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Ps mai nt ai ned active nmenberships in an
agricultural cooperative, which processed and sold corn
produced by its nenbers. As active nenbers, Ps were
obligated to produce and deliver corn to the
cooperative regularly, and, during 1994 and 1995, they
met that obligation with corn they acquired froma
“pool” mai ntained by the cooperative. The cooperative
processed and sold the corn for Ps’ benefit and paid to
Ps val ue- added paynents for the corn. For Federal tax
pur poses, Ps reported the val ue-added paynents they
recei ved during 1994 and 1995 as proceeds fromthe sale
of capital assets and did not treat the anounts
recei ved as sel f-enpl oynent incone.

Hel d: During 1994 and 1995, Ps were engaged in
t he busi ness of acquiring and selling corn and corn
products for a profit. The val ue-added paynents were
derived from Ps’ business and nust be included in the
cal cul ation of Ps’ net earnings from self-enpl oynent
for purposes of determining Ps' liability for self-
enpl oynent t ax.
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Kat hryn J. Sedo, for petitioners.

Blaine C. Holiday, for respondent.

MARVEL, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone tax for 1994 and 1995 of $7,239 and
$13, 716, respectively.

The sole issue for decision is whether petitioners are
liable for self-enploynent tax under section 1401! on val ue- added
paynments that they received in 1994 and 1995 from an agri cul tural
cooperative of which they were active nenbers.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulation of facts is incorporated in our opinion by this
reference. Petitioners resided in Marshall, M nnesota, when the
petition in this case was filed.?

During all relevant years, Richard J. Bot (M. Bot) and
Phyllis Bot (Ms. Bot) owned and |ived on a 700-acre farmin
M nnesota. Before 1988, petitioners ran their farm operation,
grow ng crops such as corn, alfalfa, and soybeans and rai sing

livestock. 1In the fall of 1987, however, petitioners decided to

1Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. Monetary anmounts are rounded to the nearest doll ar
where appropri ate.

2Petitioners live in Texas from Novenber to April
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retire fromdaily farmng and entered into a witten farm
agreenent (the 1987 farm agreenent) with two of their sons,
Richard F. Bot and Bennett Bot (hereinafter referred to as the
sons). This agreenent was renewed orally each year. The 1987
farm agreenent required the sons to operate petitioners’ farm®“in
a good and husband-|i ke manner, and according to the usual course
of husbandry” and required petitioners to conpensate the sons by
paying themw th a “one-half part or share of all grains,
veget abl es, corn, soy beans and other crops so raised and secured
upon said farni.

The 1987 farm agreenent required petitioners to pay for half
of the costs of seed, fertilizer, and weed sprays and to provide
| and and machinery for the farm ng operation. The 1987 farm
agreenent al so gave petitioners the option of making maj or
repairs to or replacing equipnment, when necessary, but did not
require themto do so. The 1987 farm agreenent required the sons
to pay for half of the costs of seed, fertilizer, and weed
sprays; to furnish all |abor and pay all operating costs; to hau
and deliver crops for petitioners; and to keep petitioners’ farm
i npl ements in good repair. Under the 1987 farm agreenent,
petitioners and the sons were supposed to divide all Governnment
program ai d equal ly.

The arrangenent between petitioners and the sons during 1994
and 1995 foll owed the basic paraneters of the 1987 farm agreenent

but was broader. Under the arrangenent in effect for 1994 and
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1995, petitioners and the sons contributed equally to farm
expenses and shared equally in farmprofit or loss. During 1994
and 1995, crops grown on the farmwere either fed to farm
Iivestock or sold, and any profit generated fromthe farm
operation, including profit fromthe sale of crops and |ivestock,
was split approximately equally between petitioners and the sons.
Petitioners delegated to their sons the authority to decide
whet her crops raised on the farmwere to be fed to livestock or
sold on the open market. During 1994 and 1995, the sons sold
corn and soybeans in petitioners’ nanes because it was
econom cal | y advant ageous to do so.

Pursuant to the arrangenent in effect for 1994 and 1995,
petitioners paid part of the farm expenses. |In Novenber 1994 and
again in Novenber 1995, petitioners estimated the results of the
farm ng operation and wote checks to the sons to reinburse them
for petitioners’ share of farm expenses. |n Novenber 1994,
petitioners paid $25,000 to each son; in Novenmber 1995,
petitioners paid $35,000 to each son.® At the end of the year,
petitioners and the sons added up the inconme earned fromthe farm

operation, subtracted the farm expenses petitioners and the sons

SAl t hough the neno portion of each personal check witten in
1994 states that the check was for “corn purchased”, petitioners
admtted at trial that they paid the noney to reinburse the sons
for petitioners’ share of expenses incurred in the farm ng
oper ati on.
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had pai d, and cal cul ated how nuch of the farm operation’s profit
they each were entitled to receive.

