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MVEMORANDUM OPI NI ON

WHALEN, Judge: This case is before the Court to decide
petitioners’ nmotion for an award of reasonable litigation
and adm ni strative costs in which they seek attorney’s fees

and expenses of $5,959. 87.



- 2 -

Nei t her petitioners’ notion nor respondent’s response
thereto requests an evidentiary hearing, and the Court
concl udes that such a hearing is unnecessary for the
di sposition of petitioners’ notion. See Rule 232(a)(2),
Tax Court Rules of Practice and Procedure. W w | decide
petitioners’ notion on the basis of the record in this case,
i ncluding petitioners’ notion, respondent’s response, and
the various exhibits attached thereto. At the tinme they
filed their petition, petitioners resided at Mrris,

M nnesot a.

Backgr ound

Respondent determ ned deficiencies in petitioners’
sel f-enpl oynent taxes for 1994 of $5,139 and for 1995 of
$5, 048. Respondent’s determ nati on was based upon the
contention that certain paynents received frompetitioners
farm ng corporation constituted “net earnings fromself-
enpl oynment” pursuant to section 1402(a)(1l) of the Internal
Revenue Code. Hereinafter, all section references are to
t hat Code unl ess stated ot herw se.

As a general rule, section 1402(a)(1l) defines “net
earnings fromself-enploynent” to exclude rentals of farm
| and and personal property, but it sets forth an exception

to the general rule if the rental income is derived under an
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arrangenment that requires the material participation of the
owner or tenant in the production or managenent of the
agricultural or horticultural comodities on the rented

| and. Section 1402(a)(1) provides that in conputing the
income to be included in “net earnings fromself-

enpl oynment " :

there shall be excluded rentals fromreal estate
and from personal property |eased with the real
estate (including such rentals paid in crop
shares) together with the deductions attributable
thereto, unless such rentals are received in the
course of a trade or business as a real estate
deal er; except that the preceding provisions of
this paragraph shall not apply to any inconme
derived by the owner or tenant of land if (A) such
incone is derived under an arrangenent, between

t he owner or tenant and anot her individual, which
provi des that such other individual shall produce
agricultural or horticultural commodities

(it ncluding lIivestock, bees, poultry, and fur-
bearing animals and wildlife) on such | and, and
that there shall be nmaterial participation by the
owner or tenant (as determ ned without regard to
any activities of an agent of such owner or
tenant) in the production or managenent of the
production of such agricultural or horticultural
commodities, and (B) there is material participa-
tion by the owner or tenant (as determ ned w thout
regard to any activities of an agent of such owner
or tenant) wth regard to any such agricul tural or
horticul tural comodity * * *

Petitioners filed a petition for redeterm nation of the
deficiencies determ ned by respondent. Wile the case was

pendi ng, petitioners mailed a docunent purporting to be a
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“qualified offer”, as defined by section 7430(g), which
states: “The taxpayers as their qualified offer agrees
[sic] to establish as the taxpayer’'s [sic] liability
(determ ned without regard to interest) by agreeing to pay
to the United States $0.” Petitioners mailed the “qualified
offer” nore than 30 days before the case was called fromthe
trial calendar. See sec. 301.7430-7(c)(7), Proced. & Adm n.
Regs. When the case was subsequently called fromthe trial
cal endar, the parties filed a stipulation of settlenent
in which they agreed, as

a basis of settlenent * * * that the issue

relating to the applicability of self-enploynent

tax on these rental paynents is the sane as the

i ssue in Johnson v. Conm ssioner, docket No. 7536-

98 (the controlling case) * * * [and] shall be

resolved as if the petitioners in this case were
the sane as the taxpayers in the controlling case.

I n due course, the Court issued its opinion in the

controlling case, Johnson v. Comm ssioner, T.C Meno. 2004-

56, in which we held that the amounts reported by the

t axpayers for taxable years 1993, 1994, and 1995 as rents
fromtheir wholly owned corporation for the | ease of their
farm and and personal property are not included in “net
earnings fromsel f-enpl oynent” under section 1402(a)(1l) and

are not subject to self-enploynent tax. In deciding that
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case, this Court followed the anal ysis of the Court of
Appeals for the Eighth Crcuit, the governing circuit, in

McNamara v. Conmi ssioner, 236 F.3d 410 (8th G r. 2000),

revg. and remandi ng Bot v. Conm ssioner, T.C Meno. 1999-

256, Henner v. Conm ssioner, T.C. Mnob. 1999-306, and

McNamara v. Conmm ssioner, T.C. Menp. 1999-333, and hel d that

there was no nexus between the rental paynents at issue and
the oral agreenment between the taxpayers and their farm
corporation under which the taxpayers were to materially
participate in the corporation’s production of agricultural
comodi ties.

Di scussi on

According to petitioners, the decision of this Court

in Johnson v. Conmmi ssioner, supra, “dictates that Curtis

and Mary Ettesvold do not owe the additional self-enploynent
taxes that were assessed agai nst them by the Internal
Revenue Service.” Accordingly, they contend that they are
to be treated as the “prevailing party”, pursuant to section
7430(c)(4)(E), on the ground their tax liability is “less
than the ‘qualified offer’ that they offered to the Internal
Revenue Service.” Petitioners further assert that they had
exhausted their adm nistrative renmedi es available within

the I nternal Revenue Service, that they had not unreasonably
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protracted the instant proceedings, and that they neet the
net worth requirenment inposed by section 7430(c)(4)(A) (il).

Respondent concedes that petitioners have substantially
prevailed with respect to the nost inportant issue in the
case, that they had not unreasonably protracted this
proceedi ng, and that they neet the net worth requirenent.
Nevert hel ess, respondent contends that petitioners are not
entitled to an award of any fees or costs under section
7430.

