuant to |.R.C. § 7842.
STATEMENT OF THE ISSUE

Whether the Tax Court correctly found that taxpayers failed to meet their burden of
proving that termination payments received by Warren L. Baker, Jr. from State Farm
Insurance Companies were received in the sale or exchange of a capita asset and, thus, that
the termination payments are taxable as ordinary income and not as capita gain.

STATEMENT OF THE CASE

Warren L. Baker, Jr. (“taxpayer”) was an insurance agent for State Farm Insurance
Companies (* State Farm”). Upon terminating his agency agreement with State Farm,
taxpayer received termination payments of $38,622 from State Farm in 1997 pursuant to
the agency agreement. Taxpayers reported the payments on their 1997 federa income tax
return as long-term capita gain under 1.R.C. § 1222. In anctice of deficiency issued to
taxpayers, the Commissioner determined that the termination payments are ordinary

income and asserted a deficiency in taxpayers federal incometax of $2,519 for 1997.



-3-
Taxpayersfiled atimely petition in the Tax Court contesting the notice of deficiency.
After atrid and submission of briefs, the Tax Court ruled that the termination payments
condtitute ordinary income and upheld the Commissioner’ s deficiency determination.
Taxpayers now apped.
STATEMENT OF FACTS
1. Taxpayer’s Agreement with State Farm
a. Generally

Taxpayer was an insurance agent for State Farm from 1963 to 1997. (JA 14.)
Taxpayer’ s reationship with State Farm was governed by a series of contracts known as
agent’ s agreements. (JA 14.) The agreements were prepared by State Farm and modified
from time to time to increase benefits to agents. (JA 150.) (The agreement at issue was
executed on January 26, 1977 (“Agreement”). (JA 15-16.)) Taxpayer was not able to
negotiate or change the terms of the agreements, but he had the option to refuse anew or
revised agreement. (JA 176.) The Agreement Stated that taxpayer’s“ principa occupation”
was to be the fulfillment of the Agreement, and he was required to sdll insurance
exclusvey for State Farm. (JA 51.)

Under the Agreement, taxpayer was required to operate as an independent
contractor. (JA 50.) Assuch, he had full control over hisdaily activities and was
responsible for his office expenses and employees sdaries. (JA 51.) Hisdutiesincluded

soliciting gpplications for insurance, collecting payments and asssting State Farm
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policyholders. (JA 50.) His compensation for such duties consisted of commissons on
new policies and renewals of exigting policies. (JA 51-52.)

Taxpayer was adso assigned policies for which he received a smaler commission
than those he personally produced. (JA 60, 63, 165.) State Farm could assign policiesto
him under four circumstances: (i) when policyholders moved to the geographic location
covered by his agency, (ii) when other State Farm agents' agreements were terminated, (iii)
when, dueto illness or other such circumstances, State Farm agents had to reduce the
number of policies they serviced, and (iv) when State Farm acquired new businessas a
result of a merger, purchase, governmenta action or insurance industry agreement. (JA 60-
61, 155-57, 164-65.) Some of taxpayer’s policies were assigned to other agents when
policyholders moved out of taxpayer’s geographic region. Taxpayer did not compensate
other agents for policies he assumed, and he did not receive payments for policies assigned
to other agents. (JA 155-57, 165.)

State Farm furnished to taxpayer, without charge, manuas, forms, records and other
supplies, and the Agreement provided that “al such property furnished by [State Farm] shdl
remain the property of [State Farm].” (JA 51.) State Farm aso advertised, provided
promotional materials and shared in the cost of taxpayer’ s advertisements. In this regard,
taxpayer was not permitted to use any advertisements referring to State Farm without prior
gpprova. (JA 51.) Inaddition, State Farm made available to taxpayer “the experience and
technica knowledge acquired and developed over the years with respect to sdlling,

underwriting and servicing insurance,” and it provided information and guidance asto
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operation of the agency, new products and ideas, services and procedures, and sales
promation. (JA 50.)

With respect to the business generated by taxpayer, the Agreement provided as
follows

Information regarding names, addresses, and ages of policyholders of [State

Farm]; the description and location of insured property; and expiration or

renewal dates of State Farm policies acquired or coming into your possession

during the effective period of this Agreement, or any prior Agreement, except
information and records of policyholders insured by [State Farm] pursuant to
any governmenta or insurance indudry plan or fadlity, are trade secrets whally
owned by [State Farm]. All forms and other materiads, whether furnished by

State Farm or purchased by you, upon which this information is recorded shall

be the sole and exclusive property of [State Farm].

(JA 51.) Taxpayer was required to deposit al payments collected on behaf of State Farm
into atrust fund that was the absolute property of State Farm. (JA 51.)

Each agent’ s agreement stated that the agreement “ congtitutes the sole and entire
[a]greement between the parties [thereto], and no change, dteration or modification of the
terms of [each respective] [a]greement may be made except by agreements in writing signed
by an authorized representative of [State Farm] and accepted by you.” (JA 55.) The
Agreement aso sated that taxpayer could not sell, assign or pledge the Agreement or any
interest thereunder unless State Farm expresdy agreed by prior written consent. (JA 55.)

b. Termination Payments
The Agreement provided that it would terminate upon the death of taxpayer or upon

written notice by either party. (JA 52.) If certain conditions were met, taxpayer would be

entitled to termination payments. Specificaly, taxpayer would be digible for termination
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paymentsif (i) the Agreement was terminated two or more years after its effective dete,
and (i) within ten days after termination of the Agreement, dl property belonging to State
Farm was returned or made available for return to State Farm. (JA 52.) In addition,
taxpayer would forfet the termination payments if, during the first year following
termination, he, persondly or through any other person, agency or organization, induced or
advised any State Farm policyholder credited to his account to lapse, surrender or cancel
any State Farm insurance coverage or solicited any such policyholder to purchase any
competing insurance coverage. (JA 52.)

The amount of the termination paymentsis different for each company comprising
State Farm, but, generaly, the payments are based on a percentage of taxpayer’s
compensation for the twelve months prior to the date of termination. (JA 52-54.) The
Agreement does not contain any reference to a purchase or sae of taxpayer’ s agency, nor
doesit refer to State Farm as a buyer or taxpayer asa sdler. (JA 50-55.)

