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25 T.C. 55 (1955)

Income derived  from farm operations  where  the  owner  actively  participates  in
management  and  supervision,  even  with  a  crop-sharing  arrangement,  does  not
constitute “rent” as defined by the Internal Revenue Code for personal holding
company tax purposes.

Summary

The United States Tax Court considered whether income received by three Delaware
corporations from their Iowa farms constituted “rent” under Section 502(g) of the
Internal Revenue Code of 1939, thus subjecting them to personal holding company
surtaxes. The corporations owned farms managed by an agent who contracted with
farmers under crop-sharing agreements. The corporations, through their president,
actively supervised the farming operations, including crop selection, fertilization,
and sale. The court held that the income did not qualify as “rent” because the
corporations’  active  management  of  the  farms  distinguished  their  income from
passive rental income, thus they were not liable for the surtaxes.

Facts

Webster, Shelby, and Essex Corporations owned farmland in Iowa. The corporations
entered into agency agreements with Farmers National Company to manage the
farms. The agent then contracted with farmers to operate the farms under crop-
sharing  arrangements.  The  farmers  provided  machinery  and  labor,  while  the
corporations provided land, buildings, and materials. Crucially, the corporations,
under the direction of their president, actively supervised the farming operations
through the agent, dictating crop selection, fertilization, and sales strategies, and
maintaining detailed records of the farm activities. The Commissioner of Internal
Revenue determined that the income from these farms was “rent” and assessed
personal holding company surtaxes against the corporations.

Procedural History

The Commissioner determined deficiencies in the corporations’ personal holding
company surtaxes. The corporations challenged this determination in the United
States  Tax Court.  The Tax Court  consolidated the cases  for  trial  and issued a
decision.

Issue(s)

Whether the income the corporations received from their Iowa farms was “rent”
within the meaning of Section 502(g) of the Internal Revenue Code of 1939.

Holding

No, because the income received by the corporations from their farm operations was



© 2025 SCOTUSreports.com. All rights reserved. | 2

not “rent” as defined by Section 502(g) of the Internal Revenue Code.

Court’s Reasoning

The court examined the definition of “rent” under Section 502(g), which defines it as
“compensation, however designated, for the use of, or right to use, property.” The
court acknowledged that the definition of “rent” should be broadly construed. The
court  referenced  the  legislative  history,  noting  the  original  intent  to  exclude
operating companies from the personal holding company surtax. The court found
that  the corporations were actively  involved in the farm’s operation,  exercising
significant control over farm management, including detailed supervision of farming
practices.  The  court  stated,  “[W]here  the  owner… takes  an  active  part  in  the
operation by reserving and exercising the right of detailed supervision and direction
of the operation of the farm, and the farmer is subject to all of the restrictions here
present, the farmer appears to be in some category other than that of a tenant…”
This active involvement distinguished the corporations from passive landlords and
indicated the income was generated from the operation of the farms rather than
from simple  rental  of  property.  The  court  emphasized  the  extensive  oversight
exercised by the corporations and its president, who, along with his financial advisor
and the supervisor from the Farmers National Company, had detailed involvement in
the farms’ operation and was actively trying to enhance farm performance. The
court  found  the  farmer’s  involvement  was  more  as  a  service  provider  to  the
corporation than as  a  tenant,  despite  the crop-sharing agreement.  Because the
corporations actively managed the farms, the income derived was not passive and,
thus, not “rent.”

Practical Implications

The  case  underscores  the  importance  of  the  nature  and  extent  of  an  owner’s
involvement in the activity generating income. For tax advisors, this case provides
guidance  on  the  classification  of  income  from  property  used  in  operations,
particularly in agriculture. The level of operational involvement determines whether
the  income  is  considered  “rent.”  The  ruling  implies  that  corporations  actively
involved in managing the farm’s operations, making key decisions about the farm’s
activity, may not have their income classified as “rent” for personal holding company
tax  purposes,  even  when  entering  into  crop-sharing  agreements.  This  case
highlights the distinction between active business income and passive investment
income and how this distinction impacts tax liability. Subsequent cases involving
farm income may focus on the degree of control and oversight exercised by the
property owner to determine the nature of the income.


