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Ps deducted the amount of interest on the portion
of a deficiency in Federal inconme tax arising out of
adj ust nents caused by accounting errors of their
uni ncor por at ed busi ness. They clained that the
interest was properly allocable to business
i ndebt edness and therefore not personal interest under
sec. 163(h)(2)(A, |I.RC R di sal | owed such deducti on
on the ground that it was personal interest under sec.
1.163-9T(b)(2) (i) (A), Tenporary Incone Tax Regs., 52
Fed. Reg. 48409 (Dec. 22, 1987), and limted Ps' total
i nterest deduction to the anmobunts all owed by sec.
163(h)(5), I.R C. Held, sec. 1.163-9T(b)(2)(i) (A,
Tenporary I ncone Tax Regs., is invalid insofar as it
appl i es under the circunstances involved herein. Held
further, the anobunt of the interest so allocated by Ps
i s deductible as interest on an "indebtedness properly
all ocable to a trade or business" within the neaning of
sec. 163(h)(2)(A), I.RC
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Care &olnick, for petitioners.
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OPI NI ON

TANNENWALD, Judge: Respondent determ ned deficiencies in
petitioners' 1989 and 1990 Federal incone taxes in the anmounts of
$46, 409 and $6, 927, respectively. The issue in dispute is
whet her petitioners may deduct certain interest on Federal incone
tax deficiencies, paid by petitioners in 1989 and 1990, where the
deficiencies arose in part due to a correction for errors nmade in
conputing petitioners' inconme fromtheir business.

Al'l the facts have been stipulated. The stipulation of
facts and attached exhibits are incorporated herein by this

r ef erence.

Backgr ound

At the tinme the petition was filed, petitioner Janes E.

Redl ark was a resident of Palm Springs, California, and
petitioner Cheryl L. Redlark was a resident of South Lake Tahoe,
Cal i fornia.

Respondent exam ned petitioners' Federal inconme tax returns
for 1979, 1980, 1981, 1982, 1983, 1984, and 1985, foll ow ng which
respondent and petitioners agreed to adjustnents to petitioners
i ncone for each of the years.

The adjustnments were due in part to a correction for errors
made in converting petitioners' revenue from Carrier

Communi cat i ons, petitioners' unincorporated business, froman
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accrual basis to cash basis for tax purposes. The adjustnents
involved the timng of the reporting of business incone.

In 1989 and 1990, petitioners paid interest on the Federal
i ncone tax deficiencies for the 1982, 1984, and 1985 years.

On Schedule C of their 1989 and 1990 Federal incone tax
returns, petitioners clainmed an allocable portion of such
i nterest as a busi ness expense.

Respondent di sal | owed a busi ness deduction for the interest
but did allow 20 percent of the interest paid in 1989 and 10
percent of the interest paid in 1990 as a deduction under the
phase-in provisions of section 163(h)(5).1

Petitioners assert that the anmpbunt of the interest expense
whi ch they have cal cul ated as being attributable to Carrier
Comruni cations is an ordinary and necessary expense of a trade or
busi ness under section 162, deductible in conputing adjusted
gross i ncone under section 62(a), and is therefore not personal
i nterest under section 163(h).

Respondent argues that petitioners are not entitled to a
deducti on because, under section 1.163-9T(b)(2)(1)(A), Tenporary
| ncone Tax Regs., 52 Fed. Reg. 48409 (Dec. 22, 1987), interest on
a Federal individual incone tax deficiency is nondeductible
personal interest under section 163(h).

Petitioners reply that section 1.163-9T(b)(2) (1) (A,

Unl ess otherw se indicated, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.
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Tenporary I ncone Tax Regs., is invalid insofar as it disallows a
deduction for interest on a deficiency that is an ordinary and
necessary expense of a trade or business.

Section 62(a) provides in part:

(a) GCeneral Rule.--For purposes of this subtitle,
the term "adjusted gross inconme" neans, in the case of
an individual, gross incone mnus the foll ow ng
deducti ons:

(1) Trade and busi ness deductions. --The
deductions allowed by this chapter (other than by
part VIl of this subchapter) which are
attributable to a trade or business carried on by
t he taxpayer, if such trade or business does not
consi st of the performance of services by the
t axpayer as an enpl oyee.

