Barnett v. Commissioner, 70 T. C. 1039 (1978)

An individual is engaged in a trade or business for self-employment tax purposes if
they hold themselves out as available to provide services to others, even if they only
perform services for one client.

Summary

In Barnett v. Commissioner, the Tax Court determined that payments received by
Burleigh F. Barnett for consulting services to his former employer, Citizens First
National Bank, were subject to self-employment tax. After retiring, Barnett entered
a consulting agreement with the bank, receiving $1,000 monthly. The key issue was
whether these payments constituted self-employment income. The court held that
they did, as Barnett was not contractually barred from offering consulting services
to other entities outside Tyler, Texas, indicating he was engaged in a trade or
business. This decision underscores the importance of contractual terms in defining
self-employment income and highlights that the potential to serve other clients, not
just the actual service provided, can establish a trade or business.

Facts

Burleigh F. Barnett retired from Citizens First National Bank of Tyler on December
31, 1969, after serving as its chief executive and administrative officer. Upon
retirement, he entered into a consulting agreement with the bank, effective from
January 1, 1970, to December 31, 1974. Under this agreement, Barnett was to
receive $1,000 per month for providing advisory and consulting services to the bank.
The agreement stipulated that Barnett was to act as an independent contractor and
was free to arrange his time and manner of service. Additionally, he was not to
compete with the bank within Tyler, Texas, but could offer consulting services to
other banks outside this area. In 1972, Barnett received $12,000 under this
agreement and performed services solely for the bank.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Barnett’s self-
employment tax for 1972. Barnett and his wife timely filed a joint Federal income tax
return and petitioned the Tax Court to contest the deficiency. The case was fully
stipulated under Rule 122 of the Tax Court Rules of Practice and Procedure, and the
court reviewed the stipulation and attached exhibits to determine whether the
payments Barnett received were self-employment income subject to tax under
section 1401 of the Internal Revenue Code.

Issue(s)

1. Whether the payments received by Burleigh F. Barnett under the consulting
agreement with Citizens First National Bank of Tyler constituted self-employment
income subject to tax under section 1401 of the Internal Revenue Code.
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Holding

1. Yes, because Barnett was engaged in a trade or business as he was not
contractually prohibited from offering his consulting services to other banks outside
of Tyler, Texas, thereby holding himself out as available to provide services to
others.

Court’s Reasoning

The Tax Court applied the legal rule that for self-employment tax purposes, an
individual is considered engaged in a trade or business if they hold themselves out
as available to provide services to others. The court noted that the Internal Revenue
Code and prevailing case law do not provide an explicit definition of “trade or
business,” making it a factual determination. The court highlighted that Barnett’s
consulting agreement with the bank did not preclude him from offering services to
other banks outside Tyler, Texas. This availability to serve other clients was critical
to the court’s decision. The court distinguished this case from Barrett v.
Commissioner, where the taxpayer was contractually barred from consulting for
other entities. The court emphasized that the focus is on whether the taxpayer held
themselves out to others, not on whether they actually performed services for
multiple clients. The court concluded that Barnett’s potential to serve other clients
outside Tyler indicated he was engaged in a trade or business, making his consulting
income subject to self-employment tax.

Practical Implications

This decision impacts how consulting agreements are structured and interpreted for
tax purposes. It clarifies that the potential availability to serve other clients, not just
the actual provision of services, can establish a trade or business subject to self-
employment tax. Legal practitioners should advise clients on the importance of
contractual terms regarding exclusivity and geographic limitations when structuring
consulting agreements. For businesses, this ruling means that payments to
consultants may be subject to self-employment tax if the consultant is not
contractually barred from offering services to other entities. This case has been
cited in later decisions to support the principle that the potential to serve multiple
clients can indicate engagement in a trade or business, influencing tax planning and
compliance strategies.
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