51 T.C. 755

For self-employed individuals, “earned income” for the purpose of calculating
retirement income credit under Section 37 of the Internal Revenue Code is
determined based on net profits, not gross income, to align with the principles of the
Social Security Act and congressional intent.

Summary

Warren and Hilda Miller, residing in a community property state, sought retirement
income credit. Warren, a retired Air Force officer, also operated a real estate
brokerage. The IRS calculated his earned income based on gross commissions,
denying most of their retirement credit. The Tax Court addressed whether capital
was material to Warren’s business, whether earned income should be gross or net
profits, and how community property laws affect the calculation. The court held that
capital was not material, earned income is net profit, and community property laws
apply to both retirement and earned income.

Facts

Petitioners Warren and Hilda Miller were married and resided in Texas, a
community property state, from 1962 to 1965.

Warren received retirement income from the U.S. Air Force after serving from 1927
to 1947.

During 1962-1965, Warren operated a real estate brokerage as a sole proprietor,
employing part-time salesmen.

His business involved soliciting listings, finding buyers, and closing sales.

Warren invested in an office building, furniture, equipment, and a car for his
business.

Expenses included advertising, secretarial services, utilities, and automobile costs.
The IRS determined deficiencies, arguing that their gross real estate commissions,
without expense deductions, constituted earned income exceeding the retirement
income credit limit.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Millers’
federal income tax for 1962-1965.

The Millers petitioned the Tax Court to contest the deficiencies, specifically
regarding the retirement income credit calculation.

The case was heard by the United States Tax Court, Judge Featherston presiding.

Issue(s)

1. Whether capital was a material income-producing factor in Warren Miller’s
real estate brokerage business for the purpose of calculating retirement
income credit.
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2. Whether “earned income” for retirement income credit limitation should be
determined by net profits or gross commissions from his real estate business.

3. Whether Hilda Miller’s community portion of retirement income should be
reduced by her community share of earned income from the real estate
business.

Holding

1. No, because capital was used for operational expenses and was incidental to
the income production, which primarily depended on Warren’s personal
services and business reputation.

2. Yes, because “earned income” from self-employment for retirement income
credit purposes should be calculated based on net profits to align with the
intent of Section 37 and the Social Security Act’s treatment of self-employment
income. The court found the regulation requiring gross income to be
inapplicable to self-employment income in this context.

3. Yes, because in community property states, both retirement income and
earned income are community property and must be proportionally divided
between spouses for retirement income credit calculations.

Court’s Reasoning

Capital as Material Income-Producing Factor: The court reasoned that capital
was not a material income-producing factor because it was primarily used for
business expenses like salaries and office space, not directly for generating
commissions. The income was mainly derived from Warren’s personal skills and
efforts in real estate brokerage. The court cited precedent indicating that capital is
not material when it merely facilitates personal services.

Definition of Earned Income (Gross vs. Net): The court analyzed the legislative
intent of Section 37, which was to provide retirement income credit comparable to
the tax-exempt status of Social Security benefits. It noted that Social Security uses
net earnings for self-employment to determine benefit reduction. The court found
the IRS regulation requiring gross income to be inconsistent with this intent and
discriminatory against self-employed individuals with substantial business expenses.
Quoting legislative history, the court emphasized the intent to apply “the same test
of retirement as that adopted for social-security purposes.” The court interpreted
“earned income” in Section 911(b), incorporated into Section 37, to mean net
income in the context of self-employment to harmonize with the purpose of Section
37 and Social Security principles.

Community Property Application: The court upheld the IRS’s position that
community property laws apply to both retirement income and earned income.
Regulations mandate separate computation of retirement income credit for each
spouse in joint returns, with community income split equally. The court rejected the
petitioner’s argument to treat retirement income as community property but earned
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income solely as the husband’s for credit limitation purposes, finding no statutory
basis for such inconsistency and noting failed legislative attempts to modify
community property rules in this context.

Practical Implications

Miller v. Commissioner clarifies that for self-employed individuals, especially those
in service-based businesses, “earned income” for retirement income credit
calculations is net profit, not gross receipts. This is a significant victory for
taxpayers in similar situations as it allows for deduction of business expenses,
potentially increasing their retirement income credit.

Legal practitioners should analyze self-employment income for retirement income
credit eligibility based on net profits, considering deductible business expenses. This
case highlights the importance of aligning tax code interpretations with the
legislative intent and related statutes like the Social Security Act.

For tax planning, self-employed retirees should meticulously track business
expenses to accurately calculate their net profits and maximize potential retirement
income credits. Later cases and rulings would need to consider this precedent when
addressing similar disputes over the definition of earned income for retirement
benefits and credits, particularly in the context of self-employment and coordination
with Social Security principles.
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