John C. Holland and Marie Holland, Petitioners v. Commissioner of Internal
Revenue, Respondent, 70 T. C. 1046 (1978)

The 30% limitation on earned income applies to domestic businesses where both
personal services and capital are material income-producing factors for maximum
tax purposes under section 1348.

Summary

In Holland v. Commissioner, the U. S. Tax Court addressed whether the 30%
limitation on earned income under section 911(b) of the Internal Revenue Code
applies to domestic businesses for the purpose of computing maximum tax on
earned income under section 1348. John Holland, operating an unincorporated
maintenance contracting business, argued that the limitation should not apply to his
domestic business. The court rejected this argument, holding that the 30% limitation
applies to all businesses where both personal services and capital are material
income-producing factors, regardless of the business’s location. This ruling
emphasized the practical application of statutory definitions across different
contexts within the tax code.

Facts

John C. Holland operated an unincorporated maintenance contracting business in
Chesapeake, Virginia, primarily involving trash and garbage collection, with
significant contracts with the government. In 1972 and 1973, Holland reported net
profits from his business as earned income for maximum tax computations under
section 1348. The IRS initially accepted this but later revised the assessment to limit
earned income to 30% of the net profits, citing section 911(b). Holland challenged
this limitation, arguing it applied only to foreign income.

Procedural History

Holland and his wife filed a petition with the U. S. Tax Court contesting the IRS’s
determination of deficiencies for 1972 and 1973. The IRS had issued three audit
reports, with the initial one not challenging the inclusion of all net profits as earned
income, but subsequent reports applying the 30% limitation. The case was fully
stipulated and submitted under Rule 122 of the Tax Court Rules of Practice and
Procedure.

Issue(s)

1. Whether the IRS is bound by an audit report issued by its agent prior to the
statutory notice of deficiency.

2. Whether the 30% limitation on earned income under sections 1348(b)(1) and
911(b) applies to net profits of a domestic business where both personal services
and capital are material income-producing factors.
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Holding

1. No, because the IRS is not bound by preliminary audit reports, as established in
Hudock v. Commissioner.

2. Yes, because the 30% limitation in section 911(b) applies to domestic businesses
for maximum tax computations under section 1348, as evidenced by the legislative
history and statutory interpretation.

Court’s Reasoning

The court reasoned that the IRS is not bound by preliminary audit reports, citing
Hudock v. Commissioner, which clarified that a Form 4549 does not constitute a
final closing agreement. On the substantive issue, the court interpreted section
1348(b)(1)’s reference to section 911(b) as applying the 30% limitation to domestic
businesses. The court emphasized that the legislative history of section 1348 and the
regulations supported this interpretation, focusing on the need for practical and
sensible application of statutory provisions. The court also referenced Miller v.
Commissioner, where a similar interpretation was applied to the retirement income
credit. The decision reinforced that the 30% limitation was intended to apply broadly
to businesses where both personal services and capital are material income-
producing factors, regardless of location.

Practical Implications

This decision clarifies that the 30% limitation on earned income under section
911(b) applies to domestic businesses for maximum tax computations under section
1348. Taxpayers and tax professionals must consider this limitation when
calculating earned income from domestic businesses involving significant capital
investment. The ruling impacts how similar cases are analyzed, emphasizing the
need to apply statutory definitions consistently across different tax contexts. It also
underscores the importance of understanding legislative intent and the practical
application of tax laws, affecting how businesses structure their operations and
report income for tax purposes. Subsequent cases have followed this ruling,
reinforcing its application in tax planning and compliance.
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