Section 162(a) provides in part:

There shall be allowed as a deduction all the ordinary
and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business * * *

Section 163(h) provides in part:
(h) Disallowance of Deduction for Personal Interest.--

(1) I'n General.--1n the case of a taxpayer other
than a corporation, no deduction shall be allowed under
this chapter for personal interest paid or accrued
during the taxable year.

(2) Personal Interest.-- For purposes of this
subsection, the term"personal interest” neans any
interest allowable as a deduction under this chapter
ot her than--

(A) interest paid or accrued on indebtedness
properly allocable to a trade or business (other
than the trade or business of perform ng services
as an enpl oyee),

Bef ore proceeding to a determ nation of the effect of
pertinent regul ations, we nmust first consider whether the

i nterest expense involved herein is sufficiently connected to the
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busi ness of Carrier Conmunications so as to satisfy the "properly
allocable to a trade or business" exception of section
163(h)(2)(A), wthout regard to the regul ations.

Initially, we note that respondent does not question
petitioners' calculation of the anmounts of the total interest
paynments that are allocable to those portions of the incone tax
deficiencies based on adjustnents to the inconme from Carrier
Communi cations. Moreover, respondent has stipul ated that those
adjustnents reflected the correction of errors nade in converting
the revenue of Carrier Communications giving rise to such incone
fromthe accrual to the cash basis, i.e., the timng of reporting
such incone. |In this context, petitioners have satisfied sone of
the conditions that have thus far enabled us to avoid a decision
as to the inpact of section 163(h)(2)(A) and the tenporary

regul ation thereunder. Tippin v. Comm ssioner, 104 T.C. 518, 529

(1995) (taxpayer failed to show any rel ationshi p between the

i nterest expense and any business); Crouch v. Conm ssioner, T.C

Meno. 1995-289 (record failed to support taxpayer's allocation);

Rose v. Conmi ssioner, T.C. Menp. 1995-75 (investnent interest).?

The question remains, however, whether the elenents giving rise

In Tippin v. Comm ssioner, 104 T.C 518, 529 n.9 (1995), we
specifically stated that we were not deciding the issue, a view
we also articulated in Rose v. Conmm ssioner, T.C Menop. 1995-75.
The i ssue was apparently al so involved but not reached in True v.
United States, 93-2 USTC par. 50,461, 72 AFTR2d 93-5660 (D. Wo.
1993), affd. per curiamw thout published opinion 35 F. 3d 574
(10th Cir. 1994), because the District Court, in holding for the
Governnent, ruled that the interest on Federal incone tax
deficiencies was attributable to the business of partnerships or
subchapter S corporations of which the taxpayers were partners or
sharehol ders and not to their businesses as individuals.
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to the deficiencies to which the interest herein relates are of
such a nature as to permt such interest to constitute a business
expense within the neaning of section 162(a), and therefore of
section 62(a), and, as a result, to be characterized as interest
"on i ndebtedness properly allocable to a trade or business”
within the neaning of section 163(h)(2)(A)® in the event that the
tenporary regulation is not applicable. W think a review of the
cases decided prior to the enactnent of section 163(h)(2)(A), in
respect of the deductibility of interest on incone tax
deficiencies as a business expense, wll throw light on this
guestion and is therefore a significant elenent in our analysis
of the inpact of that section on petitioners' clained interest
deduction. It is to that reviewthat we first turn our
attention.

In Standing v. Conm ssioner, 28 T.C. 789 (1957), affd. 259

Sec. 163(h)(2)(A) was anended by sec. 1005(c)(4) of the
Techni cal and M scel | aneous Revenue Act of 1988, Pub. L. 100-647,
102 Stat. 3342, 3390.

