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PONELL, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463' of the Internal Revenue Code
in effect at the tinme the petition was filed. The decision to be
entered i s not reviewable by any other court, and this opinion

shoul d not be cited as authority.

1 Unl ess otherw se indicated, subsequent section references are
to the Internal Revenue Code in effect for the year in issue.
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Respondent determ ned a deficiency of $2,079 in petitioner’s
1996 Federal inconme tax.2? The issue is whether petitioner’s real
estate rental incone constitutes “disqualified income” under
section 32, and, as such, exceeds the 1996 all owabl e maxi mum
di squalified i ncome of $2,200 for earned incone tax credit
eligibility. Petitioner resided in Danville, Virginia, at the
time the petition was fil ed.

Backgr ound

The applicable facts may be summari zed as fol |l ows.
Petitioner is a self-enployed general contractor for custombuilt
single famly honmes. |In 1996, petitioner operated a hone
construction business on a full-tine basis and a real estate
rental property activity. Petitioner reported a net profit of
$7,260 fromthe construction business in 1996. Petitioner owns a
condom nium and three commercial buildings. Petitioner reported
gross rentals of $25,425 and a net inconme of $8,095 from his real
estate rental property activity in 1996.

Petitioner personally handled the renting, maintenance, and
collections for the real estate rental property activity. He
enpl oyed no agents to assist himin these endeavors, other than

as required for the upkeep of the condom nium under the terns of

2 Petitioner filed a joint 1996 Federal incone tax return with
his wife. The notice of deficiency was issued to petitioner and
his wife; however, petitioner’s wife did not petition this Court
and is not a party to this proceedi ng.
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t he condom ni um associ ation. Petitioner, however, performed no
personal services for his tenants in connection with his real
estate rental property activity. Petitioner was not a real
estate deal er. Respondent conceded that petitioner’s real estate
rental property activity was not passive as defined in section
469.

Petitioner explained his |long-termobjective for his real
estate rental property activity as a “401(k) or * * *
profitsharing or sonething to retire on, because | don’'t have any
other thing besides that. * * * Basically if | can get enough of
this going on and it could be viable, then | could actually quit
the construction business and |live on this.”

In 1996, petitioner clainmed an earned incone credit (EIC or
EITC) of $2,079. Respondent disallowed the credit on the ground
that petitioner’s real estate rental incone was “disqualified
i ncone” and prohibited himfromclaimng the EIC

Di scussi on

Section 32(a) provides a credit in “an anobunt equal to the
credit percentage of so much of the taxpayer’s earned incone
* * * as does not exceed the earned incone amount.” Section
32(i), however, provides in pertinent part as foll ows:
(1) I'n general.-—-No credit shall be allowed under
subsection (a) for the taxable year if the aggregate anount

of disqualified incone of the taxpayer for the taxable year
exceeds $2, 200.
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(2) Disqualified incone.--For purposes of paragraph
(1), the term*“disqualified inconme” neans--—

* * * * * * *
(C) * * %
(1) * * * [net] incone fromrents * * * not

derived in the ordinary course of a trade or
business * * *. [Enphasis supplied.]

In arguing that section 32(i) does not apply, petitioner
focused his argument on whether his real estate rental property
activity constituted a trade or business. W believe, however,
that the inquiry is broader and that the correct focus should be
on the phrase “not derived in the ordinary course of a trade or
business”. In considering the effect of this | anguage we assune,
but do not decide, that petitioner’s real estate rental property
activity constituted a trade or business.

The relevant part of section 32(i) was added by section 4(a)
of Act of April 11, 1995, Pub. L. 104-7, 109 Stat. 93, 95. The
| egi sl ative history of section 32(i) states that “The Comm ttee
believes that the EI TC should be targeted to famlies with the
greatest need. Therefore, the Commttee believes that it is
i nappropriate to allow an EITC to taxpayers with significant
unearned inconme.” S. Rept. 104-16, at 21 (1995). 1In using the
phrase “not derived in the ordinary course of a trade or
busi ness”, the congressional focus, therefore, was on whether the

t axpayer had unearned i ncone that exceeded the threshold anount.
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In defining the concept of earned inconme for purposes of
section 32, section 32(c)(2)(A)(ii) provides that earned incone
means, inter alia, “the anount of the taxpayer’s net earnings
fromself-enploynent for the taxable year (wthin the nmeaning of
section 1402(a))”. Section 1402(a), in turn, provides in
pertinent part:

SEC. 1402(a). Net Earnings From Sel f- Enpl oynent. --The
term“net earnings fromself-enploynent” neans the gross
i nconme derived by an individual fromany trade or business
carried on by such individual * * * except * * *

(1) * * * rentals fromreal estate * * *
unl ess such rentals are received in the course of a
trade or business as a real estate dealer * * *,

Section 1.1402(a)-4(c)(2), Incone Tax Regs., provides:

(2) Services rendered for occupants. Paynents for the
use or occupancy of roonms or other space where services are
al so rendered to the occupant, such as for the use or
occupancy of roons or other quarters in hotels, boarding
houses, or apartnent houses furnishing hotel services, or in
touri st canps or tourist homes, or paynments for the use or
occupancy of space in parking |ots, warehouses, or storage
garages, do not constitute rentals fromreal estate;
consequent |y, such paynents are included in determning net
earnings fromself-enpl oynent. * * *

Petitioner is not a dealer in real estate, nor does he
provide the type of services to tenants enunerated in the
regul ations. W note in this regard that petitioner did not
report his real estate rental incone for purposes of conputing
sel f-enpl oynent tax. For purposes of sections 1402(a) and
32(c)(2), we conclude that petitioner’s real estate rental incone

was not earned incone. That incone ($8,095) falls within the
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anbit of “disqualified inconme” under section 32(i) and exceeds
the threshold anbunt ($2,200).% Accordingly, petitioner is not
entitled to claiman EIC

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

for respondent.

3 W note that the phrase “not derived in the ordinary course”
al so appears in sec. 469(e), which deals with portfolio inconme in
the context of the passive loss rules. These types of portfolio
i ncone include incone that would be disqualified inconme. See
sec. 1.469-2T(c)(3)(ii), Tenporary Incone Tax Regs., 53 Fed. Reg.
5713 (Feb. 25, 1988).