Wth the exception of proceeds generated fromthe sal e of
corn in 1995 that were reported as proceeds fromthe sal e of
capital assets on Schedule D, Capital Gains and Losses,
petitioners reported their share of farmincone and expenses as
farmrental income and expenses on Fornms 4835, Farm Rental |ncone
and Expenses, attached to their 1994 and 1995 Forns 1040, U.S.
| ndi vi dual | ncone Tax Return.

M nnesota Corn Processors

In approximately 1982, a group of M nnesota farnmers forned
M nnesota Corn Processors (MCP), an agricultural cooperative
organi zed under the laws of Mnnesota.* MCP was incorporated to
handl e all aspects of dealing with agricultural products produced
by its nenbers and to performservices for its nenbers.

Under its articles of incorporation, MCP was authorized to
i ssue 30,000 shares of common stock and 100, 000 shares of
nonvoting preferred stock. Only “producers of agricultural
products * * * who reside in the territory served” by MCP coul d

hol d shares. A producer is any person “actually engaged in the

“MCP' s objective was to acconplish collectively what none of
its menbers could acconplish individually—process corn and
realize profits fromthe increased value of that processed corn.
Wt hout MCP's pool ed funds and processing facilities, its nmenbers
woul d have had to sell their corn, if any, to an elevator. Then,
any val ue added to the corn by processing the corn would have
been realized by others.
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production of one or nore of the agricultural products handl ed”
by MCP and includes |essors of |and who receive crop shares as
rent. A menber is any producer of agricultural products who is
eligible for nenbership in MCP and who has acquired a m ni nrum of
5 shares of MCP' s common st ock

Under its bylaws in effect during 1994 and 1995, MCP was
authorized to term nate any nenbership if an existing nenber was
no | onger eligible for nmenbership, a nenber failed to patronize
MCP for 1 year or nore, a nenber noved fromthe territory served
by MCP, or died, or ceased to be an agricultural producer, or a
menber violated MCP's byl aws, breached a contract with MCP, owed
MCP a delinquent debt, or willfully obstructed MCP' s purposes or
activities. In such an event, MCP's board of directors had the
right, at its option, to purchase the nenber’s stock or to
require the nmenber to convert his common stock to either
preferred stock or a nonvoting certificate of interest.

Petitioners becane nenbers of MCP in 1982. M. Bot
purchased 40 shares of common stock on August 26, 1982, and Ms.
Bot purchased 15 shares on August 28, 1982. As nenbers,
petitioners were also required to purchase units of equity
participation and to enter into a uniform marketing agreenent
(UMA) with respect to each unit. The units of equity
participation and the UMAs col |l ectively defined the scope of

petitioners’ obligation to patronize MCP. Each unit of equity
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participation specified the maxi mum nunber of bushels of corn the
menber could be required to produce and deliver to MCP each
processing year,® and the related UVA set forth the terns
governing the production, processing, and marketing of the corn.
During 1994 and 1995, petitioners were active nenbers of MCP who
owned MCP common stock. As active nenbers, petitioners continued
to have ongoi ng production obligations to MCP and its nenbership.

Begi nning in 1982 and continuing through and including 1995,
petitioners periodically purchased units of equity participation

as foll ows:

Ri chard J. Bot Phyllis Bot

Dat e Units purchased Dat e Units purchased
8/ 26/ 82 40, 000 8/ 28/ 82 15, 000
12/ 20/ 85 20, 000
2/ 1/ 90* 20, 000 2/ 1/ 90 17, 500
10/ 1/ 90 30, 000 10/ 1/ 90 26, 250
12/ 1/ 91 5, 000 12/ 1/ 91 20, 000
6/ 1/ 92 30, 000 6/ 1/ 92 26, 250
3/ 1/ 94 10, 000 3/ 1/ 94 10, 000
6/ 1/ 94 62, 500 6/ 1/ 94 62, 500
6/ 1/ 95 79, 000 6/ 1/ 95 79, 000
9/ 18/ 95 16, 500 9/ 18/ 95 12, 750
12/ 1/ 95 20, 000 12/ 1/ 95 20, 000

Petitioners testified they purchased additional units after
1987 because they thought the units woul d nake good investnents.

As MCP nenbers, petitioners were required to produce and
deliver corn three tinmes each year as determ ned by MCP. The

timng of the deliveries was also within MCP' s discretion.

SMCP' s processing year begins Cct. 1 and ends Sept. 30.
MCP's fiscal year begins Jan. 1 and ends Dec. 31.



