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MAG LL, G rcuit Judge.

The Estate of Verdon Gavin (the Gavin estate) brought this tax refund
suit agai nst the governnent, alleging that the Gavin estate is entitled to
(1) value certain farnland under the special use valuation provisions of
Internal Revenue Code (I.R C.) 8§ 2032A (1988 & Supp. Il 1990) and (2) use
a stepped-up basis under I.R C. 8§ 1014 (1988 & Supp. Il 1990) to calcul ate
taxable income fromthe sale of grain and livestock. The district court
granted summary judgnent to the governnent on both clains. W affirmin
part and reverse in part.

'THE HONORABLE RI CHARD W GOLDBERG, Judge, United States
Court of International Trade, sitting by designation.



The facts of this case are not in dispute. Verdon Gavin was a farner
who owned two parcels of farmland (Parcel One and Parcel Two) in Jones
County, lowa. Parcel One was approxi mately 200 acres, and Parcel Two was
approxi mately 275 acres. During Verdon's active farnming years, he farned
the land with his son, Gary Gavin.

In 1978, Verdon entered into a crop share agreenent with Gary for
Parcels One and Two. According to the terns of this agreenent, Gary Gavin
was to pay his father “one-half (YA the proceeds from all sales of
livestock and crops” as well as “[o]ne-half (3 the proceeds obtained
through participation in governnent prograns designed for crop production
or price control[.]” Farm Lease (May 17, 1978) at 1 2, reprinted in

Appel lant’s App. at 51. Since entering into the agreenent and during al
tinmes relevant to this appeal, Gary Gavin has actively farned both Parcels
One and Two.

Shortly after entering into the 1978 crop share agreenent, Verdon
Gavin retired fromactive farmng, leaving Gary to run the famly farm
On his federal incone tax returns filed thereafter, Verdon Gavin reported
as ordinary income the crop and |livestock sale proceeds that he received
from Gary

On January 4, 1990, Verdon and Gary Gavin signed a new | ease for each
of the parcels. Wth respect to Parcel One, Gary agreed “to pay as rent

the sum of $10,000.00 for the year commencing March 1, 1990, and
endi ng March 1, 1991, or to crop share said property on a 50/50 basis.”
Lease with Option to Purchase Parcel One (Jan. 4, 1990) at Y 1, reprinted
in Appellant’s App. at 53. As the governnent concedes, it is undisputed
that, under this



provision, Gary “had the option to rent the land for a 50 percent share of
the crops or $10,000 per year . . . .” Appellee’'s Br. at 2. Under the new
arrangenent, Gary al so had the option to purchase Parcel One for $800 per
acre. See Lease with Option to Purchase Parcel One at  3(a), reprinted
in Appellant’s App. at 53. Wth respect to Parcel Two, Gary agreed to pay
his father a fixed cash rent of $10,000 for the one-year period from March
1, 1990, to March 1, 1991, and then $15,000 per year for each year
thereafter. See Lease with Option to Purchase Parcel Two (Jan. 4, 1990)
at 1 1, reprinted in Appellant’s App. at 56. Under the new arrangenent,
Gary also had the option to purchase Parcel Two for $1000 per acre. |d.
at 7 3(a), reprinted in Appellant’s App. at 56.

On January 17, 1990, less than two weeks after signing the new
| eases, Verdon Gavin died testate. He |l eft Parcels One and Two to his
children and grandchil dren. Under the will, Gary Gavin received a 1/7
interest in each of the parcels of farmland. Verdon's will also granted
Gary the option to buy Parcels One and Two fromthe Gavin estate for $1000
per acre and provided that, if Gary exercised the option, he would have one
year to obtain financing for the purchase. See Last WII| and Testanent of
Verdon Gavin (Cct. 23, 1987) at 8§ IIll, reprinted in Appellant’'s App. at
60. 2

Bet ween Verdon's death and February 28, 1990, Gary paid crop share
to the Gavin estate in the anpbunt of 50% of the cash proceeds from all
|ivestock and crop sales. On March 1, 1990, Gary began

’Because the issue is not relevant to this appeal, we do not decide whether Gary Gavin
had the option to purchase Parcel One for $800 per acre as specified under the lease or $1000 per
acre as specified under the will. For purposes of this appeal, it is only important that Gary had the
option to purchase Parcel One.
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payi ng cash rent to the Gavin estate in the anount of $10,000 per year for
Parcel One and $10, 000 per year for Parcel Two.