2. Taxpayer’s Retirement and Tax Treatment of Termination Payments

Taxpayer retired and terminated his Agreement with State Farm on February 28,
1997. (JA 14.) Approximately ninety percent of taxpayer’s policies were assigned to a
successor agent. (JA 128.) The successor agent hired two employees previoudy employed
by taxpayer, and he opened an office in the vicinity of taxpayer’s office. The successor
agent aso maintained taxpayer’ s business telephone number. (JA 128-30.)

Pursuant to the Agreement, within ten days after termination, taxpayer returned to

State Farm dll its property, including policies and policyholder descriptions, claim draft
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books, rate books, agent’ s service texts and a computer, on which most of the information
regarding policyholderswas kept. (JA 112, 117-19, 143-44.)

Because taxpayer had fully complied with the conditions precedent to receiving
termination payments, State Farm made termination payments of $38,622 to taxpayer in
1997. (JA 16.) Thisamount was reported to taxpayer for tax purposes as “ non-employee
compensation” on a Form 1099 issued by State Farm. (JA 16.) On their 1997 federa
income tax return, taxpayers reported the termination payments as long-term capita gain on
Schedule D (Capita Gains and Losses). (JA 28, 38.) They atached to their return atwo-
page statement stating that the payments were made pursuant to “ contracts [that] contain
specific provisons for the purchase and sale of businessintangible assets’ and that the
sdes price was to be paid “in the form of afive year certain annuity designated ‘termination
payments” (emphasisin origind). (JA 39.) Taxpayers aso attached to their return 1.R.S.
Form 8594 “ Asset Acquisition Statement Under Section 1060,” indicating that taxpayer
purportedly transferred intangible assets in the nature of goodwill and going concern value
worth $164,140. (JA 41.) On theform, taxpayer aso indicated that State Farm “ purchased
acovenant not to compete” in the Agreement. (JA 41.)

On December 22, 1999, the Commissioner issued a notice of deficiency to

taxpayers determining a deficiency in income tax of $2,519 for 1997 (JA 19-20.) The

2 Part of this amount was due to taxpayers failure to report dividend income of
$919. Taxpayers conceded that the dividends of $919 were income to them and mailed a
check in the amount of $293 to the Commissioner to be gpplied to the outstanding tax
ligbility. (JA 14.) Thedividend incomeisnot at issuein this goped.
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Commissioner asserted that the termination payments from State Farm must be reported as
ordinary income rather than capitd gain. (JA 22.)

3. Tax Court Proceedings

On January 18, 2000, taxpayers filed a petition in the Tax Court contesting the
portion of the Commissioner’s asserted deficiency attributable to the termination
payments. (JA 4-6.) On October 2, 2000, the partiesfiled a stipulation of facts, and atria
was held. In the dtipulation, the parties agreed to the facts surrounding the issuance of the
notice of deficiency and that taxpayer’ s relationship with State Farm was governed & dl

times by a series of three agent’s agreements. (JA 13-18))



a. Trial

At trid, taxpayer acknowledged that dl of the information with respect to the
individua policyholders of State Farm whose policies he wrote was the property of State
Fam. (JA 139-40.) When asked what the termination payments were for, taxpayer
testified that he was “under the impression it was a buy-back of my business, my agency.”
(JA 131.) He added that, before he became a State Farm agent trainee, a now-deceased
State Farm manager “indicated to me that upon termination there would be benefits
available to me based upon the dollars of production that | accomplished and that State
Farm would buy those back with the proviso that it could not be sold to anybody ese” (JA
131-32.) When asked how much State Farm paid taxpayer for the goodwill he aleged to
have sold, taxpayer replied that “[t]hat is what part of the problem is. Goodwill isasdable
and tangible asset. | certainly over 34 years and paying dl the bills must have accumulated
some goodwill.” (JA 154-55.) He then conceded that the Agreement does not contain a
specified amount for State Farm’ s dleged purchase of his goodwill. (JA 155.)

State Farm's Vice President of Compliance for agency purposes, Ralph Bolt
(“Balt”), tetified that there were no discussons with agentsin which State Farm offered to
buy back their businesses because State Farm always owned the businesses. (JA 175.) He
aso stated that, to his knowledge, State Farm had never bought, paid for or negotiated a
contract for the purchase of an agent’s goodwill. (JA 200.) Bolt stated that the termination
payments are “ contingent contractua payments’ designed to ensure the loydty of State

Farm’s agency force. (JA 175-76, 184-85.) Asto how the termination payments came
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about, Bolt testified that “I suspect some agents had asked for help in terms of providing for
their old age, the spouse’ s survivorship, whatever.” (JA 176.) Bolt further testified that
State Farm'’ s independent contractors, such as taxpayer, are different from “independent
agents.” Inthisregard, he testified that an independent agent, unlike a State Farm agent,
owns his own business through which he commonly sells severa insurance companies
products and can sdll his businessto another agent. (JA 161-62.)

Bolt aso tedtified that State Farm’s property includes --
anything having to do with the policyholder, names, addresses, telephone
numbers, dates of birth. Any fact reaed to the policyholder that is important
to the insurance busness. As a matter of fact, any documents, any paper on
which those kind of data may be written become the property of [State Farm).
A tablet in the office on which are written policyholders names and addresses
would be property of [State Farm]. * * * We view that as trade secrets. We
view that as wholly owned by [State Farm).
(JA 166-67.) Furthermore, Bolt testified that in the time that taxpayer worked for State
Farm, there has been no change in State Farm’ s view of what condtitutesiits property. (JA
167.)
b. Tax Court Opinion
After thefiling of briefs by taxpayers, the Commissioner and amicus curiae of
taxpayers, the Tax Court issued an opinion and entered its decison for the Commissioner.
(JA 2)) The court stated that the question before it was “whether petitioner owned a capital
assat and whether petitioner sold or exchanged a capital asset” because “[i]f petitioner did

not sdll or exchange a capital asset, then the termination payment is taxable as ordinary