- 8 -
Petitioners could neet their production and delivery obligations
with corn that was grown on their farm that they acquired
el sewhere, or that MCP already held in its option pool.® “Option
pool corn” is corn maintained by MCP and made avail able for sale
only to MCP nenbers for use in neeting their production and
delivery obligations under the UMAs. A nenber who wi shed to
satisfy his production and delivery obligation using option pool
corn conpleted a formto that effect and paid an acquisition fee
of 5 cents per bushel of option pool corn purchased. |f either
petitioner failed to neet the production and delivery obligations
under the UMA, the UMA authorized MCP to act as that petitioner’s
agent in acquiring corn, charging all related expenses to M. Bot
or Ms. Bot, as appropriate.

In 1994 and 1995, petitioners net their production and
delivery obligations under their UVMAS with option pool corn. 1In
1994 and 1995, petitioners paid acquisition fees of $18,070 and
$16, 431, respectively, for the option pool corn used to satisfy
their conbi ned production and delivery obligations.

MCP was obligated, pursuant to the UMAs, to process the corn
produced by its nenbers each year as dictated by the market and

in a manner MCP deened in the best interest of the cooperative

®Regar dl ess of how petitioners acquired the corn they
delivered to MCP, petitioners warranted to MCP that they were the
producers or owners of the corn they delivered to MCP under the
UMAS.
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and its nenbership as a whole. MCP also was obligated to market
the processed corn at the best rate obtai nable on the open
market. In the UVAs, petitioners appointed MCP as their agent to
mar ket and sell the corn they delivered to satisfy their
production and delivery obligations. MCP determ ned how much
corn petitioners had to produce and deliver and had “sol e and
conplete discretion in all phases of the marketing activity”.

In return for petitioners’ neeting their production and
delivery obligations, MCP was obligated under the UVA to pay each
petitioner: (1) At |east 80 percent of the |oan val ue per bushel
of corn delivered by each petitioner; (2) a storage fee and
interest in sonme cases; (3) an additional paynent (“val ue-added
paynent”) for value added to the corn as a result of its
processing, and as further conpensation for corn delivered by
petitioners, if MCP determ ned that such a paynent was warranted
after calculating the net proceeds fromall of its operations for
the processing year and if MCP' s | enders approved; and (4)
paynments from MCP' s earnings as patronage dividends in accordance
with MCP's bylaws. During 1994 and 1995, petitioners received
val ue- added paynents of $132,375 and $207, 612, respectively,
attributable to the option pool corn they acquired and delivered

to MCP.
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Petitioners’ 1994 and 1995 Tax Returns

Petitioners reported the val ue-added paynents on Schedul es D
as proceeds fromthe sale of capital assets. Petitioners
subtracted fromthose proceeds the follow ng anmounts, which they
clainmed represented their adjusted basis for purposes of

calculating their capital gain or |oss:

Description 1994 1995
Option pool corn fees $18, 070 $16, 431
Paynents to sons 50, 000 70, 000

Total basis clained 68, 070 86, 431

Petitioners acknow edged during the trial, however, that they had
erroneously increased their basis by the paynents made to the
sons, which had nothing to do with option pool corn purchased
from MCP but rather were to reinburse the sons, at l|least in part,
for petitioners’ share of farmrel ated expenses the sons had

pai d.’

Wth the exception of sone corn sale proceeds reported on
the Schedules D, petitioners reported their farminconme and
expenses for 1994 and 1995 as farmrental inconme and expenses on
Forns 4835. On the Forns 4835, petitioners checked the box

acknow edgi ng that they actively participated in the operation of

'Al t hough petitioners conceded at trial that they
erroneously increased their basis in the option pool corn they
acquired to satisfy their MCP obligations by the amunts paid to
the sons for farm expenses, respondent did not nove for an
i ncreased deficiency in this case.



- 11 -
their farmduring 1994 and 1995 al though they testified at trial
that they had made a m stake in doing so.

Noti ce of Deficiency

In the notice of deficiency, respondent reduced petitioners’
capital gain incone for 1994 and 1995 by the reported capital
gai ns of $64, 305 and $121, 180, respectively, resulting from
petitioners’ receipt of the val ue-added paynents. Respondent
reclassified the capital gain as Schedule C, Profit or Loss From
Busi ness, incone, treated that incone as net earnings fromself-
enpl oynent, and determ ned that petitioners were |iable for self-
enpl oynment tax on that inconme. Respondent did not determ ne that
the incone petitioners reported as net farmrental inconme nust be
included in calculating petitioners’ net earnings fromself-
enpl oynent for 1994 and 1995.

OPI NI ON

Sel f-enpl oynent tax is inposed on the “self-enpl oynment
i ncone” of every individual. Sec. 1401(a). “Self-enploynent
incone” is defined as “the net earnings from sel f-enpl oynment
derived by an individual * * * during any taxable year”. Sec.
1402(b). “Net earnings fromself-enploynent” is “the gross
i nconme derived by an individual fromany trade or business
carried on by such individual, |ess the deductions allowed by
this subtitle which are attributable to such trade or business”.