Respondent’ s position is based upon four points.
First, respondent contends that, contrary to petitioners’
assertion, petitioners did not exhaust their admnistrative
remedies within the Internal Revenue Service as required by
section 7430(b)(1). Second, respondent contends that the
qualified offer rule, on which petitioners rely, is
i nappl i cabl e because any judgnment in this case will be
i ssued pursuant to a settlenent, not pursuant to a judicial
determ nation and, further, because petitioners’ tax
liability may be nore than the anmount offered in their
qualified offer. Third, respondent contends that the
position of the United States was substantially justified,

with the result that petitioners are not to be treated as
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the prevailing party. Finally, respondent raises a factual
guestion about the fees and costs sought by petitioners.

At the outset, we note that petitioners styled their
nmotion “Mdtion for Award of Reasonable Litigation and
Adm ni strative Costs”. In fact, however, the anount sought
by petitioners, $5,959.87, consists entirely of attorney’s
fees and expenses for services in connection with the
i nstant Tax Court proceeding. As the affidavit attached to
petitioners’ notion nakes clear, all of those services were
provi ded after subm ssion of the “qualified offer”, which
t ook place approximtely 4 years after the filing of
petitioners’ petition in this Court. Thus, the attorney’s
fees and expenses which petitioners seek in the instant
notion are litigation costs, not adm nistrative costs.

See sec. 301.7430-4(c)(3)(ii), Proced. & Adm n. Regs.

We agree with respondent’s first point. On the basis
of our review of this case, we cannot determ ne that
petitioners exhausted the adm nistrative renmedi es avail able
to themwithin the Internal Revenue Service, as required by
section 7430(b)(1). 1In such a case, section 7430(b) (1)
provi des that “A judgnment for reasonable litigation costs
shal | not be awarded under subsection (a) [of section

7430]". See sec. 7430(b)(1). Accordingly, we wll deny
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petitioners’ notion on the basis of the |[imtation inposed
by section 7430(b)(1). W need not, and do not, reach the
ot her issues raised by respondent.

Respondent’s response to petitioners’ notion points out
that a 30-day letter was issued to petitioners. See sec.
601. 105(d), Statenment of Procedural Rules. A copy of that
30-day letter is attached as an exhibit to respondent’s
response. The letter pointed out that if petitioners did
not agree with the proposed changes in their 1994 and 1995
returns, then they could obtain a conference with the
Regi onal O fice of Appeals. The 30-day letter also
expl ai ned the steps necessary to obtain such an Appeal s
conf er ence.

Respondent’s brief further represents that after
issuing the 30-day letter, respondent’s agent contacted
petitioners’ representative. According to respondent’s
response, petitioners’ representative advised the agent that
petitioners did not agree to the adjustnent, but they would
not file a protest. Petitioners’ representative reconmended
that the agent issue a notice of deficiency.

The 30-day letter issued to petitioners proposes
increasing their net earnings fromself-enploynment for 1994

and 1995 by the amount of the real estate rental paynents
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received fromtheir farmcorporation in each of those years.
These are the same adjustnents that respondent determ ned in
the notice of deficiency which is the subject of this case.
As set forth in the 30-day letter sent to them petitioners
had the right to appeal the proposed adjustnent to the
Appeal s Ofice. See sec. 601.106(b), Statenent of
Procedural Rules. Petitioners chose not to pursue an
adm ni strative appeal wthin the Internal Revenue Service
of the adjustnents proposed in the 30-day letter.

The regul ati ons pronul gated under section 7430 di scuss
the circunstances in which the admnistrative renedies
avai lable within the Internal Revenue Service shall be
deened to have been exhausted. See sec. 301.7430-1, Proced.
& Adm n. Regs. Generally, under those regulations a party
will not be deened to have exhausted the adm nistrative
remedies with respect to any tax matter for which an Appeal s
O fice conference is avail able under sections 601.105 and
601. 106, Statenent of Procedural Rules, unless the party
participates in an Appeals Ofice conference before filing
a petition in the Tax Court. See sec. 301.7430-1(b)(21)(i),

Proced. & Adm n. Regs.
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The regul ati ons under section 7430, requiring a party
to pursue admnistrative remedies within the Interna
Revenue Service, are subject to various |limted exceptions.
See sec. 301.7430-1(f), Proced. & Adm n. Regs. Petitioners’
noti on and acconpanying brief, however, give us no reason to
bel i eve that any such exception is applicable in this case,
nor do petitioners’ notion and brief suggest that the
statutory rule requiring exhaustion of admnistrative
remedies is otherw se unnecessary. The entire discussion
of this issue in petitioners’ brief is as follows: *“The
statutory notice of deficiency was issued by the Internal
Revenue Service on August 12, 1998. Curtis and Mary
Ettesvold pursued all of their admnistrative renedies.”

For the above reasons, we cannot determ ne, on the
basis of the record, that petitioners exhausted their
adm nistrative renedies in the Internal Revenue Service.

See sec. 301.7430-1(b)(1)(i), Proced. & Adm n. Regs.
Accordingly, we hold that petitioners are not eligible,
pursuant to the limtations of section 7430(b)(1), to be

awar ded reasonable litigation costs. See Haas & Associ ates

Accountancy Corp. v. Conm ssioner, 117 T.C. 48 (2001), affd.

55 Fed. Appx. 476 (9th Cr. 2003); Patel v. Conm ssioner,

T.C. Meno. 1998-306.
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I n accordance with the above,

An appropriate order wll

be i ssued.



