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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

PAJAK, Special Trial Judge: Respondent determ ned

deficiencies in petitioners' Federal inconme taxes in the anounts
of $2,507, $3,191, and $2,963, for the taxable years 1993, 1994,
and 1995, respectively. Al section references are to the

I nternal Revenue Code in effect for the years in issue.



FI NDI NGS OF FACT

The sol e issue for decision is whether rental paynents
received by petitioners from McNamara Farns, Inc. (MNamara
Farns), a corporation solely owned by petitioner M chael MNamara
(M. MNamara), are includible in petitioners' net earnings from
sel f-enpl oynent under section 1402(a)(1) and thus subject to
sel f - enpl oynent t axes.

Sone of the facts have been stipulated and are so found.
Petitioners resided in Bird Island, Mnnesota, at the tine the
petition was fil ed.

M. MNamara began farmng in 1977. M. MNamara has farned
for approximtely 21 years. M. MNamara operated the farmas a
joint venture with his wife until he incorporated the farmon
January 17, 1992. M. MNamara is the sol e sharehol der, officer,
and director of McNamara Farns. During the farm ng seasons,
McNamara Farns enpl oyed 10 to 20 enpl oyees and laid them of f
during the off-season.

McNamara Farns carries on its business on approxi mately
1,250 acres of farmand. MNamara Farns rents the farm and from
three |l andlords. Petitioners are one set of |andlords, and M.
McNamara's father is one of the other |andlords.

During the taxable years at issue, McNamara Farns rented 460
acres of farm and, including a house, frompetitioners under a

| ease characterized as a Cash Rent Farm Lease. Petitioners owned
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the 460 acres of farmland equally as joint tenants. MNamara
Farnms paid petitioners rent in the amounts of $45,620, $56, 168,
and $57,000 in 1993, 1994, and 1995, respectively.

McNamara Farnms used the land rented frompetitioners in its
farm ng operation to produce agricultural comodities such as
corn, soybeans, seed corn, sweet corn, and sugar beets.

On February 1, 1992, M. MNamara entered into a purported
Enpl oyment Agreenent with McNamara Farns, signed by M. MNamara
as President. The Enpl oynent Agreenent provided that M.
McNamara was to be the general manager of the business, that he
was to do field work, that he was to do marketing, that he had
the responsibility for security of machinery and inventory, that
he was to nmanage ot her enpl oyees, and that he was to do such
ot her usual and customary duties required by the agricul tural
producti on operation of McNamara Farns. |In essence, the
Agreenment menorialized al nost the sanme duties M. MNamara had
done since he began farm ng. The Enpl oynent Agreenment further
provi ded that any portion of conpensation not paid in kind (e.qg.,
grain crops) "will be subject to required FICA social security
tax and incone tax withholding.” The Enploynment Agreenent
provided that M. MNamara could participate in the MNamara
Farms medi cal reinmbursenent plan and that he would be provided

with medical insurance for hinself and his dependents.



M. MNamara woul d have continued to do the sane farm ng
j obs even if there had been no | ease agreenent.

On February 1, 1992, Ms. MNamara also entered into a
pur ported Enpl oynent Agreenent with McNamara Farns, signed by M.
McNamara as President. The Enpl oynent Agreenent provided that
Ms. MNamara was to performthe followi ng duties for the farm ng
busi ness: Bookkeepi ng, preparation of nmeals for enployees, field
wor k, assistance in providing security for machinery and
i nventory, and such other usual and customary duties as may be
del egated by the enployer fromtinme to tine. In essence, the
Agreenent menorialized al nost the sane duties that Ms. MNamara
had been performng since M. and Ms. MNamara began farm ng
together. The Enpl oynent Agreenent further provided that any
portion of conpensation not paid in kind (e.g., grain crops)

"Wl be subject to required FICA social security tax and i nconme
tax withholding." The Agreenent also provided that Ms. MNanmara
could participate in the McNamara Farns nedi cal reinbursenent

pl ans and that she woul d be provi ded nedi cal insurance coverage
for herself and her dependents.