Sec. 1402(a). For purposes of section 1402, “The trade or
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busi ness nust be carried on by the individual, either personally
or through agents or enployees.” Sec. 1.1402(a)-2(b), Incone Tax
Regs. The sel f-enpl oynent tax provisions are broadly construed
in favor of treating incone as earnings from self-enploynent.?

Braddock v. Comm ssioner, 95 T.C 639, 644 (1990); Hornaday V.

Commi ssioner, 81 T.C 830, 834 (1983); Hennen v. Conm ssi oner,

T.C. Meno. 1999-306; S. Rept. 1669, 81st Cong., 2d Sess. (1950),
1950-2 C. B. 302, 354.

Respondent does not directly dispute that petitioners
retired fromdaily farmng in 1988. Respondent contends only
that petitioners engaged in a trade or business of acquiring and
selling corn and corn products for profit during 1994 and 1995
and that petitioners derived the val ue-added paynents fromthat
trade or business.

Petitioners claimthat they were not engaged in a trade or
busi ness from whi ch they derived the val ue-added paynents.
Petitioners assert that the val ue-added paynents constituted
i nvestnment inconme attributable to their ownership of MCP comon
stock. Petitioners maintain they correctly reported the val ue-
added paynments on their 1994 and 1995 tax returns as proceeds

fromthe sale of capital assets excludable fromnet earnings from

%W do not consider the provisions of subch. T of the Code,
secs. 1381-1388, pertaining to the incone taxation of
cooperatives and their patrons, since none of the parties to this
case place any reliance on those provisions.
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sel f-enpl oyment under section 1402(a)(3).° In the alternative,
petitioners argue on brief that the val ue-added paynents are
dividends paid with respect to their MCP stock, which are
excl udabl e fromnet earnings from sel f-enpl oynent under section
1402(a)(2).10

We exam ne the parties’ contentions below, taking into
account the burden of proof, which rests upon petitioners. Rule

142(a)(1).' Respondent’s determ nations are presuned to be

°Sec. 1402(a)(3) provides that, in conputing a taxpayer’s
net earnings from self-enpl oynent,

(3) there shall be excluded any gain or
| oss-—
(A) which is considered as gain or |oss
fromthe sale or exchange of a capital asset,

* * * * * * *

(© fromthe sale, exchange, involuntary
conversion, or other disposition or property
i f such property is neither--—

(i) stock in trade or other
property of a kind which would properly
be includible in inventory if on hand at
the cl ose of the taxable year, nor

(1i) property held primarily for sale to
custoners in the ordinary course of the trade
or busi ness;

10Sec. 1402(a)(2) provides that, in calculating a taxpayer’s
net earnings fromself-enploynent, “there shall be excl uded
di vi dends on any share of stock”

1Sec. 7491 does not place the burden of proof on respondent
because the exam nation in this case began before July 22, 1998.
I nt ernal Revenue Service Restructuring & Reform Act of 1998, Pub
(continued. . .)
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correct; petitioners nust prove that respondent’s determ nations
are erroneous in order to rebut the presunption and satisfy their

burden of proof. 1d.; Wlch v. Helvering, 290 U S. 111, 115

(1933).

| . Tr ade or Busi ness

Because only gross incone derived froma trade or business
carried on by the taxpayer is taken into account in calculating
net earnings fromself-enploynent, we first consider whether
petitioners carried on a trade or business during the years at
issue. The term “trade or business” has the sane neaning for
pur poses of section 1402 as it has for purposes of section 162.
Sec. 1402(c). “Trade or business” under section 162 has been
interpreted to nmean an activity that is conducted “wth
continuity and regularity” and with the primary purpose of making

income or a profit. Comm ssioner v. Goetzinger, 480 U S. 23, 35

(1987).
Courts have sonetines struggled to differentiate a trade or

busi ness from a passive investnent. E.g., Hendrickson v.

Comm ssioner, T.C. Meno. 1987-566 (“It is often difficult to

di stinguish a ‘trade or business’ from passive investnents held

for the production of incone.” (citing Hggins v. Conm Ssioner,

312 U. S. 212, 217 (1941))). Wether a taxpayer is engaged in a

(... continued)
L. 105-206, sec. 3001(c), 112 Stat. 685, 724.
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trade or business nmust be ascertained froma review of all the

rel evant facts and circunstances. Conni ssioner v. G oetzinger,

supra (“in the absence of guidance, * * * W would defer * * * to
the Code’s nornmal focus on what we regard as a commbn-sense
concept of what is a trade or business”).