On Decenber 12, 1990, Gary signed a notice of intent to exercise his
option to purchase Parcel Two. On COctober 1, 1991, less than two years
after Verdon's death, Gary bought Parcel Two. On February 4, 1992, just
over two years after Verdon's death, Gary signed a notice of his intent to
exercise his option to purchase Parcel One. Gary continued to pay cash
rent to the Gavin estate until February 29, 1992. On March 2, 1992, Gary
nmade a down paynent on Parcel One.

The executor of the Gavin estate filed a tinely 1990 federal estate
tax return on which the executor elected to value Parcels One and Two under
the special use valuation provisions of |I.R C § 2032A The I nternal
Revenue Service (I RS) accepted the special use valuation of Parcel Two, but
deni ed the special use valuation of Parcel One. The I RS consequently
assessed an additional tax of $11,040 agai nst the Gavin estate.

In addition to the 1990 estate tax return, the executor also fil ed
a tinmely 1990 federal inconme tax return for the Gavin estate. On this
form the executor clained, pursuant to |.R C. § 1014(a), a stepped-up
basis in the amount of $94,296 for the grain and |livestock received by the
Gavin estate as rental paynent fromGary Gavin. Consistent with this claim
to a stepped-up basis, the executor reported a gain of only $7990 fromthe
sale of the grain and |ivestock.

The IRS rejected the Gavin estate’s claimto a stepped-up basis. The
IRS determined that the Gavin estate was not entitled to a stepped-up basis
because the crop and |ivestock sale proceeds constituted incone in respect
of a decedent pursuant to |I.R C



8 691 (1988) and § 1014(c). The IRS instead required the Gavin estate to
use Verdon Gavin's basis in the grain and livestock to calculate the
taxable income from the sal e proceeds. As a result, based on Verdon's
| ower cost basis, the I RS assessed an additional tax of $23,432 against the
estate fromthe sale of the grain and |ivestock

After paying the asserted deficiencies, the Gavin estate filed clains
for refunds with the IRS. The IRS denied the Gavin estate's clains for
refunds. After exhausting all administrative renedies, the Gavin estate
filed suit in the district court.

The Gavin estate and the governnment each noved for partial summary
judgnent on the special use valuation claim and then each party later
noved for summary judgnent on the stepped-up basis claim The district
court granted sunmary judgnent to the governnent on both clains. The Gavin
estate appeal s.

.
The Gavin estate argues that it is entitled to value Parcel One under
t he special use valuation provisions of I.R C § 2032A and that the IRS
therefore incorrectly assessed an additional tax of $11,040. W agree.

On appeal, we review the district court’s grant of summary judgment
to the governnent de novo. See McCornmack v. Gtibank, N A, 100 F.3d 532,
537 (8th Gr. 1996). Sunmary judgnent is appropriate only if the record,

viewed in the light nost favorable to the nonnoving party, presents no
genui ne issues of material fact and the nobving party is entitled to
judgnent as a matter of law. 1d.; see also Fed. R Civ. P. 56(c).