For all 3 years in issue, petitioners filed their Forns 1040
income tax returns as married individuals filing joint returns.
M. MNamara stated his occupation was "farnmer” and Ms. MNamara
stated her occupation was "bookkeeper". On their Schedul es E

Suppl enmental | nconme and Loss, petitioners reported that they



received net rental income in the anounts of $19, 180, $24, 442 and
$22,671 in 1993, 1994, and 1995, respectively. On line 7, Wages,
salaries, tips, etc., of their Forns 1040, petitioners reported
that they received wages in the anbunts of $30,603, $30,466, and
$31, 252 for 1993, 1994, and 1995, respectively. El sewhere on
their 1993, 1994, and 1995 returns, M. MNamara and Ms.
McNanmara reported earnings from McNamara Farns of $28,019 and
$2,584, respectively (total of $30,603), $27,775 and $2, 691,
respectively, (total of $30,466) and $28,561 and $2, 691,
respectively (total of $31,252). Contrary to the terns of the
Enpl oyment Agreenents, McNamara Farns failed to w thhold Federa

i ncone taxes and State incone taxes fromtheir earnings.

McNamara Farns wit hhel d Federal |nsurance Contribution Act taxes
and Medicare tax for all 3 years fromtheir earnings.

In the notice of deficiency, respondent determ ned that the
real estate rental paynents petitioners received from MNamara
Farns during the taxable years at issue are includible in
petitioners' net earnings from self-enpl oynent under section
1402(a) (1), and thus subject to self-enploynent tax incone.
Respondent divided the anobunts equal ly between petitioners with
respect to self-enploynent incone and sel f-enpl oynent tax.
Respondent al so all owed petitioners a deduction for one-half of

the sel f-enpl oynent taxes inposed for the taxable years at issue.
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OPI NI ON
Section 1401 provides that a tax shall be inposed on the

sel f-enpl oynent incone of every individual. GCenerally, rentals
fromreal estate are excluded fromthe conputation of net
earnings fromself-enpl oynent. Sec. 1402(a)(1l). However
section 1402(a)(1l) also provides that rentals derived by the
owner or tenant of |and are not excluded fromthe conputation of
net earnings fromself-enploynent if:

(A) such income is derived under an arrangenent, between the
owner or tenant and another individual, which provides that
such ot her individual shall produce agricultural * * *
commodities * * * on such |land, and that there shall be
material participation by the owner or tenant * * * in the
production or the nmanagenent of the production of such
agricultural * * * comodities, and (B) there is materi al
participation by the owner or tenant * * * with respect to
any such agricultural * * * commodity;

In other words, as the regul ations under section 1402(a) (1)
provide in pertinent part, there is a special rule when:

The incone is derived under an arrangenent between the owner
* * * of land and anot her person which provides that such

ot her person shall produce agricultural * * * compdities on
such land, and that there shall be material participation by
the owmner * * * in the production or the managenent of the
production of such agricultural * * * commodities; and * * *
There is material participation by the owmer * * * with
respect to any such agricultural * * * commodity. [ Sec.
1.1402(a)-4(b)(1)(i) and (ii), Incone Tax Regs.]

Under those circunstances, such incone is characterized as
"includible farmrental incone". Sec. 1.1402(a)-4(b)(1), Incone

Tax Regs. The includible farmrental inconme received by the



owner pursuant to the arrangenment is considered earnings from
sel f-enpl oynent. 1d.

I n determ ni ng whet her conpensation is includible in
sel f-enpl oynent i ncone under sections 1401- 1403 such provisions
are to be broadly construed so as to favor coverage for Soci al

Security purposes. Braddock v. Conm ssioner, 95 T.C 639, 644

(1990). The rental exclusion in section 1402(a)(1l) is to be
strictly construed to prevent this exclusion frominterfering
wi th the congressional purpose of effectuating maxi mum coverage

under the Social Security unbrella. Johnson v. Comm ssioner, 60

T.C. 829, 832 (1973); GII v. Comm ssioner, T.C Meno. 1995-328.

Petitioners contend that the witten | ease agreenent does
not require material participation by petitioners in the farm ng
operations. Petitioners further contend that the rental incone
that petitioners received from McNamara Farns was cash rent from
real estate, and therefore should be excluded in determning
whet her petitioners had any net earnings from self-enpl oynent as
that termis used in section 1402(a)(1).

This Court has held that cash rental paynents were

includible in self-enploynent income in GIlI v. Conm ssioner,

supra. This is the sane conclusion this Court reached in two
simlar cases, decided after this case was heard. Bot v.

Conmi ssioner, T.C. Menp. 1999-256, and Hennen v. Conmi SSi oner,

T.C. Meno. 1999- 306. In Gll, this Court further held that
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paynments recei ved by husband-wife farners froma corporation were
earnings from sel f-enpl oynent subject to the self-enploynent tax.