Nei t her party addressed directly whether petitioners’ rental
of their farmto the sons (rental activity), standing al one,
constituted a trade or business for purposes of the self-
enpl oynent tax. However, respondent appears to have accepted the
proposition that inconme generated by petitioners’ rental activity
is not subject to self-enploynment tax, presumably because of the
provi sions of section 1402(a)(1).! Consequently, we focus our
anal ysis on petitioners’ activities with respect to MCP in order

to decide whether petitioners were engaged in a trade or business

12Sec. 1402(a) (1) provides that excludable farmrental
i ncone includes rent paid in crop shares. Sec. 1.1402(a)-4,
| nconre Tax Regs., provides:

Rentals paid in crop shares include incone derived by
an owner or |essee of |and under an agreenent entered
into with another person pursuant to which such other
person undertakes to produce a crop or |ivestock on
such land and pursuant to which (1) the crop or

I ivestock, or the proceeds thereof, are to be divided
bet ween such owner or | essee and such other person, and
(2) the share of the owner or |essee depends on the
anount of the crop or |ivestock produced. * * *

Presumabl y because the sons | eased petitioners’ farmduring 1994
and 1995 and paid petitioners a portion of what was produced on
the farmas rent, respondent did not determ ne that the incone
petitioners reported as farmrental incone on Form 4835 was

subj ect to self-enploynent tax.
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for purposes of the self-enploynent tax.

Petitioners originally purchased stock and units of equity
participation in MCP and executed their first UMAs to enhance
their ability to profit fromthe corn they grew on their farm
Their nmenbership in MCP enabled themto arrange for cost-
effective processing of the corn they grew and for the marketing
and sale of their corn and corn products through MCP. The
rel ati onship apparently was so beneficial that, over the years,
petitioners continued to buy additional units of equity
participation, thereby increasing the anmount of corn they would
be required to produce under the UMAs but al so increasing the
anount of noney they would be entitled to receive under the UMAs.

Al though petitioners retired fromdaily farmng in 1987 and
turned over their farmoperation to the sons, petitioners
neverthel ess continued to maintain their nmenbership in MCP from
1987 through at |east 1995. As active nmenbers of MCP during 1994
and 1995, petitioners, either directly or through the sons as
their agents,®® regularly and continuously (1) maintained their
status as producers under the UMAs, (2) nmde deci sions regarding
how to satisfy their production and delivery obligations to MCP
under the UMAs, (3) acquired option pool corn which they used to

satisfy their production and delivery obligations to MCP several

BBpetitioners testified that the sons acted on their behalf
and do not dispute that the sons operated as their agents in
delivering and selling corn and other produce for their benefit.
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ti mes each year, and (4) sold corn and corn products for profit
t hrough MCP

Under the UMAs, once petitioners satisfied their production
obl i gati ons by supplying corn they had either grown or acquired
fromthe option pool to MCP, MCP processed the corn and then
mar ket ed and sold the corn and resulting products on behal f of
petitioners and its other nmenbers. |In fact, the UMAs
specifically appointed MCP as petitioners’ agents to market and
sell the corn and corn products.

Respondent argues that petitioners’ involvement with MCP is
nore than sufficient to qualify as a trade or business.

Mor eover, respondent contends that MCP's actions in processing,
mar keti ng, and selling corn on behalf of its nenbers can be
attributed to petitioners for purposes of this analysis because
the UMAs expressly designated MCP as petitioners’ agent to narket
and sell the corn and corn products and because the contractual
designation is controlling.

Petitioners disagree, arguing their involvenment with MCP was
solimted that it cannot qualify as a trade or business and that
MCP's actions in processing, marketing, and selling the corn and
corn products cannot be attributed to them Specifically,
petitioners contend that whether MCP was petitioners’ agent is
not controlled by the UMAs but nust be decided by reference to

State law. According to petitioners, the |aw of agency in
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M nnesota requires a principal to retain sonme neasure of control
over the agent for a valid agency relationship to exist. See

Jurek v. Thonpson, 241 N.W2d 788 (Mnn. 1976). Petitioners

claimthey retained no control over the processing of the corn
and the marketing and sale of the resulting corn products;
therefore, MCP was acting on its own account and not as
petitioners’ agent. According to petitioners’ analysis, unless
MCP was petitioners’ agent, petitioners’ limted involvenent in
acquiring and delivering corn to satisfy their production
obligations is insufficient to constitute a trade or business
generating incone subject to the self-enploynent tax.

We disagree with petitioners for several reasons. First,
whet her MCP qualified as petitioners’ agent in processing,
mar keting, and selling the corn petitioners acquired and
delivered to MCP in 1994 and 1995 is not essential to our
hol di ng. Regardl ess of whether MCP acted as petitioners’ agent,
the record establishes that petitioners, by satisfying their
production obligations under the UVAs during 1994 and 1995,
regul arly and continuously purchased and sold corn with the
intention of making a profit. Although petitioners nay have
retired fromdaily farmng in 1987, they did not cease to
function as dealers in corn followng their retirenent. |In fact,
in 1990, 1991, 1992, 1994, and 1995, petitioners bought

additional units of equity participation and entered into
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addi tional UMAs, thereby obligating thenselves to produce greater
guantities of corn to MCP each year. Petitioners’ argunent
regarding control fails to adequately acknow edge petitioners’
expandi ng rol e as deal ers who bought and sold corn to custoners
for a profit.
The second reason is grounded in the unique nature of a

cooperative and its relationship to its nenbers. In Puget Sound

Pl ywood, Inc. v. Comm ssioner, 44 T.C 305, 306-309 (1965), we

exam ned the nature and attributes of a cooperative in general in
order to decide whether a workers cooperative association was a
nonexenpt cooperative association entitled to exclude patronage
distributions fromits gross inconme for Federal incone tax
purposes. In so doing, we quoted the follow ng description of a
cooperative contained in 7 Ency. Am 639 (1959):