Federal estate taxes are “generally based on the fair narket val ue
of the taxable property transferred, valued at its highest and best use.”
LeFever v. Conmissioner, 100 F.3d 778, 782 (10th Cr. 1996). Section
2032A, however, provides an exception to this general rule. If the

requi renents of 8 2032A are net, real property acquired froma decedent is
valued at its actual use, rather than at its highest and best use. See
I.RC 8 2032A(a)(1). Valuing real property at its actual use will often
substantially reduce an estate’s tax burden

Congress intended that 8 2032A would “protect the heirs of famly
farns and snmall fanily businesses frombeing forced to sell the farns or
busi nesses to pay federal estate taxes.” LeFever, 100 F.3d at 782. As
explained in the 1976 House Report that acconpanied the enactnent of §
2032A, Congress feared that:

In sone cases, the greater estate tax burden [from hi ghest and
best use valuation] nmkes continuation of farmng . . . not
f easi bl e because the incone potential fromthese activities is
insufficient to service extended tax paynents or | oans obtai ned
to pay the tax. Thus, the heirs may be forced to sell the |and
for devel opnent purposes. Also, where the valuation of |and
reflects speculation to such a degree that the price of the
| and does not bear a reasonable relationship to its earning
capacity . . . it [is] unreasonable to require that this
“specul ative value” be included in an estate with respect to
| and devoted to farm ng

H R Rep. No. 94-1380, at 22 (1976), reprinted in 1976 U S.C.C. A N. 3356,
3376. In short, Congress intended to provide a neasure of federal estate

tax relief to the heirs of small famly farners so that, when their parents
died, the heirs would not have to sell the fanmly farm

At the sane time, however, Congress included § 2032A(c) “to forecl ose
abuse of the privilege by taxpayers who would engage in



famly farming only |long enough to reap the estate tax benefits and then
woul d convert the property to a nore lucrative comrercial use.” WIIlianmson
v. Conmi ssioner, 974 F.2d 1525, 1527 (9th Cir. 1992). Specifically, as
rel evant here, 8 2032A(c)(1) provides that “[i]f, within 10 years after the
decedent’s death and before the death of the qualified heir . . . (B) the
qualified heir ceases to use for the qualified use the qualified rea

property . . . then, there is hereby inposed an additional estate tax.”
I.R C. 8§ 2032A(c)(1).

The parties agree that Gary Gavin as well as the several children and
grandchil dren who inherited the proceeds of the Gavin estate were each
“qualified heirs,” see | .R C. 8§ 2032A(e) (defining “qualified heir”), and
that Parcel One was a “qualified real property,” see |I.R C 8§ 2032A(b)
(defining “qualified real property”). Moreover, the governnent concedes
that Gary's 1/7 interest in Parcel One never becane subject to the
additional tax inposed by § 2032A(c)(1) and that, until February 28, 1990,
when Gary stopped payi ng crop share and began to pay cash rent for Parce
One, Parcel One was put to a qualified use with respect to all the
qgual i fied heirs.

The governnent, however, argues that the heirs, other than Gary,
“cease[d] to use for the qualified use the qualified real property,” |I.RC
8 2032A(c)(1)(B), on March 1, 1991, when Gary stopped payi ng crop share and
began paying cash rent to the Gavin estate. According to the governnent,
once Gary started naki ng cash rent paynents, the heirs, with the exception
of Gary, were no longer subject to the financial risks of farmng as
requi red by 8 2032A, and consequently “cease[d] to use for the qualified
use the qualified real property . . . .” 1d.



In Mnter v. United States, 19 F.3d 426 (8th Cr. 1994), this Court
recogni zed that the receipt of cash rent from a farmng operation is
ordinarily not a qualified use for purposes of 8§ 2032A(c)(1). Mnter, 19
F.3d at 429. Nevertheless, we nmade clear in Mnter that a qualified heir
who receives rental incone does not automatically |ose the benefits of

speci al use valuation. W explained that:

[When a decedent’s children enter into a fixed cash rent
arrangenent with anot her farner who assunes the financial risks

of farmng, the children's rent inconme is not linked to the
contingenci es of production and the children are nere | andl ords
collecting a fixed rent. Because this kind of arrangenent

takes the children out of the famly farning business, it also
puts them outside the scope of § 2032A. On the other hand,

. when a decedent’s children enter into a | easing arrangenent
in which their rent incone is substantially dependent on
production, the children have accepted the financial risks of
famly farmng and thus retain 8 2032A' s benefits.