Sec. 163(h)(2)(A), as originally enacted in 1986, provided:

(A) interest paid or accrued on indebtedness
incurred or continued in connection with the conduct of
a trade or business (other than the trade or business
of perform ng services as an enpl oyee), [Tax Reform Act
of 1986, Pub. L. 99-514, sec. 511(b), 100 Stat. 2085,
2246. ]

The anmended | anguage, effective for the years in issue, was
intended to conformthe definition of personal interest to the
| anguage of the rel ated passive |oss and investnent interest
[imtation provisions, to permt consistent application of a
standard for allocation of interest. See S. Rept. 100-445, at 36
(1988); H Rept. 100-795, at 35 (1988). There is no indication
that the change in | anguage was intended to make any substantive
change in the neaning of the statutory | anguage.
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F.2d 450 (4th G r. 1958), we faced the question of whether
interest on a deficiency in Federal incone tax resulting in part
frominproper reporting of income froma sole proprietorship on
t he cash basis instead of the accrual basis, along with rel ated
attorney's and accountant's fees, was deductible as a business
expense. The taxpayers took a deduction under section 22(n)(1)
of the Internal Revenue Code of 1939, the predecessor of section
62(a), in order to arrive at adjusted gross inconme. Wile our
anal ysis was focused on the deductibility of attorney's fees, we
hel d that the deficiency was based on adjustnments "attri butable
to the business of the sole proprietorship" and all owed the
deduction for deficiency interest as an ordinary and necessary
busi ness expense. Qur reasoni ng was adopted by the Court of

Appeal s.
In Polk v. Conmm ssioner, 31 T.C 412 (1958), affd. 276 F.2d

601 (10th G r. 1960), we had to decide whether interest on a
deficiency, arising out of inventory valuation corrections, was a
deducti bl e busi ness expense for purposes of cal culating a net
operating |loss carryover. Finding that the deficiency arose in
connection with the taxpayer's business, the Court determ ned

that the case was controlled by Standing v. Conm Ssioner, supra,

and held that the interest was deductible as an ordinary and
necessary busi ness expense and was to be taken into account in
determ ning the net operating |oss carryover. Again, our
reasoni ng was adopted by the Court of Appeals.

In Reise v. Conmm ssioner, 35 T.C. 571 (1961), affd. 299 F.2d
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380 (7th Gr. 1962), we again had to decide whether certain
expenses, including interest on a Federal incone tax deficiency,
stenmming fromthe reporting of sales on a cash basis instead of
an accrual basis, were deductible as business expenses in
conputing a net operating |oss carryback. Recognizing that prior

to Standi ng v. Commi ssioner, supra, and Pol k v. Comm ssi oner,

supra, we had deni ed taxpayers a deduction for deficiency

interest in Aaron v. Comm ssioner, 22 T.C 1370 (1954), we

concluded that, in Standing and Pol k, we had departed fromthe
restrictive view of the phrase "attributable to trade or business
carried on by the taxpayer" utilized in Aaron* and that Aaron
shoul d no | onger be foll owed where net operating | osses were

concer ned. Rei se v. Commi ssioner, supra at 579. W reaffirned

the reasoning of Standing and Pol k and, finding the factual
situation indistinguishable fromthose cases, held the deficiency
i nterest deductible as a business expense in determ ning the
anount of a net operating |loss carryover. Again, our reasoning
was adopted by the Court of Appeals.

To conpl ete our analysis of the pre-section 163(h)

situation, we note that because of explicit legislative history

The standard adopted by Aaron v. Conm ssioner, 22 T.C. 1370
(1954), inported the statenent in the legislative history of sec.
22(n) (1) of the Internal Revenue Code of 1939 (the predecessor of
sec. 62(a)(1l)) to the effect that expenses deducti bl e under that
section were those "directly incurred in the carrying on of a
trade or business" and that "the connection contenpl ated by the
statute is a direct one rather than a renote one", giving State
i ncome taxes as an exanple of a nondeducti bl e expense. Reise v.
Comm ssioner, 35 T.C. 571, 577 (1961), affd. 299 F.2d 380 (7th
Cr. 1962).
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t he deduction of State inconme taxes on business incone, in
conputing adjusted gross incone under predecessors of section
62(a) (1), has been denied, in contrast to its all owance where net
operating | osses were involved and the all owance of a deduction
for interest on Federal incone tax deficiencies under

predecessors of section 62(a)(1l). Tanner v. Comm ssioner, 45

T.C. 145 (1965), affd. per curiam 363 F.2d 36 (4th Cr. 1966).°
This treatnment has been accepted by respondent insofar as the net
operating | oss provisions are concerned but not wth respect to
interest on deficiencies as a business expense under sections 162
and 62. See Rev. Rul. 70-40, 1970-1 C. B. 50.