“A cooperative is an organi zati on established by

i ndi viduals to provide thensel ves with goods and
services or to produce and di spose of the products of
their labor. The neans of production and distribution
are those owned in commbn and the earnings revert to
the nenbers, not on the basis of their investnent in
the enterprise but in proportion to their patronage or
personal participation in it. Cooperatives my be

di vided roughly into consunmer cooperatives and producer
cooperati ves.

* * * * * * *

Producer [cooperative] organi zations operate for the
benefit of the nmenbers in their capacity as producers.
Their function may be either the marketing or
processi ng of goods produced individually (as in
fishermen’s or farnmers’ marketing associations, or
associ ati ons which make butter or cheese fromfarm
products received fromfarm nenbers), or the marketing
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of goods processed or produced collectively (as in the
so-cal l ed workers’ [cooperative] productive

associ ations operating factories or mlls).” [Enphasis
suppl i ed. ]

Puget Sound Pl ywood, Inc. v. Conmmi ssioner, supra at 306-307.

We noted that three fundanental principles underlie a
cooperative: (1) Subordination of capital; (2) denocratic contro
by the cooperative's nenbers; and (3) the allocation anong
menbers of the economc results in proportion to the nmenbers’
active participation in the cooperative endeavor. 1d. at 308.
Regardi ng the second el enent, we stated that a cooperative

ef fects denocratic control by requiring the nenbers to
“periodically assenble in denocratically conducted neetings at
whi ch each nenber has one vote and one vote only, and at which no
proxy voting is permtted; and these * * * [nmenbers] there deal
personally with all problens affecting the conduct of the
cooperative.” 1d.

MCP was an agricultural cooperative characterized by
subordi nation of capital, denocratic control by its nmenbers,
and the distribution of its operational proceeds on the basis of
patronage. MCP's bylaws confirmthat nmenbers had substanti al
control over its operations. Mreover, petitioners failed to

i ntroduce evidence to support a finding that, as cooperative

¥Under MCP's articles of incorporation, each MCP nenber was
entitled “to only one vote on each matter submtted to a vote at
any neeting of the nenbers regardl ess of the nunber of shares of
comon stock held by such nenber.”
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menbers, they could not influence MCPs operations. Petitioners’
argunent that they did not have a sufficient |evel of control
under M nnesota |law to support the explicit contractual
designation of MCP as petitioners’ agent, even if relevant to our
anal ysis, is unsupported by any convincing proof in the record.

Finally, petitioners have failed to convince us that
M nnesota | aw i nval i dates an express contractual agency
desi gnation when both the designated agent and the designated
princi pal adhere to the terns of the contract. Petitioners
voluntarily entered into multiple UMAS with MCP, which were in
effect for 1994 and 1995. Each of those UMAs cl early designated
MCP as petitioners’ agent for the marketing and sale of the corn
petitioners had acquired and delivered pursuant to the UMAs. 15
There is no dispute that petitioners produced corn as required by
the UMAs, or that MCP marketed and sold petitioners’ corn and
corn products as required by the UVMAs, thereby generating the
val ue- added paynents. G ven these undisputed facts, petitioners

argunent that the contractually based agency designation may be

petitioners al so argue that, because they designated MCP
as their agent for the marketing and sale of corn but not for its
processi ng, no agency relationship was created. This argunent
makes no sense and we reject it. Petitioners appointed MCP as
their agent to market and sell the corn they had acquired and
delivered to MCP under the UMAs. Wether MCP was operating as
petitioners’ agent in processing the corn does not control our
anal ysis of whether petitioners were in the business of
acquiring, marketing, and selling corn and corn products for
profit.
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di sregarded under State |law sinply does not ring true.