Id.; see also Schuneman v. United States, 783 F.2d 694, 698 (7th Cr. 1986)
(“[T]he qualified use requirenment of 8§ 2032A(b)(1) is satisfied if the
incone from rental of the property is substantially dependent upon
production.”). Thus, to determine if the heirs ceased using Parcel One for
a qualified use under & 2032A(c)(1)(B), we nust deternine if the receipt
of cash rent took Verdon Gavin's children “out of the family farmng
busi ness” and nmade them into “nere landlords collecting a fixed rent.”
Mnter, 19 F.3d at 429.

In the present action, the qualified heirs did not enter a cash rent
arrangenent with just “another farnmer.” 1d. Instead, they | eased Parcel
One to Gary, the qualified heir whom Verdon Gavin had grooned for many
years to take over the famly farm Al though not dispositive, we concl ude
that the identity of the



farnmer is relevant to determ ning whether a decedent’'s heirs were “nere
| andlords collecting a fixed rent,” id., or qualified heirs engaging in a
qualified use. The weight of case law and |l egislative history interpreting
8 2032A lends support to this distinction. Cf. LeFever, 100 F.3d at 783
(“Cash rental of the property to a nonfamily nenber is not a qualifying
use.” (enphasis added)); Brockman v. Conmmissioner, 903 F.2d 518, 521 (7th
CGr. 1990) (“The case law and the legislative history of Section 2032A both
make clear that the qualified use requirement is not satisfied if a

decedent’s financial stake or other involvenent in land is nmerely that of
a landlord who collects a fixed rent froman unrelated tenant.” (enphasis
added)); HR Rep. No. 94-1380 (1976), at 23, reprinted in 1976
US CCAN at 3377 (“The nere passive rental of property wll not

qualify. However, where a related party |eases the property and conducts

farm ng or other business activities on the property, the real property may
qualify for special use valuation. For exanple, if A, the decedent, owned
real property which he | eased for use as a farmto the ABC partnership in
whi ch he and his sons B and C each had a one-third interest in profits and
capital, the real property could qualify for special use valuation.”
(enmphasi s added)); but see Wllianson, 974 F.2d at 1531 (“The legislative
hi story acconpanying section 2032A and its anendnents reconfirns the

statute’'s plain language insisting that Wllianson as the qualified heir
nmust personally use the property in its qualified use. Cash rental to a
relative will not suffice.”).

In addition to keeping the fanmily farmwithin the fanmly, Verdon's
heirs “accepted the financial risks of famly farmng.” Mnter, 19 F. 3d
at 429. During the one-year period fromMarch 1, 1990, to March 1, 1991
Gary had the option, under the lease then in effect, “to pay as rent for
[Parcel One] the sumof $10,000 . . . or to crop share [Parcel One] on a
50/ 50 basis.” Lease Wth



Option to Purchase Parcel One at § 1 (enphasis added), reprinted in

Appel lant’s App. at 53. Because it was Gary’'s choice, by sinmply choosing
to pay cash rent in the anmount of $10,000, Gary did not reduce the
financial risk faced by the other heirs. Had Parcel One's crop or
| i vestock sal es suffered because of weather, disease, or fluctuating prices
to such an extent that the value of 50% of the sale proceeds dropped to
| ess than $10,000, Gary could and reasonably would have exercised his
option to pay crop share rather than cash rent. As a result, the other
heirs shared the risk of farmng because they were not guaranteed to
receive $10,000 in cash rent. I|nstead, dependi ng on weat her, disease, and
fluctuating prices, they mght have earned sonething | ess than $10, 000, or
nothing at all.

