Gaudern v. Commissioner, 77 T. C. 1305 (1981); 1981 U. S. Tax Ct. LEXIS 9

Capital is considered a material income-producing factor in a business if a
substantial portion of its gross income is attributable to the employment of capital,
limiting the application of the maximum tax on earned income to 30% of net profits.

Summary

Ronald L. Gaudern operated a wholesale and retail bowling supply business and
sought to apply the maximum tax on earned income under IRC section 1348 to the
entire net profits. The court ruled that capital was a material income-producing
factor due to the necessity of inventory, property, and equipment for the business’s
operation, thus limiting Gaudern’s earned income to 30% of net profits. The decision
hinged on the significant role of capital in generating the business’s income, despite
Gaudern’s extensive personal services.

Facts

Ronald L. Gaudern, a former professional bowler, operated Western Columbia as a
sole proprietorship, selling bowling supplies wholesale and retail. In 1975, the
business’s gross receipts were $2,978,741. 21, with 95% from wholesale operations.
Gaudern owned significant inventory, properties, and equipment necessary for the
business. He reported the entire net profit as earned income on his 1975 tax return,
but the IRS limited it to 30% under IRC section 1348, asserting capital was a
material income-producing factor.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Gaudern’s 1975
federal income tax and limited his earned income to 30% of net profits. Gaudern
petitioned the U. S. Tax Court to challenge this determination. The Tax Court upheld
the Commissioner’s decision, ruling that capital was a material income-producing
factor in Gaudern’s business.

Issue(s)

1. Whether capital was a material income-producing factor in Gaudern’s bowling
supply business within the meaning of IRC sections 911(b) and 1348 for the year
19757

Holding

1. Yes, because the substantial portion of the business’s gross income was
attributable to the employment of capital in inventory, property, and equipment,
which were essential for the business’s operation.

Court’s Reasoning
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The court applied the legal rules under IRC section 1348 and the regulations
defining earned income, which limit it to 30% of net profits when capital is material.
The court emphasized that Gaudern’s business depended on significant capital
investments in inventory, buildings, and equipment. The court rejected Gaudern’s
argument that his income was akin to broker’s fees, as he owned the inventory and
bore the risks of loss. The court also dismissed the relevance of the source of capital,
focusing instead on its materiality in generating income. The decision was
influenced by prior cases like Moore v. Commissioner and Bruno v. Commissioner,
which established similar principles. The court concluded that despite Gaudern’s
personal services, capital was undeniably material to the business’s success.

Practical Implications

This decision clarifies that businesses reliant on substantial capital investments,
even if financed through supplier credit or other means, cannot treat all net profits
as earned income under IRC section 1348. Legal practitioners advising clients on tax
planning must assess whether capital plays a material role in income production,
potentially limiting the applicability of the maximum tax on earned income. This
ruling impacts businesses with significant inventory or capital assets, requiring
them to consider the 30% limitation in their tax strategies. Subsequent cases, such
as Holland v. Commissioner, have applied this principle, further refining its scope in
tax law.
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