income.” (JA 218-19.) The court observed that taxpayers bore the burden of proof and that
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they did not contend otherwise. (JA 218.) Noting that “[u]pon his retirement, petitioner
returned al assets used in the daily course of business, including a computer, books and
records, and customer lists pursuant to the agreement,” the court found that “ petitioner did
not own these assets and, therefore, could not have sold them to State Farm.” (JA 223.) In
this regard, the court observed that the ingtant case was similar to Schelble v.
Commissioner, 130 F.3d 1388 (10th Cir. 1997), and Foxe v. Commissioner, 53 T.C. 21
(1969), casesin which the courts found that where, as here, the insurance company owned
all the books and records used by the agent, and the agent was required to return such books
and records to the insurance company, the agent owned no vendible assets and there was no
sde of abusinessto the insurance company upon the agent’ stermination. (JA 223.) The
court rejected taxpayer’ s contention that the facts that he taught the successor agent about
the agency and introduced him to policyholders and that the successor agent employed two
of taxpayer’s former employees and maintained taxpayer’ s telephone number indicated that
there was asde of capital assets. (JA 223-24.) Inthisregard, the court noted that taxpayer
did not argue that either the telephone number or the employees were capital assets and that
nothing in the record indicated any part of the termination payments was dtributable
thereto. (Id.) The court a0 rejected taxpayer’s argument that he sold goodwill to State
Farm. The court explained that “[t]o qualify as a sde of goodwill, the taxpayer must
demondtrate that he sold *the business or a part of it, to which the goodwill attaches,’” and,
because taxpayer did not own or sdll capital assetsto State Farm, he could not sell

goodwill. (JA 225.) Accordingly, the court found that there was no sde or exchange of a
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capitd asset and, thus, that the termination payments condtituted ordinary income. The
court aso found that the Agreement contained a covenant not to compete, that the
termination payments, at least in part, represented consideration for such covenant, and that
that portion of the termination payments was ordinary income in any event. (JA 227.)
SUMMARY OF ARGUMENT

The Tax Court correctly found that the termination payments are ordinary income to
taxpayers and not capital gain. For an item of income to be capital gain, the taxpayer must
show that the income resulted from the sale or exchange of a capitd asset. 1.R.C. § 1222
In the indtant case, taxpayers did not satisfy their burden of proving that taxpayer owned a
capital asset that could be sold to State Farm or that a sale of any such asset occurred.

Fird, taxpayers did not sustain their burden of proving that taxpayer owned a cepita
asset to sl to State Farm. Under the express terms of Agreement, and according to
taxpayer’ s testimony, State Farm owned al information regarding policies and
policyholders, the computer on which such information was stored, and all records, books,
manuds, and supplies — virtudly everything that comprised the insurance agency business.
Taxpayer attemptsto divert atention from this fact by arguing that he developed goodwill
and sold it to State Farm in exchange for termination payments. Goodwill is the expectancy
of continued patronage for whatever reason. It cannot, however, be transferred with nothing
more. To qudify asthe sde of goodwill, the taxpayer must demondtrate that he sold the
business, or apart of it, to which the goodwill attaches. In this case, because taxpayer did

not own or sell any capital assetsto State Farm, taxpayer dso did not sell goodwill to State
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Farm. In any event, nothing in the record establishes that taxpayer devel oped goodwill
other than his own sdf-serving tesimony.

Second, taxpayers did not sustain their burden of proving that a sae occurred, as the
record is devoid of evidence indicating that a sale of capital assets or goodwill was even
contemplated by the parties. The Agreement, which the parties agree governed taxpayer’s
relationship with State Farm at dl times, contains no language or other indiciaof asde.
Likewise, the termination payments, the formula for which was established by State Farm in
1977, when the Agreement was executed, do not represent the parties’ bargained-for
congderation for the sale of abusiness. Unlike cases where courts have found that asde
of an insurance agency occurred, thereis no evidence in this case of a sales contract,
negotiations, or the intent of the parties to effectuate asde.

Because taxpayers did not satisfy their burden of proving that the termination
payments resulted from the sae or exchange of a capital asset, the termination payments
are ordinary income. Moreover, the termination payments were made in consideration for
the cancellation of taxpayer’s contract for persona services with State Farm, and such
payments generdly congtitute ordinary income. Consequently, the Commissioner
correctly determined that the termination payments are ordinary income to taxpayers, and
the Tax Court correctly upheld the Commissioner’ s deficiency determination.

ARGUMENT
The Tax Court Correctly Found that Taxpayer Did Not Satisfy His Burden of

Proving that the Termination Payments Were Recelved I n the Sale or
Exchange of a Capital Asset
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Standard of Review

Taxpayersincorrectly assert that the only issue in thiscaseisalega issuethat is
subject to de novo review. (Br.9.) The Tax Court found that taxpayer did not own a capita
asset to sl to State Farm, that there is no evidence of asde of any such asset, and,
consequently, that the termination payments are ordinary income. (JA 205.) Theseare
factual determinations. This Court reviews factua determinations, aswell asthe
gpplication of legd principlesto those factua determinations, for clear error. Toushin v.
Commissioner, 223 F.3d 642, 645-46 (7th Cir. 2000). Under the clearly erroneous
gandard of review, afinding of fact is reversed “only when the reviewing court on the entire
evidence is |ft with the definite and firm conviction that a mistake has been committed,”
and this Court “must view the evidence in the entire record in the light which is most
favorableto thefinding.” Malachinski v. Commissioner, 268 F.3d 497, 505 (7th Cir.

2001) (internd quotation omitted).

At issuein the ingtant case is the tax trestment to be accorded to termination
payments received by taxpayer upon his retirement as an insurance agent for State Farm. It
is undisputed that the termination payments congtituted gross income to taxpayers subject
to tax under |.R.C. 8 61. Taxpayers argue, however, that the termination payments should be
treeted as long-term capita gain rather than ordinary income. Long-term capitd gainis
defined as gain from the sde or exchange of a capital asset held for more than one year, and

such gain istaxable at lower rates than ordinary income. [.R.C. 88 1(h) & 1222(3). Inthe
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proceedings below, taxpayers had the burden of proving that the Commissioner’s
determination of deficiency was incorrect and that the termination payments were received
in congideration of the sale or exchange of a capital asset. Tax Ct. R. 142(a); see, e.g.,
Welch v. Helvering, 290 U.S. 111, 115 (1933).2 Taxpayersdid not satisfy their burden of
proof, and the Tax Court correctly concluded that taxpayers are not entitled to treat the
termination payments as long-term capita gain.