I ndeed, Gary’'s option to pay cash rent decreased the return that the
other heirs could expect. The option to pay cash rent for Parcel One
effectively capped the heirs’ incone from Parcel One at $10, 000, wi thout
in any way reducing the downside potential faced by the heirs in the event
that the crop and livestock sales suffered. If a 50%crop share were worth
nore than $10,000, Gary could and reasonably would have paid $10,000 in
cash rent, thereby preventing the heirs fromparticipating in the upside
potential of an extrenely profitable year. As a result, the terns of the
| ease forced the heirs to accept all the downside potential of bad years
wi thout enjoying the upside potential of good years--an arrangenent
i nconsistent with the heirs being “nere landl ords collecting a fixed rent.”
Mnter, 19 F.3d at 429.

At the conclusion of the one-year period fromMarch 1, 1990, to March
1, 1991, the |l ease provided that the rent on Parcel One “for the period of
March 1, 1991, and each year thereafter shall be $10,000.00 or a crop share
| ease on a 50/50 basis at the election of Verdon Gavin.” Lease Wth Qption
to Purchase Parcel One at § 1,



reprinted in Appellant’s App. at 53. Accordingly, because the Gavin estate

had the option to demand either a cash rent or a crop share, the heirs’
rent incone was still dependent on production. |In profitable years, the
heirs would likely request that Gavin pay them half of the sale proceeds
whereas in difficult years the heirs would likely ask for $10,000 in rent.
While this |evel of dependency on production is not in and of itself
sufficient to have kept the heirs in the “famly farm ng business,” Mnter

19 F.3d at 429, it nevertheless indicates that the qualified heirs were

nore than “nmere | andlords collecting a fixed rent.” |d.
The qualified heirs had an additional link to the financial fortunes
of the famly farm According to the terms of Verdon Gavin's will, Gary

had an outstanding option to buy Parcel One for $1000 per acre, which he
did not exercise until February 4, 1992. Furthernore, Verdon Gavin's wl|
provided that, if Gary exercised his option to purchase Parcel One, Gary
had an additional year to obtain financing to carry out the purchase. As
aresult, prior to the expiration of Gary's option to buy and prior to the
expiration of the one-year financing period, it would have been difficult
for the Gavin estate to sell Parcel One or do anything with that parce
other than allow Gary to farmit. Consequently, the terns of Verdon
Gavin's will locked the heirs into an arrangenent that was dependent on
Gary’'s decision to purchase the famly farm Gary’'s decision in turn was
at least partially dependent on the revenue he could earn from farm ng.
Again, while this factor is not in and of itself sufficient to have kept
the heirs in the “fanily farnm ng business,” Mnter, 19 F.3d at 429, it
nonet hel ess indicates that the qualified heirs were nore than “nere
landlords . . . ." |d.

Considering the particular facts presented in this appeal, we
conclude that the conbination of the foregoing factors denonstrates that
the interests held by the Gavin estate heirs were



substantial | y dependent on production such that the qualified heirs did not
“cease[] to use for the qualified use the qualified real property . . . .”
I.R C. 8§ 2032A(c)(1)(B). Section 2032A was designed to protect famly
farnmers such as the Gavins. The heirs of the Gavin estate did not renove
thenselves fromthe famly farning business and did not seek to abuse the
benefits offered by 8 2032A. Cf. Schunenman, 783 F.2d at 699-701 (hol di ng
that incone was substantially dependent on production where the production
history of the farmand in question indicated it was likely that a rent-
adj ustnent clause in a | ease could cause a 20 percent increase or decrease
in taxpayer's income). Instead, they chose to allow Gary, the heir
designated by Verdon Gavin to run the famly farm to continue his ongoing
farm ng operations until he could eventually buy out the interests of the
other heirs in Parcel One.