Respondent argues that Polk v. Conm ssioner, supra, conpels

the conclusion that, as a general rule, deficiency interest is
not a business expense, and that the cases recognizing a
deduction are unfounded and wong. Respondent's argunent rests
on the follow ng statenment of the Court of Appeals for the Tenth
Crcuit:

Unless it can be said that the failure to properly

eval uate inventories, which forma part of a taxpayer's
return, arises because of the nature of the business,
and is ordinarily and necessarily to be expected,
interest on a deficiency assessnent does not arise out
of the ordinary operation of the business and may not
be deducted. [Polk v. Comm ssioner, 276 F.2d at 603;
fn. ref. omtted.]

This statenent is rooted in the requirenment that deficiency

In Maxcy v. Conm ssioner, 26 T.C. 526 (1956), and Estate of
Broadhead v. Conm ssioner, T.C Meno. 1966-26, affd. 391 F.2d 841
(5th CGr. 1968), we sustained the disallowance of the deduction
for State incone taxes on the ground of failure of proof as to
the requi site business connection.
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interest nust be attributable to a trade or business to be
deducti bl e, which we found to be the case in Pol k v.

Conm ssi oner, supra. Cearly, this statenent does not support a

per se denial of the deduction of deficiency interest in view of
the fact that the Court of Appeals affirmed our decision that
such interest was an ordinary and necessary expense for net
operating | oss purposes. It may be that the above-quoted

| anguage narrows the types of situations where the ordinary and
necessary busi ness expense requi renent of section 162 has been
satisfied. |Indeed, we are satisfied that, given the source of
the incone tax adjustnents herein, i.e., accounting errors in
appl ying cash and accrual nethods, petitioners have satisfied any

such narrow standard. Reise v. Conm ssioner, supra (cash versus

accrual changes); cf. Polk v. Comm ssioner, supra (involving

inventory valuations). W reject respondent's attack to the
extent that it goes beyond the above quotation fromPolk and is
directed agai nst the pre-section 163(h) deci ded cases generally.
Concededly there is sonme confusion in the reasoning of the
deci ded cases, but the thrust of their bottomine conclusions is
clear. Exceptions will be accorded to the ordinary and necessary
provi sion of section 162 only when there is explicit |egislative
i ndication that such a result was intended. Thus, we agree with
petitioners that there is a consistent body of pre-section 163(h)
case |law holding that, at |east under limted circunstances such

as were involved in Standing v. Commi ssioner, supra, Polk v.

Conm ssi oner, supra, and Reise v. Conmm ssioner, supra, deficiency
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interest is a deductible business expense under section 162 and
therefore under section 62(a)(1l). See Brennan & Megaard,
"Deducting Interest on Noncorporate Trade or Business Tax
Deficiencies: Uncertainty Exists Under the New Tenporary
Regul ations,"” 13 Rev. of Taxation of Individuals 22 (1989).

Wth the foregoing as background, we address the critical
i ssue before us, nanely, the effect of section 163(h)(2)(A) and
section 1.163-8T, Tenporary Incone Tax Regs., 52 Fed. Reg. 24999
(July 2, 1987), and section 1.163-9T(b)(2)(l)(A), Tenporary
| ncone Tax Regs., which specifically denies the deduction herein
claimed. This case is one of first inpression in this Court on
this issue. See supra pp. 5-6. We note, however, that the Court
of Appeals for the Eighth Grcuit in Mller v. United States, 65

F.3d 687 (1995), al though agreeing w thout conclusion as to the
pre-section 163(h) state of the |law, has accepted respondent's
position and held the tenporary regul ati on a reasonabl e

interpretation of the statute and therefore valid.?®

The judicial history of Mller v. United States, 65 F.3d 687
(8th Gr. 1995), affg. 95-1 USTC par. 50,068, 76 AFTR2d 95-5162
(D.N.D. 1994), revg. 841 F. Supp. 305 (D.N D. 1993), shows that
t