1. The Tax Court Correctly Found that Taxpayer Did Not Own a Capital

Asset

A capitad asst is defined as property held by the taxpayer (whether or not connected
to histrade or business), excluding certain enumerated types of property not relevant here.
I.R.C. 8§ 1221(a). Asthe Eighth Circuit observed in Vaaler v. United States, 454 F.2d
1120, 1122 (8th Cir. 1972) (quoting Commissioner v. Gillette Motor Transp., Inc., 364
U.S. 130, 134 (1960)) --

it is evident that not everything which can be cdled property in the ordinary

sense and which is outsde the statutory exclusons qudifies as a capitd asse.

This Court [i.e., the Supreme Court] has long hdd that the term “capital asset”
is to be construed narrowly in accordance with the purpose of Congress to

3For cases arising out of audits beginning after July 22, 1998, the burden of proof
can be shifted to the Commissioner if certain prerequisitesare met. |.R.C. 8 7491 (added
by the Internad Revenue Restructuring and Reform Act of 1998, Pub. L. No. 105-206, §
3001, 112 Stat. 685, 726-27). In the proceedings below, taxpayers did not alege that
|.R.C. 8 7491 was applicable or establish that they met the Statutory prerequisites for
shifting the burden of proof to the Commissioner. The Tax Court noted thisin its opinion,
and taxpayers do not chdlenge this finding in their opening brief. (JA 218.) Therefore,
they have walved theissue. See, e.g., Jonesv. Union Pac. R.R. Co., 302 F.3d 735, 741 (7th
Cir. 2002).
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afford capitd gainstreatment only in dtuations typicaly involving the

redization of appreciation in vaue accrued over a subgtantial period of time, and

thus to amdiorate the hardship of taxation of the entire gain in one yesar.
See also Hansche v. Commissioner, 457 F.2d 429, 432 (7th Cir. 1972); Estate of Scharf v.
Commissioner, 316 F.2d 625, 629 (7th Cir. 1963).

a. Under Agent’s Agreement, State Farm Owned All Property

The Tax Court correctly found that taxpayers did not satisfy their burden of proving
that taxpayer owned a capital asset to sell to State Farm. Astaxpayer admitted at tria, State
Farm owned al information regarding policies and policyholders, any tangible item upon
which such information was recorded, including taxpayer’s computer, and al supplies that

State Farm had furnished to taxpayer, among other things. (JA 139-43.)* State Farm

provided taxpayer with manuals, forms, records and other supplies, and the Agreement

“In their brief, taxpayers cite to Sate Farmv. John W. Weir & Richard L. Pyorre, a
recent Cdifornia Superior Court case, in which ajury dlegedly found that individua State
Farm agents own everything associated with their businesses, including al customer
records and policy expiraions. (Br. 7.) Thiscaseisnot find and is not areported case.

The Ninth Circuit has noted that Caifornia Superior Court cases rarely are reported and do
not have precedentia vaue, asthey are not binding on any other court in Cdifornia. See

Leh v. Gen. Petroleum Corp., 330 F.2d 288, 291 (9th Cir. 1964), rev’' d on other grounds,
382 U.S. 54 (1965); Cal. Dep't of Employment v. Fred S. Renauld & Co., 179 F.2d 605,
609 (9th Cir. 1950); see also Santa Ana Hosp. Med. Ctr. v. Belshe, 65 Cal. Rptr. 2d 754,
761 (Cd. Ct. App. 1997). Moreover, the Supreme Court has held that unpublished State
court decisions that do not have precedentia value within the state’s own court system
generdly are not binding on federa courts. King v. Order of United Commercial
Travelers, 333 U.S. 153, 160-62 (1948). Consequently, the alleged jury decision in the
case cited to by taxpayers should not be given significant weight in the ingtant case,
particularly where taxpayers have not set forth any evidence indicating that taxpayer owned
the property that comprised his agency business.
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explicitly stated that “dl such property furnished by [State Farm] shal remain the property
of [State Farm].” (JA 51.) The Agreement also provided that --
Information regarding names, addresses, and ages of policyholders of [State
Farm]; the description and location of insured property; and expiration or
renewal dates of State Farm policies acquired or coming into your possession
during the effective period of this Agreement, or any prior Agreement, except
information and records of policyholders insured by [State Farm] pursuant to
any governmenta or insurance indudry plan or fadlity, are trade secrets wholly
owned by [State Farm]. All forms and other materias, whether furnished by
State Farm or purchased by you, upon which this information is recorded shall
be the sole and exclusive property of [State Farm].
(Id.) Further, the Agreement expressly provided that taxpayer was not able to sdll, assign or
pledge the Agreement or any interest thereunder unless State Farm agreed thereto by prior
written consent. (JA 55.) Plainly, the assets comprising taxpayer’ s business were never his
property.
b. Taxpayer Did Not Own Goodwill That Could Be Sold
Taxpayers attempt to finesse their lack of a capital asset to sl by hypothesizing that
taxpayer sold goodwill to State Farm. The Tax Court correctly regjected this argument.
Goodwill isthe expectancy of continued patronage for whatever reason. Boe v.
Commissioner, 307 F.2d 339, 343 (9th Cir. 1962). However, goodwill is not a capital
ast that can be transferred with nothing more. To qudify as the sdle of goodwill, the
taxpayer must demongtrate that he sold “the business or apart of it, to which the goodwill

attaches.” Elliott v. United States, 431 F.2d 1149, 1154 (10th Cir. 1970); see also

Vaaler, 454 F.2d at 1123; Webster Investors, Inc. v. Commissioner, 291 F.2d 192, 195
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(2d Cir. 1961); Commissioner v. Chatsworth Sations, Inc., 282 F.2d 132, 136 (2d Cir.
1960).

For example, in Vaaler, the taxpayer entered into a contract to act as agenera agent,
on an independent contractor basis, for an insurance company. 454 F.2d at 1121. The
contract provided that, if it was terminated, the insurance company would have the first
option to purchase from the agent “dl of hisclams, interests and rightsin palicies ... and
any renewasthereof ....” 1d. The contract was eventudly terminated, and the insurance
company exercised its option. The taxpayer received the payment due to him under the
contract, although no property was actudly transferred. 1d. at 1121, 1123. The taxpayer
argued that he had sold his* agency plant” to the insurance company in exchange for the
payment, but the Eighth Circuit ruled that the taxpayer had merdly relinquished his right to
render personal services asagenera agent. Id. at 1123. The court stated --

Nor can it be sad tha [taxpayer's] contract termination resulted in a transfer of

goodwill to [the insurance company]. ... “A sde of goodwill for tax purposes,

takes place * * * only when the business or a part of it, to which the goodwill
ataches is sold ...” As in Elliott, whatever goodwill the general agent (Vader)
bult up for the insurance company, while acting as its genera agent, resulted
from his sarvices as such agent and bdongs to the insurance company.