Once he bought out the other heirs, Gary Gavin becane the sole
qualified heir, and because he continued to actively farm Parcel One,
Parcel One has been continuously put to a qualified use by a qualified
heir. Thus, the qualified heirs of Verdon Gavin have never ceased to use
Parcel One for the qualified use of farming, and consequently the Gavin
estate has not run afoul of 8§ 2032A(c)(1).°3

The Gavin estate argues that, pursuant to |I.R C. § 1014(a), it was
entitled to a stepped-up basis in the grain and |livestock

¥The government also argues that, because Gary Gavin purchased Parcel One more than
two years after the death of his father, his purchase of Parcel One does not meet the requirements
of § 2032A(c)(7)(A)(i), aprovision that offers a safe harbor from the additional tax burden
imposed by § 2032A(c)(1). Because we conclude that the qualified heirs did not cease using
Parcel One for aqualified purpose and therefore that the additional tax should never have been
imposed, we need not reach thisissue.
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received from Gary Gavin in satisfaction of Gary’'s crop share agreenent
with Verdon Gavin. The Gavin estate argues that the crop share was not
incone in respect of a decedent under |I.R C. 8 691 and that the Gavin
estate was therefore entitled to a stepped-up basis under 8§ 1014(a). W
di sagr ee.

Section 1014(a) provides generally for a stepped-up basis for
property transferred froma decedent. However, under 8§ 1014(c), a stepped-
up basis is not to be applied to “property which constitutes a right to
receive an item of incone in respect of a decedent under section 691.”
|.R C. § 1014(c).*

Under |.R C. 8§ 61(a)(5), rent is incone. |I.RC 8 61(a)(5) (1988 &
Supp. Il 1990). Regardless of whether rent is paid in cash or in crops and
livestock, it is still inconme in respect of the person who, in exchange for

the use of real property, receives the rent. See Tatumyv. Conm Ssioner
400 F.2d 242, 247 (5th Gr. 1968) (“Crop shares representing paynent by the
tenant for the use of the land are rental inconme assets no | ess than noney

paid for the sane purpose.”). To determ ne whether incone, such as rent,
is income in respect of a decedent, “[t]he focus is upon the decedent’s
ri ght

“Internal Revenue Code § 691, in relevant part, provides:

The amount of al items of gross income in respect of a decedent which are not
properly includible in respect of the taxable period in which falls the date of his
death or aprior period (including the amount of al items of grossincomein
respect of a prior decedent, if the right to receive such amount was acquired by
reason of the death of the prior decedent or by bequest, devise, or inheritance from
the prior decedent) shall be included in the gross income, for the taxable year when
received, of:

(A) the estate of the decedent, if the right to receive the amount is
acquired by the decedent’ s estate from the decedent . . . .

|.R.C. § 691(a)(1).



or entitlement to incone at the tine of death.” [Estate of Peterson v.
Conmmi ssioner, 667 F.2d 675, 679 (8th Cir. 1981) (enphasis in original).
Accordingly, incone in respect of a decedent includes any incone earned in

satisfaction of a right that is fully vested at the tine of the decedent’'s
death such that the decedent had no obligations left to performto earn
that incone, other than to wait to receive paynent. See id. at 679-81

Here, in exchange for leasing his property to Gary, Verdon had a
right to receive one-half of the proceeds from all crop and |ivestock
sales. See Farm Lease (May 17, 1978) at 9§ 2(a), reprinted in Appellant’'s
App. at 51. Throughout his life, Verdon had reported these sale proceeds

as ordinary income. At the tine of his death, Verdon’s right to the rent
incone had fully vested because, had he lived, Verdon would have only
needed to wait to receive his incone. Upon Verdon's death, his fully-
vested right to receive the rent inconme from Gary passed to his estate.
Thus, the rent received by the Gavin estate was inconme in respect of a
decedent for purposes of 88 691 and 1014(c).

V.

For the foregoing reasons, we reverse the district court’s grant of
summary j udgnment denying the benefits of 8§ 2032A to the Gavin estate with
respect to Parcel One. W further direct the district court to enter an
order requiring the governnment to accord special use valuation treatnment
to the Gavin estate with respect to Parcel One and issue a tax refund in
the appropriate anount. Finally, we affirmthe district court’'s grant of
summary judgnent to the governnment on the issue of whether the Gavin estate
is entitled to a stepped-up basis under § 1014(a).
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