he District Court initially entered an order, on cross notions
for summary judgnent, holding that sec. 1.163-9T(b)(2)(Il)(A),
Tenporary I ncone Tax Regs., 52 Fed. Reg. 48409 (Dec. 22, 1987),
was invalid. Mller v. United States, 841 F. Supp. 305 (D.N. D
1993). After further discovery, the District Court entered a
decision for the Governnent on the ground that the deficiency
interest could not be found to constitute an ordi nary and
necessary business expense. Mller v. United States, 95-1 USTC
par. 50,068, 76 AFTR2d 95-5162 (D.N.D. 1994). The court found
the taxpayer "chose to operate what is an obviously inproper

i ncone deferral schenme in order to defer the reporting of
substanti al anmobunts of noney as taxable incone.” [d. 95-1 USTC
at 87,232, 76 AFTR2d at 95-5166. The Court of Appeals for the
(continued. . .)




- 12 -
Initially, we note that tenporary regul ations are accorded

the same weight as final regulations. Peterson Marital Trust v.

Comm ssioner, 102 T.C 790, 797 (1994). The regqgul ations involved

herein were promul gated pursuant to the general authority granted
to the Secretary of the Treasury by section 7805(a) and not
pursuant to specific legislative authority, T.D. 8168, 1988-1
C.B. 80, 83; they are therefore interpretative. An
interpretative regulation is owed "'l ess deference than a

regul ation i ssued under a specific grant of authority to define a
statutory termor prescribe a nmethod of executing a statutory

provision.'"™ United States v. Vogel Fertilizer Co., 455 U S. 16,

24 (1982) (quoting Rowan Cos. v. United States, 452 U S. 247, 253

(1981)). An interpretative regulation will be upheld if it is
found to "'inplement the congressional mandate in sone reasonabl e

manner' ". United States v. Vogel Fertilizer Co., 455 U. S. at 24

(quoting United States v. Correl., 389 U. S. 299, 307 (1967)).

Recently, the Suprenme Court summarized the standard of
review as foll ows:

Under the formulation now famliar, when we confront an
expert admnistrator's statutory exposition, we inquire
first whether "the intent of Congress is clear"” as to
"the precise question at issue." Chevron U S A 1Inc. v.
Nat ural Resources Defense Council, Inc., 467 U. S. 837,
842 (1984). If so, "that is the end of the matter."

(...continued)

Eighth Grcuit then held that, contrary to the conclusion of the
District Court, the regulation was valid, and as such,

di spositive of the taxpayers' clained interest deduction. Mller
v. United States, 65 F.3d 687 (8th Cr. 1995). Because the
District Court's ultinmate conclusion was that the interest at

i ssue was nondeducti bl e personal interest, the Court of Appeals
af firnmed.
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Ibid. But "if the statute is silent or anbiguous with
respect to the specific issue, the question for the
court is whether the agency's answer is based on a
perm ssi bl e construction of the statute.” |Id., at 843.
If the admnistrator's reading fills a gap or defines a
termin a way that is reasonable in light of the

| egi sl ature's reveal ed design, we give the

adm nistrator's judgnment "controlling weight.” 1d., at
844. [NationsBank v. Variable Annuity Life Ins. Co.,
513 Uu.s. _ , _ , 115 s. C. 810, 813-814 (1995);

citations omtted.]

Section 163(h)(2)(A) was added to the Internal Revenue Code
by the Tax Reform Act of 1986, Pub. L. 99-514, sec. 511(b), 100
Stat. 2085, 2246. The key phrase that governs the disposition of
this case involves the exception from personal interest of
"interest paid or accrued on indebtedness properly allocable to a
trade or business". W have previously noted that the original
version of this provision was different but that the | anguage
change was not intended to nmake any substantive change. See
supra note 3. Arguably, this language in and of itself is
sufficient to enable petitioners to prevail, since such interest
on Federal incone tax deficiencies was considered, at |least in
situations such as that involved herein, as an ordinary and
necessary busi ness expense under predecessors of section 162 and
therefore of section 62(a)(1l) by the pre-section 163(h) cases, a
view al so adopted with respect to net operating | oss carryovers

and carrybacks. Reise v. Conm ssioner, supra; Polk v.

Conmi ssi oner, supra; Standing v. Commi ssioner, supra. W note,

however, that, in a conparable situation dealing with the
deduction of State incone taxes in conputing adjusted gross

i nconme, we found sufficient anbiguity to cause us to | ook at the
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| egi sl ative history and approve a regul ati on denyi ng such a

deduction. See Tanner v. Comm ssioner, 45 T.C. at 148-149, 151.

