Warren L. Baker, Jr. and Dorris J. Baker v. Commissioner of Internal
Revenue, 118 T. C. 452 (2002)

In Baker v. Comm’r, the U. S. Tax Court ruled that a termination payment received
by a retired State Farm insurance agent was ordinary income, not capital gain.
Warren Baker argued the payment was for the sale of his agency’s goodwill, but the
court found he did not own or sell any capital assets. This decision clarified that
such payments to insurance agents upon retirement are taxable as ordinary income,
impacting how similar future payments will be treated for tax purposes.

Parties

Warren L. Baker, Jr. and Dorris J. Baker, as petitioners, brought the case against the
Commissioner of Internal Revenue, as respondent. At the trial level, they were
referred to as petitioners and respondent, respectively.

Facts

Warren L. Baker, Jr. began working as an independent agent for State Farm
Insurance Companies (State Farm) on January 19, 1963, operating under the name
Warren L. Baker Insurance Agency. The agency sold policies exclusively for State
Farm. Baker’s relationship with State Farm was governed by a series of agent’s
agreements, the most relevant being executed on March 1, 1977. This agreement
classified Baker as an independent contractor and required him to return all State
Farm property upon termination, including records and policyholder information,
which State Farm considered its property. Baker’s compensation was based on a
percentage of net premiums, and he was also entitled to a termination payment
upon retirement, calculated based on a percentage of policies in force either at
termination or during the 12 months preceding it. Baker retired on February 28,
1997, after approximately 34 years of service, and received a termination payment
of $38,622 from State Farm in 1997. He reported this payment as a long-term
capital gain on his 1997 federal income tax return. The IRS, through the
Commissioner, disallowed capital gain treatment and determined the payment was
ordinary income.

Procedural History

The Bakers timely filed their 1997 federal income tax return, reporting the
termination payment as a long-term capital gain. The Commissioner issued a notice
of deficiency, reclassifying the payment as ordinary income and determining a
deficiency of $2,519 in federal income tax. The Bakers petitioned the U. S. Tax Court
for a redetermination of the deficiency, arguing that the termination payment was
for the sale of their agency, thus qualifying for capital gain treatment. The case was
assigned to Chief Special Trial Judge Peter J. Panuthos, and the court’s decision was
based on the standard of preponderance of evidence.
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Issue(s)

Whether the termination payment received by Warren Baker upon his retirement as
a State Farm insurance agent is taxable as capital gain or as ordinary income.

Rule(s) of Law

Under Section 1222(3) of the Internal Revenue Code, long-term capital gain is
defined as gain from the sale or exchange of a capital asset held for more than one
year. A capital asset, per Section 1221, is property held by the taxpayer that is not
excluded by specific categories. For a payment to qualify as capital gain, it must be
derived from the sale or exchange of a capital asset. Additionally, payments for
covenants not to compete are generally classified as ordinary income.

Holding

The U. S. Tax Court held that Warren Baker did not own a capital asset or sell a
capital asset to State Farm, nor did the termination payment represent proceeds
from the sale of a capital asset or goodwill. Therefore, the termination payment
received by Baker in 1997 was taxable as ordinary income, not as capital gain.

Reasoning

The court’s reasoning focused on several key points. First, it emphasized that Baker
did not own any capital assets to sell to State Farm, as all property used in the
agency, including policy records and policyholder information, was owned by State
Farm and returned upon termination. The court applied the legal test from Schelble
v. Commissioner, which requires evidence of vendible business assets to support a
finding of a sale. The court found no such evidence in Baker’s case. Furthermore,
the court rejected the argument that the termination payment represented the sale
of goodwill, noting that Baker did not sell the business or any part of it to which
goodwill could attach. The court also considered the covenant not to compete
included in the termination agreement, concluding that payments for such
covenants are typically classified as ordinary income. The court’s analysis included a
review of relevant case law, such as Foxe v. Commissioner and Jackson v.
Commissioner, to support its conclusion that the termination payment was not
derived from a sale or exchange of a capital asset. The court also noted that it did
not need to allocate any part of the payment to the covenant not to compete since
the entire payment was classified as ordinary income.

Disposition

The U. S. Tax Court entered a decision for the Commissioner, affirming the
determination that the termination payment received by Warren Baker was taxable
as ordinary income.

Significance/Impact
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Baker v. Comm’r is significant because it clarifies the tax treatment of termination
payments received by insurance agents upon retirement. The decision establishes
that such payments are not considered proceeds from the sale of a capital asset or
goodwill and must be treated as ordinary income. This ruling has implications for
similar arrangements in the insurance industry and potentially in other sectors
where termination payments are common. Subsequent courts have relied on this
decision when addressing similar tax issues, reinforcing its impact on legal practice
and tax planning for retiring professionals. The case also highlights the importance
of clearly defining property ownership and sale terms in employment or agency
agreements to avoid misclassification of termination payments for tax purposes.
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