In light of all the facts and circunstances, we nust decide
whet her petitioners received rental inconme from McNamara Farns
pursuant to an "arrangenent"” between the parties to produce
agricultural commodities on the farmw thin the neani ng of
section 1402(a) (1) (A).

In Mzell v. Comm ssioner, T.C. Menp. 1995-571, this Court

expl ai ned t hat:

The word "arrangenent" is defined as an agreenent.
Webster's Third New International Dictionary 120 (1993).
Wil e the concept of an agreenent certainly includes a
contractual agreenment, it is a broader concept that would

al so include other forns of agreenents not necessarily
arising fromstrict contractual rel ationships. Consistent
with its dictionary definition, in nost of the instances
where it is used in the Internal Revenue Code, the word
"arrangenent” refers to sonme general relationship or overal
under st andi ng between or anong parties in connection with a
specific activity or situation. GCenerally, it is not
limted only to contractual relationships, or used in a way
t hat suggests that its terns and conditions nust be included
in a single agreenent, contractual or otherw se. Congress
obvi ously recogni zed a distinction between a contract and

t he broader concept of an "arrangenent”, as is evident from
t hose sections of the Internal Revenue Code that nake
reference to both. * * *

McNamara Farns used the farm and to produce agricul tural
commodities such as corn, soybeans, seed corn, sweet corn, and
sugar beets. Wth respect to whether under the arrangenent
petitioners were to naterially participate in the farm ng

operations, we |look not only to the obligations inposed upon them



by the witten | ease, "but to those obligations that existed

within the overall schene of the farm ng operations which were to

t ake place" on their property. Mzell v. Comm ssioner, T.C
Menmo. 1995-571. (Enphasis supplied.) These include petitioners
obligations as |ongstanding participants in the farm ng busi ness
as well as the "general understanding between * * * [petitioners
and McNamara Farns] with respect to the production of
agricultural products”. 1d. Viewed in this light, the
arrangenment between petitioners and McNamara Farnms provided, or
contenpl ated, that petitioners materially participate in the
production of agricultural comodities on the farm and.

M. MNamara was candid as is evident fromthe foll ow ng
guestion during direct exam nation:

Q And what do you do for McNanmara Farns?

A | operate the farm | run the farmfromplanting to

har vest .

M. MNamara clainmed he nade all the managenent decisions. M.
McNamara asserted that his wife "was a honmenmaker and ran when she
was needed for, you know, neals or parts."” Before incorporation,
Ms. MNanmara did not do the bookkeeping, but otherw se perforned
the duties outlined above. M. MNamara tried to downplay his
wife's participation. Ms. MNamara did not appear in Court,
even though petitioners' trial nmenorandum stated that both

parties would testify. Under these circunstances, we are not
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required to accept the self-serving testinony of M. MNamara as

gospel . Tokarski v. Comm ssioner, 87 T.C. 74, 77 (1986).

Al t hough petitioners contend that the witten | ease agreenent did
not require themto materially participate in the farm ng
operations, the record supports a finding that petitioners played
a material role in the production of agricultural commodities
under an arrangenent with MNamara Farns.

For about 21 years through the taxable years at issue, M.
McNamar a perforned general farm ng services on the farmon a
regular and intermttent basis, as we detailed in the findings of
fact. Ms. McNamara failed to testify, but it is clear that for
a good nunber of years she did the sane. |In our view, these
"regularly perforned services are material to the production of
an agricultural commodity, and the intermttent services
performed are material to the production operations to which they
relate.” Sec. 1.1402(a)-4(b)(6), Exanple (1), Incone Tax Regs.

The regul ations provide in pertinent part, that if the
rental inconme is derived under an arrangenent between the owner
of land and anot her person which provides that such other person
shal | produce agricultural comodities on such |and, and that
there shall be material participation by the owner in the
production or the managenent of the production of such
agricultural commodities, and there is such materi al

participation by the owner, then the rental income received by
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the owner pursuant to the arrangenent is considered earnings from
sel f-enploynent. Sec. 1.1402(a)-4(b), Incone Tax Regs.
Accordingly, we find that the rental inconme is includible farm
rental income that is part of petitioners' net earnings from

sel f-enpl oynent under section 1402(a)(1l) for each of the taxable
years at issue.

We have considered all of the argunents presented by the
parties, and, to the extent not discussed above, they are w thout
merit or not relevant.

To reflect the foregoing,

Decision will be entered

for respondent.