Whatever goodwill or business reputation he built up for himsdf as a generd

agent or as an insurance agent while he served the insurance company under the

genera agency contract, he retained.
Id. (internd quotations & footnotes omitted). See also Clark v. Commissioner, 67 T.C.M.
(CCH) 3105 (1994) (payments received upon termination of insurance agency management
contract were not in exchange for goodwill); Deal v. Commissioner, 32 T.C.M. (CCH)

216, 219 (1973) (payments for cancellation of insurance agency management contract
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were ordinary income because “the record is void of any evidence that petitioner built up
‘something of value, an organization, agoing concern, an agency, cdl it what you will,;
which was histo sdlI”); Brown v. Commissioner, 28 T.C.M. (CCH) 1330 (1969).

In the present case, the Agreement is sillent with respect to any goodwill devel oped
by taxpayer, dthough it does Sate that State Farm would make available to taxpayer “the
experience and technical knowledge acquired and developed over the years with respect to
sdling, underwriting and servicing insurance” and information and guidance asto sdes
promotion. (JA 50, 155.) Asnoted above, it dso explicitly providesthat dl information
regarding policies and policyholders, among other things, are trade secrets wholly owned
by State Farm. (JA 51.) In addition, taxpayer testified that he never compensated agents for
policies that were assigned to him and he did not receive payments for policies that were
assigned to other agents. (JA 155-57, 165.)

In any event, the record contains no evidence that taxpayer developed goodwill that
State Farm would purchase, other than taxpayer’ s Satement at trid that “[g]oodwill isa
sdable and tangible assat. | certainly over 34 years and paying dl the bills must have
accumulated some goodwill.” (JA 154-55.) Intheir brief, taxpayers assert that the loyalty
of taxpayer’ s customer base was to taxpayer and not to State Farm and, thus, taxpayer’s
relaionship with the customersis goodwill. (Br. 14.) However, taxpayers do not point to
any evidence in the record to support this contention. In addition, taxpayers argue that the
termination payments are payment for goodwill because they alowed the successor agent

to step into taxpayer’ sshoes. (Br. 14.) Whether the overal arrangement between taxpayer
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and State Farm accomplished thisresult is irrdlevant where, as here, there is no evidence

that goodwill was developed by taxpayer and sold to State Farm.®

c. Cases Relied on by Taxpayers Do Not Address the Issues Present
in this Appeal

In their brief, taxpayers point to severa cases to support their position that taxpayer
owned a capitd asset. In none of the cases cited to was the tax character of termination
payments (or smilar payments) directly at issue. For example, taxpayers citeto Cordova
v. Sate FarmIns., 124 F.3d 1145, 1147 n.1 (9th Cir. 1997), as evidence that “ State Farm
agents develop equity in an independent business” (Br. 13.) However, CordovaisaTitle
VIl action in which none of the issues reevant to this gpped were present. In the footnote
cited to by taxpayers, the court smply described the job postion for which the plaintiff
goplied. Additiondly, taxpayers cite to Norwalk v. Commissioner, 76 T.C.M. (CCH) 208
(1998), and MacDonald v. Commissioner, 3 T.C. 720 (1944), to demonstrate that taxpayer
developed sdable goodwill. (Br. 16-17.) In those cases, though, the courts merely held

that an individual employee’ s goodwill is not a salable asset of a corporation. These cases

°In their brief, taxpayers dlege that, under the instructions for IRS Form 8594, on
which taxpayer reported that he sold goodwill, an agent must report termination payments
asatrandfer of assets. (Br. 6.) Thisstatement ismideading. The ingtructions sate that
Form 8594 should be used by the buyer and sdller in the case of an “applicable asset
acquigtion,” i.e., certain transfers of a group of assets that makes up atrade or business.
The ingructions provide generd factors to consder in determining whether there has been
an gpplicable asset acquigtion. The ingtructions by no means require, or even suggest, that
the termination payments at issue be reported as atransfer of assets.
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do nothing to further taxpayers podtion that taxpayer developed goodwill that could be
sold, with nothing more, to State Farm.

Taxpayers dso cite to Milligan v. Commissioner, 38 F.3d 1094 (9th Cir. 1994), and
Jackson v. Commissioner, 108 T.C. 130 (1997), in which the courts determined whether
termination payments were “derived from atrade or business carried on by the individua”
for purposes of the salf-employment tax under I.R.C. 8 1402. The question of whether the
taxpayers owned a capitd asset was not directly at issue, and, in fact, the courts expressy
refused to rule on the question of whether the termination payments were capita gain.
Milligan, 38 F.3d at 1100; Jackson, 108 T.C. at 140. Although the concurring opinionin
Jackson,108 T.C. at 141, suggests that termination payments are for the sale or exchange
of acapita asset, this opinion is not controlling, and one of the three concurring judges,
who was the judge in the present case, disavowed the opinion after the issue was directly
before the court and fully litigated in the present case. (JA 205.)

Findly, taxpayers reliance on Johnson v. Commissioner, 53 T.C. 414 (1969),
Kenney v. Commissioner, 37 T.C. 1161 (1962), and Aitken v. Commissioner, 35 T.C. 227
(1960), is misplaced because, in those cases, there was clear evidence that the taxpayers
owned the capita assets that comprised their insurance agency businesses, and the
taxpayers sold their businesses to the insurance agencies pursuant to contracts that were
unguestionably purchase agreements. In the instant case, there is no evidence that taxpayer

owned the capita assets comprising his agency business, and, as discussed in more detall
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infra, there is absolutely no evidence in the Agreement or otherwise that State Farm
contemplated a purchase of any of taxpayer’s purported assets.