Petitioners rely primarily on Hansen v. Conm ssioner, T.C,

Summary Opi nion 1998-91, which has no precedential value, see

sec. 7463(b), and Felber v. Conmm ssioner, T.C Menp. 1992-418,

affd. without published opinion 998 F.2d 1018 (8th Cr. 1993),
for the proposition that the val ue-added paynents are not subject
to self-enploynent tax. |In Felber, we held that a wheat farner
was not |iable for self-enploynent tax on income received by him
and generated fromthe sale of wheat by a tenant farner under a
crop-sharing agreenent because we found that the taxpayer was
retired and was only mnimally involved in the production of
wheat. The issue, however, was whether the exclusion from net
earnings for rentals fromreal estate applied.!® See sec.
1402(a)(1); sec. 1.1402(a)-4(b), Income Tax Regs. W did not
address any argunent that the taxpayer operated a trade or

busi ness of acquiring and selling agricultural products through
the cooperative as his agent, and/or through the tenant farner as
hi s agent, enpl oyee, or partner.

Unli ke the parties in Felber v. Conm ssioner, supra, the

parties in this case have rai sed and argued issues focusing on
whet her petitioners, after they retired fromdaily farm ng,

continued to carry on a trade or business by acquiring,

petitioners do not contend that the val ue-added paynents
qualify for this exclusion.
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delivering, and selling corn. The facts support a concl usion
that petitioners continued to acquire, market, and sell corn and
corn products either directly to MCP or through MCP as their
agent. Consequently, our decision in Felber sinply is not
applicable with respect to whether petitioners carried on a trade
or business during 1994 and 1995 involving MCP. W hold that
petitioners were engaged, during 1994 and 1995, in continuing and
regular efforts to reap a profit fromthe acquisition, marketing,
and sale of corn and corn products and that those efforts
constituted a trade or business.

1. | ncone Derived From a Trade or Busi ness

Wen faced with whether a taxpayer nust treat a particul ar
itemof inconme as net earnings fromself-enploynment, we have
consistently stated that the taxpayer nust derive the incone in
guestion froma trade or business carried on by the taxpayer.

Newberry v. Conmm ssioner, 76 T.C 441, 444 (1981); Ray V.

Conmi ssioner, T.C. Menp. 1996-436. In other words, there nmust be

a nexus between the trade or business and the i ncone that the

t axpayer has received. Newberry v. Conm ssioner, supra at 444.

W are satisfied that the val ue-added paynents were derived
frompetitioners’ trade or business. Petitioners, either
directly or through the sons as their agents, regularly acquired
and delivered option pool corn to MCP which MCP processed and

t hen marketed and sold for petitioners. Under the UMAs, MCP was
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requi red to nmake val ue-added paynents as further consideration
for the corn delivered by petitioners. The amobunt of val ue-added
paynents petitioners received from MCP was based on petitioners’
patronage; i.e., the amobunt of corn acquired and delivered by
petitioners to MCP during the processing year.

I n Shumaker v. Comm ssioner, T.C. Meno. 1979-71, affd. on

this issue and revd. on another ground 648 F.2d 1198 (9th Cr
1981), we concluded w thout discussion that patronage

di stributions were subject to self-enploynent tax under sections
1401 and 1402. On appeal, the Court of Appeals for the N nth
Circuit affirmed our conclusion, holding that *patronage
dividends fromfarnmer’s cooperatives was properly subject to

sel f-enpl oynent tax.” Shumaker v. Conm ssioner, 648 F.2d at

1200.

Because t he val ue-added paynents were directly related to
t he volune of corn acquired and delivered by petitioners to MCP
and were paid in consideration for petitioners’ patronage, the
val ue- added paynents had a direct nexus to petitioners’ trade or
busi ness and, consequently, were derived fromthat trade or
busi ness. Therefore, unless the exclusion under either section
1402(a)(3) or (2) applies to the val ue-added paynents, those
paynments nust be included in calculating petitioners’ net

earnings from sel f-enpl oynent.
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[11. Exclusions Under Section 1402

A. | nt r oducti on

Section 1402 contains several provisions which exclude
specified types of incone fromthe cal cul ati on of net earnings
fromself-enploynment. Petitioners contend that the val ue-added
paynents are excludabl e under either section 1402(a)(3) or (2).

B. Section 1402(a)(3)

Section 1402(a)(3) excludes fromthe cal cul ati on of net
earnings fromself-enploynent any gain or loss (1) fromthe sale
or exchange of a capital asset, or (2) fromthe sale, exchange,
or other disposition of property if the property is neither stock
in trade or other property of a kind normally includable in
inventory if on hand at the close of the taxable year nor
property held primarily for sale to custoners in the ordinary
course of the taxpayer’s trade or business.

Al though their argument is not entirely clear, petitioners
seemto contend that, because they acquired their MCP stock for
i nvest ment purposes, the corn they acquired during 1994 and 1995
and delivered to MCP for processing, nmarketing, and sale was a
capital asset. Petitioners’ argunent is confusing and erroneous,
and we reject it.

Petitioners did not sell their MCP stock. They sold option
pool corn acquired from MCP. Petitioners’ notivation in

acquiring their MCP stock has no bearing on whether the option
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pool corn they purchased to satisfy their production and delivery
obligations under the UMAs qualifies as a capital asset. Rather,
it is the character of the property sold that controls the
anal ysi s under section 1402(a)(3).