On the other hand, arguments substantially smilar to those raised by taxpayers here
have repeatedly been rgected. For example, in Schelble, 130 F.3d 1388, 1394, aretired
insurance agent argued that “ extended earnings’ payments that he received upon the
termination of hisinsurance agency agreement were received in exchange for the sde of
his agency business and goodwill. The Tenth Circuit rgected the argument, finding that
there was “no evidence in the record of vendible assets” because the agency agreement
provided that dl copies of palicies, endorsements, policy records, manuas, materias and
supplies were the property of the insurance company. Id. at 1394-95. Similarly, in Foxe,
53 T.C. 21, an insurance agent argued that payments made to him upon the termination of
his employment contract were congderation for the sde of his agency business. The Tax
Court found that “even if the petitioner did build up an organization of vaue, it was not his
to sdl, since [the insurance agency] under the contract owned al the property comprising
such organization.” Id. a 26. Findly, in Erickson v. Commissioner, 64 T.C.M. (CCH) 963
(1992), aff'd, 1 F.3d 1231 (1993) (table), aterminated insurance agent argued that
payments made to him under a post-termination agreement congtituted proceeds from the
sde of hisinsurance business. The Tax Court regjected the argument because there was no

express sales agreement and no evidence of vendible business assats. 1d. at 967-68.
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In sum, taxpayers did not sustain their burden of proving that taxpayer owned a
capital asset that could be sold to State Farm. Thus, the Tax Court’ s finding that taxpayer
did not own a capital asset that could be sold to State Farm is not clearly erroneous.

2. The Tax Court Correctly Found that Taxpayer Did Not Receive

Termination Payments as Consideration for the Sale or Exchange of a
Capital Asset

To qudify for capital gains treatment, the taxpayer must demondrate thet the
income was received pursuant to a sale or exchange of a capita asset. |.R.C. § 1222(3).
“*A sde, in the ordinary sense of the word, isatransfer of property for afixed pricein
money or itsequivalent,’ it isacontract ‘to pass rights of property for money,-- which the
buyer pays or promisesto pay to the sdler.”” Commissioner v. Brown, 380 U.S. 563, 571
(1965) (interna quotations & citations omitted). However, where a contract is discharged
by payment in accordance with its terms, there isno sae or exchange of any property. See
Soray Water Power & Land Co. v. Commissioner, 20 T.C.M. (CCH) 353 (1961); Estate
of Abell v. Commissioner, 5 T.C.M. (CCH) 969 (1946); Gann v. Commissioner, 41 B.T.A.
388 (1940). Inthis case, the Tax Court correctly found that taxpayers presented no
evidence that the termination payments were made in consderation of asde of capita
assets by taxpayer to State Farm.

a. Agent’s Agreement Contains No Indicia of Sale
The parties agree that, at al times during his affiliation with State Farm, taxpayer’s

relaionship with State Farm was governed by a series of agent’s agreements. (JA 14.) The

Agreement provides that it congtitutes the entire agreement between the parties and that no
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other agreements are vaid unless they are in writing and signed by both taxpayer and State
Farm. (JA 55.) Quitetdlingly, inther brief, taxpayers do not point to anything in the
Agreement indicating that a sdle occurred in this case.
i. Agreement Is Not a Sales Contract On Its Face

Taxpayers had the burden of proving that the termination payments were paid for the
sde of taxpayer’ s business, a notion defeated by the terms of the Agreement (JA 50-55)
and wholly unsupported by the factud record below. Firg, the termination payments are
provided for in an agency agreement, not in a sales contract for the purchase of a business.
Second, the Agreement contains absolutely no language suggesting thet it is a contract for
the sdle of abusiness. The Agreement does not refer to a sdller, a purchaser, or property to
be sold. Nor doesit contain a purchase price or attempt to alocate a purchase price to the
assets alegedly being purchased, as required under Rev. Rul. 55-79, 1955-1 C. B. 370 (in
the sdle of a sole proprietorship, transferred assets must be identified and characterized).
Third, taxpayer had no ability to negotiate the terms of the Agreement; instead, State Farm
unilateraly determined the terms of the Agreement, and taxpayer could merely accept or
reject them. (JA 176.)

Furthermore, the termination payments do not represent either party’ s bargained-for
consderation for the purchase of abusiness. Ingtead, the termination payments are
determined under aformula that was established at the time the Agreement was executed
(i.e., 1977) and are based on a percentage of taxpayer’ s compensation for the twelve

months prior to the date of termination. (JA 15-16, 52-54.) Thus, it smply is far-fetched



-25-
to suggest that the parties would execute a binding contract (i.e., the Agreement) for the
sde of abusness under which the date of sde is completely unknown and under which the
sdes price is completely unknown.

To the contrary, it is gpparent that the Agreement does no more than set the terms
for the provison of services by taxpayer to State Farm. For example, the Agreement states
that taxpayer’ s principa occupation was the fulfillment of the Agreement and that he was
required to sdl insurance exclusvely for State Farm. (JA 51.) The Agreement provides
that taxpayer was to operate as an independent contractor, solicit gpplications for insurance,
collect payments, and assst State Farm policyholders. (JA 50.) Under the Agreement,
State Farm agreed to advertise its product and provide taxpayer with promotional materials.
(JA 51)) State Farm agreed to make available to taxpayer “the experience and technica
knowledge acquired and devel oped over the years with respect to selling, underwriting and
servicing insurance,” and to provide information and guidance as to operation of the agency,
new produces and ideas, service and procedures, and sales promotions.” (JA 50.) Plainly,
the Agreement was a contract for services and nothing more.

The Tax Court rejected an argument Smilar to taxpayers in Erickson. In that case,
discussed on page 23, supra, the taxpayer was a terminated insurance agent who received
continuing benefits based on renewd commissons. After disoutes with other agents, a
“settlement agreement” was entered into providing for fixed monthly benefits, without

reference to renewa commissions. The agreement contained a covenant not to compete,
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and the taxpayer contended that payments made under the settlement agreement were from

the sdle of hisbusiness. In rgecting this argument, the court explained:
The covenant not to compete is as likdy to appear in an agreement terminating
petitioner's agency as in an agreement of sde. In fact, a Imilar covenant
appeared in the leveling agreement.  Petitioners dso miss the point in arguing
that the setlement agreement makes no mention of past, present, or future
commissons. More important to us is the absence of any language suggesting
that the agreement representsasae.

Erickson, 64 T.C.M. (CCH) at 967. See also Schelble, 130 F.3d at 1394-95.° Inthe

present case, the Tax Court correctly concluded that the lack of a sales agreement between

taxpayer and State Farm and the lack of evidence in the record of any vendible business

assats transferred under the Agreement defeats any argument that a sde of abusness

occurred.