Section 1221 defines capital asset broadly as “property held
by the taxpayer (whether or not connected with his trade or
busi ness)” but excludes fromthat definition property described
in section 1221(a)(1) through (5). The exclusions include stock
in trade of the taxpayer, other property of a kind normally
includable in inventory if on hand at the close of the taxable
year, and property held primarily for sale to custoners in the
ordinary course of the taxpayer’'s trade or business. Sec.
1221(a)(1); see also sec. 1402(a)(3)(CO

In this case, the property sold was corn and corn products.
The corn in question was acquired by petitioners to satisfy their
production and delivery obligations under the UMAs so that the
corn and any resulting corn products could be sold by MCP on
petitioners’ behalf to custonmers in the ordinary course of
petitioners’ business. The val ue-added paynents resulted from
those sales. W hold, therefore, that the val ue-added paynents
are not excludabl e under section 1402(a)(3) in calcul ating
petitioners’ net earnings from self-enpl oynent.

C. Section 1402(a)(2)

Petitioners alternatively argue that, if the exclusion under
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section 1402(a)(3) does not apply, the exclusion under section
1402(a) (2) operates to exclude the val ue-added paynents because
t hose paynments were really dividends paid with respect to
petitioners’ MCP stock. Section 1402(a)(2) excludes fromthe
cal cul ation of net earnings from sel f-enploynent dividends on
st ock.

Odinarily, “dividend” is a termof art used to describe a
di stribution of property nade with respect to a sharehol der’s
stock out of the current or accunul ated earnings of a
corporation, which is taxed to the sharehol der as ordinary
i ncone. See secs. 61(a)(7), 301(c), 316(a). By its nature, a
di vidend paid with respect to stock is a return on a
sharehol der’s capital investnent. |In contrast, a patronage
distribution' is a paynent of a cooperative's net incone
calcul ated by reference to a nmenber’s participation in, or

patronage of, the cooperative' s activities.

YPat ronage di stributions are described by a variety of
di fferent nanmes such as patronage dividends, patronage refunds,
and val ue- added paynents. No matter what words are used to
describe a particular distribution, the controlling
characteristic appears to be whether the paynent is determ ned by
the level of a nmenber’s participation in a cooperative. See also
sec. 1388(a), which defines “patronage dividend” for purposes of
subch. T as an anobunt paid to a patron by a qualifying
cooperative on the basis of quantity or val ue of business done
with or for that patron under a preexisting obligation of the
cooperative to pay that anount, and the anount is determ ned by
reference to the cooperative' s net earnings from busi ness done
with or for its patrons.
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In this case, petitioners have offered no evidence to
support their alternative argunent that the val ue-added paynents
were really dividends paid with respect to their MCP stock. In
fact, the record contains conpelling evidence agai nst
petitioners’ argunment. For exanple, MCP's articles of
i ncorporation provided that “No dividends shall be paid on the
common stock of this association” and permtted noncunul ative
di vi dends, which could not exceed a specified percentage, only
with respect to MCP's preferred stock.'® The articles also
provided that “All net proceeds (savings) of this association in
excess of dividends, if any, shall be distributed to patrons
annual ly or oftener on the basis of patronage”. These provisions
reinforce other evidence in the record that establishes the
val ue- added paynents were paid in consideration for the quantity
of business petitioners conducted with MCP. The val ue-added
paynments were cal cul ated on the basis of the corn petitioners
acquired and delivered to MCP during 1994 and 1995.

On the evidence before us, we conclude that the val ue-added
paynments were paid with respect to and as additi onal
consideration for the corn petitioners acquired, delivered to
MCP, and sold; they were not paid with respect to petitioners’

MCP stock. W hold, therefore, that the val ue-added paynents are

8petitioners did not own any of MCP's preferred stock
during the years at issue.
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not excl udabl e under section 1402(a)(2) in calculating
petitioners’ net earnings from self-enpl oynent.

| V. Concl usi on

W find that petitioners were engaged in the busi ness of
acquiring, marketing, and selling corn and corn products during
1994 and 1995, and that they derived the val ue-added paynents
fromthat business. W hold, therefore, that the val ue-added
paynments of $132,375 and $207,612 in 1994 and 1995, respectively,
reduced by petitioners’ acquisition costs of $18,070 and
$16, 431, respectively, constitute petitioners’ net earnings from
sel f-enpl oynent under section 1402. However, because respondent
did not nove for an increased deficiency in this case, any
deficiency determined as a result of this opinion may not exceed
the deficiencies determned in the notice of deficiency.

We have considered the parties’ other argunents and, to the
extent not herein discussed, find themto be wthout nerit.

To reflect the foregoing,

Decision will be entered

under Rul e 155.