®In the instant case, taxpayer dso argues that he entered into a covenant not to
compete that isinseparable from his purported sale of goodwill to State Farm, and,
consequently, dl condderation must be dlocated to goodwill and is taxable as capitd gain.
(Br. 26.) Generdly, consderation for a covenant not to compete is ordinary income.
Baldarélli v. Commissioner, 61 T.C. 44, 48 (1973). If the taxpayer can show that, in asae
of capital assets, the parties did not intend for the covenant to have independent value, then
congderation for the covenant is dlocated to goodwill and treated as capitd gain. Schulz v.
Commissioner, 294 F.2d 52, 55 (9th Cir. 1961); Peterson Mach. Tool, Inc. v.
Commissioner, 79 T.C. 72, 81 (1982). (Taxpayersrefer to an outdated and disfavored legal
standard, i.e., whether the covenant is* separable’” from the sde of goodwill. (Br. 26); see
Major v. Commissioner, 76 T.C. 239, 248 n.8 (1981) (referring to Wilson Athletic Goods
Mfg. Co. v. Commissioner, 222 F.2d 355 (7th Cir. 1955).) For this principle to apply,
there must first be asdle of capital assets and goodwill. As discussed above, taxpayers did
not saisfy their burden of proving that a sde or exchange of capita assets occurred, and, in
any event, taxpayers have not gpplied the correct legd test or attempted to satisfy their
burden of proof ontheissue. Thus, the Tax Court correctly found that the portion of the
termination payments attributable to the covenant not to compete contained in the
Agreement (JA 52) isordinary income. (JA 227.)
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That the Agreement does not represent a contract for the sale of taxpayer’ s business
is readily apparent when compared with those cases in which the courts have found that
such asae occurred. In Kenney, the Tax Court found there was a sdle of acapital asset
where the agreement transferring the taxpayer’ sinterest in the insurance agency was
entitled a“ Business Purchase Agreement,” the agreement contained specific language that
the taxpayer “ hereby sdlls, assgns and transfersto [the] Company” the business of the
insurance agency, the parties negotiated the sales price through offers and counteroffers,
and the contract was negotiated at the time of the actual sale. 37 T.C. at 1164-65.

Smilaly, in Commissioner v. Killian, 20 T.C.M. (CCH) 376, 377 (1961), aff'd, 314 F.2d

852 (5th Cir. 1963), the sales agreement specificaly recited that the taxpayer “ desiresto

sl dl hisright, title and interest in” the insurance agency. See also Johnson, 53 T.C. at

418; Aitken, 35 T.C. 227. In stark contrast, the Agreement here contains no such language.
ii. Agreement Is Not, In Substance, A Sales Contract

Taxpayers suggest that the Agreement, in substance, is a contract for the sale of
taxpayer’ sbusness. (Br. 18, 21.) They alege that the amount of the termination payments
is congstent with the “benchmark typicaly used to vaue insurance agencies.” (Br. 25.)
However, taxpayers do not cite to any evidence in the record to support this
characterization. Moreover, this argument ignores the principle that ataxpayer may not
disregard the form of his own transaction: “[W]hile ataxpayer isfree to organize his
affairs as he chooses, nevertheless, once having done so, he must accept the tax

consequences of his choice, whether contemplated or nat, ... and may not enjoy the benefit
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of some other route he might have chasen to follow but did not.” Commissioner v. Nat’|
Alfalfa Dehydrating & Milling Co., 417 U.S. 134, 149 (1974); see also McCoy Enters.,,
Inc. v. Commissioner, 58 F.3d 557, 561-62 (10th Cir. 1995); Crouch v. United States,
692 F.2d 97, 99-100 (10th Cir. 1982); Commissioner v. Danielson, 378 F.2d 771, 775
(3d Cir. 1967); Dakan v. United States, 492 F.2d 1192, 1199 (Ct. Cl. 1974). Thetax
conseguences flow from the agreement as written, not from subsequent alegations of what
might have been intended by the contracting parties. See Lane Bryant, Inc. v. United
Sates, 35 F.3d 1570, 1574-76 (Fed. Cir. 1994). In any event, the Agreement is Ssmply not,
in form or substance, a contract for the sae of taxpayer’s business.
b.  Termination Payments are Not a “ Buy Out” of Taxpayer’s Business

Taxpayers contend that the termination payments are consideration for State Farm's
“buy out” of taxpayer’s agency business. (Br. 20.) Thereisno evidence in the record to
support this contention, other than taxpayer’ s testimony that he was under the “impression”
that the termination payments would be made for a buy-back of hisbusiness. (JA 131.)
Moreover, & trid, Bolt testified that State Farm never offered to buy back an agent’s
business because State Farm aways owned the business and that State Farm has never
bought, paid for or negotiated a contract for the purchase of an agent’s goodwill. (JA 200.)
With respect to the termination payments, he ated that they are “ contingent contractud

payments’ designed to ensure the loyalty of State Farm'’s agency force. (JA 176, 184-85.)
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Taxpayers cite to anumber of casesthat purportedly establish that the termination
payments relate to a“buy out” of taxpayer’sbusiness.” Darden v. Nationwide Mut. Ins.
Co., 922 F.2d 203, 208 (4th Cir. 1991), rev'd, 503 U.S. 318 (1992); Wolcott v.
Nationwide Mut. Ins. Co., 664 F. Supp. 1533, 1538 (S.D. Ohio 1987), aff'd in part and
rev'din part, 884 F.2d 245 (6th Cir. 1989); Petr v. Nationwide Mut. Ins. Co., 712 F.
Supp. 504, 506-07 (D. Md. 1989). However, theissuein all of those cases was whether
Nationwide Mutua Insurance Company’ s post-termination plan for insurance agents was a
pension plan for purposes of the Employee Retirement Income Security Act of 1974
(ERISA). Specificdly, taxpayers claim that the Fourth Circuit, in Darden, characterized
termination payments as relating to abuy out. (Br. 19-20.) In Darden, the court merely
quoted Fraver v. N.C. Farm Bureau Mut. Ins. Co., 801 F.2d 675, 678 (4th Cir. 1986), in
which the court tated that termination benefits are “in the nature of abuy-out.” 922 F.2d at
208. In Darden, there was no factua analyss of whether post-termination payments were
paid in exchange for the purchase of property. Moreover, in Fraver, the court analyzed
North Carolina Farm Bureau Mutua Insurance Company’ s termination plan and determined
that it did not come within the provisions of ERISA. While the court did Sate thet the

benefits are “in the nature of abuy-out,” the court did not characterize the termination plan

" We note that the term “buy out” is not used in the Internal Revenue Code. 1.R.C. §
1001 tates the method by which gain or lossis computed from the “sale or other
disposition of property.” To the extent non-tax cases refer loosdly to a*“buy out,” for
taxpayers to derive any benefit from such cases, they must identify, for purposes of
applying 1.R.C. 8 1001, the property being disposed.
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as the sale of abusiness and made no mention of the sale or transfer of any property.
Indeed, the Fraver court dso stated that the post-termination benefits “are like afina
commission, paid over an extended term.” 801 F.2d at 678.

In addition, that the successor agent in the present case was assigned most of
taxpayer’s policies, established an office close to taxpayer’ s office, hired two of taxpayer’'s
employees and retained taxpayer’ s telephone number isirrdevant. Taxpayer was neither
compensated under the Agreement nor required under itstermsto adlow State Farm or the
successor agent to take any of these actions. Similarly, taxpayers argument that the
successor agent essentialy bought taxpayer’ s business by accepting reduced commissions
on assigned policiesis without merit. (Br. 19.) Taxpayers point to no evidence in the
record to support this but rather base this contention on hypothesizing dictum from the
concurring opinion in Jackson. In addition, taxpayers ignore taxpayer’ s testimony &t tria
that State Farm agents do not pay one another for assigned policies. (JA 156.) This
argument also ignores the fact that agents receive reduced commissions on policies that are
assigned to them when policyholders move into their geographic region from another
agent’ s region and when State Farm acquires new business through a merger, purchase,
governmental action or insurance industry agreement. (JA 60-61, 156-57.)

In conclusion, because there is no evidence in the record and, particularly, in the
Agreement that taxpayer sold his agency business to State Farm, the Tax Court’ s finding
that taxpayers failed to satisfy their burden of proving that the termination payments were

made in congderation of a sde or exchange of taxpayer’s busness in not clearly erroneous.
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3. Because the Termination Payments Do Not Result From the Sale or
Exchange of a Capital Asset, They Are Ordinary Income

Taxpayers make much of the fact that some courts have opined that termination
payments do not congtitute deferred compensation, commissions or payments for services
for purposes of the self-employment tax, |.R.C. 8§ 1401 et seq. (Br. 9, 10, 15, 24-25, 29.)
They conclude, therefore, that “the only logicd explanation is thet they were designed to
compensate [taxpayer] for something he devel oped during the 34 years he operated his
business” athough they did not present any evidence below to support this* explanation.”
(Br. 15.) In addition, they assert that taxpayer had an “absolute and indefinite right to
continue to market to the customers he developed,” that “[a]t termination, he surrendered
thisright,” and, thus, there was a sale of taxpayer’s contract rights. (Br. 22.) However,
taxpayers ignore the long line of cases holding that not al contract rights condtitute capitd
assets and that payments made in consderation of the cancellation of a contract for
persond services, such asthe Agreement, are ordinary income.

“[1]t has long been settled that a taxpayer does not bring himsalf within the capital
gains provison merdy by fulfilling the smple syllogism that a contract normdly
condtitutes ‘ property,’ that he held a contract, and that his contract does not fal within a
specified excluson [lised in I.R.C. § 1221].” Vaaler, 454 F.2d at 1122; see also Gillette
Motor Transp., 364 U.S. at 134-135. In addition, in an opinion adopted by this Court, it
was held that “courts have quite uniformly held that contracts for performance of persond

sarvices are not capital assets and the proceeds from their transfer or termination will not
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be accorded capital gainstreatment.” Lozoff v. United States, 266 F. Supp. 966, 970 (E.D.
Wis. 1967), aff'd, 392 F.2d 875 (7th Cir. 1968) (Court explicitly adopted opinion of
digtrict court); see also Md. Coal & Coke Co. v. McGinnes, 350 F.2d 293 (3d Cir. 1965);
Holt v. Commissioner, 303 F.2d 687 (9th Cir. 1962); Gordon v. Commissioner, 262 F.2d
413 (5th Cir. 1958).

With respect to payments made upon the termination of insurance agency contracts,
numerous courts have held that the former insurance agents received consideration for the
relinquishment of their rights to perform services and receive ordinary income and,
consequently, the payments were a subgtitute for the future income the agents would have
received. As such, the payments were ordinary income. See Vaaler, 454 F.2d at 1122-

1123; Elliott, 431 F.2d at 1154, 1156; Deal, 32 T.C.M. (CCH) 216; Brown, 28 T.C.M.
(CCH) 1330; Foxe, 53 T.C. at 26-27. For example, in Vaaler, a case regarding the tax
trestment of a payment made to a generd insurance agent upon termination of his agency
contract, discussed on pages 18-19, supra, the Eighth Circuit Sated that --

[the taxpayer's] right under the contract to future commissions (earnings)

thereby came to an end. Such commissions had they been earned would have

constituted ordinary income. Thus, we hold tha the lump sum pad for the
exingushmet of the right to render such services and to earn such
commissons conditued ordinary income. * * * [The taxpayer] tedtified that
over the 14 year period he built up an “agency plant” .... The short answer is that
[the taxpayer] transferred nothing to [the insurance company]. On February 28,
1961, his services as genera agent came to an end. The Generd Agency

contract was not sold or exchanged but was cancelled, and terminated.

454 F.2d at 1123.
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Similarly, as taxpayers sate in their brief, prior to termination, taxpayer had an
absolute right to sl paliciesto his customers and derive commissions from the sdes.
(Br. 23)) Upon termination of the Agreement, taxpayer “surrender[ed] hisright to solicit
business from his cusomers in exchange for termination payments.” (Br. 22.) Asinthe
preceding cases, there was no sale or exchange of his contract rights; instead, the
Agreement was terminated pursuant to itsterms. (JA 52.) Consequently, the termination

payments condtitute ordinary income.
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CONCLUSION

Based on the foregoing, the Tax Court’ s ruling that the termination payments are

ordinary incomeis not clearly erroneous and should be affirmed.
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