Agai nst the foregoing background, we consider the regulatory
framework and | egislative history that relate to the
deductibility of interest on inconme tax deficiencies. Section
1.163-9T(b) (1) (1), Tenporary Incone Tax Regs., 52 Fed. Reg. 48409
(Dec. 22, 1987), specifically references section 1.163-8T,
Tenporary I ncome Tax Regs., by providing that interest is not
personal interest if it is "paid or accrued on indebtedness
properly allocable (within the neaning of § 1.163-8T) to the
conduct of a trade or business”. Additionally, paragraph (b)(3)
of section 1.163-9T, Tenporary Incone Tax Regs., 52 Fed. Reg.
48410, further references section 1.163-8T, Tenporary |Incone Tax
Regs., "for rules for determning the allocation of interest
expense to various activities". Such being the case, we deal
first with the inpact of section 1.163-8T, Tenporary |ncone Tax
Regs., noting that respondent makes only a passing reference to
the regul ati on wi thout advancing any argunent as to its
application to this case, and that petitioners conpletely ignore
it.

Section 1.163-8T, Tenporary Incone Tax Regs., establishes an
al l ocation nethod based on the expenditure, i.e., the use, of the
debt proceeds. It provides in paragraph (c)(1):

(c) Allocation of debt and interest expense--(1)

Al l ocation in accordance with use of proceeds. Debt is

all ocated to expenditures in accordance with the use of

t he debt proceeds and, * * *. * * * debt proceeds and

related interest expense are allocated solely by
reference to the use of such proceeds, and the
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allocation is not affected by the use of an interest in

any property to secure the repaynent of such debt or

interest. * * * [52 Fed. Reg. 25000 (July 2, 1987).]

On this basis, it can be argued that the proceeds of an

i ndi vidual's inconme tax indebtedness cannot be considered as
expended in a trade or business. Fromthis it would follow that
section 1.163-9T(b)(2)(lI)(A), Tenporary Incone Tax Regs., which
treats interest on incone tax deficiencies as personal interest
(see infra p. 19), sinply represents a specific exanple of the
application of the expenditure nethod of allocation of

i ndebt edness set forth in section 1.163-8T, Tenporary |ncone Tax
Regs., and is therefore valid.

The question to be resolved is whether section 7805(a)
provides a sufficient basis to justify the application of the
expendi ture nmethod of allocation set forth in section 1.163-
8T(c), Tenporary Inconme Tax Regs., to the factual situation
i nvol ved herein. Watever the nerits of such nmethod of
allocation may be in other contexts, we do not think that the
Secretary of the Treasury should be entitled to use the authority
conferred by section 7805(a) to construct a fornula which
excludes an entire category of interest expense in disregard of a
busi ness connection such as exists herein. Such a result
di scrim nates agai nst the individual who operates his or her
busi ness as a proprietorship instead of in corporate form where
the limtations on the deduction of "personal interest" would not
apply. See Brennan & Megaard, supra at 33. W are not persuaded

that we should view the category of income tax deficiencies as
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sinply an incidental exanple, which unfortunately falls within
the broad spectrum of indebtedness to which the application of
t he expenditure nmethod of allocation would be appropriately
applied, a situation which, in and of itself, m ght not be

sufficient to invalidate the regulation. See Associated

Tel ephone & Tel egraph Co. v. United States, 306 F.2d 824, 833 (2d

Cr. 1962); Brunswi ck Corp. v. Conm ssioner, 100 T.C. 6, 16
(1993).

Nor do we think that the reasonabl eness of the expenditure
met hod of allocation, as applied to the facts herein, can be
supported by the fact that the Secretary chose the expenditure
met hod after considering a pro rata apportionnment nethod of
all ocation that m ght have produced a different result in respect
of interest on business-related incone tax deficiencies but which
the Secretary viewed as involving "practical and theoretical
probl ens”, at the sanme tine concedi ng that such probl ens would
not necessarily preclude the adoption of a pro rata apportionnent
method in the future. T.D. 8145, 1987-2 C.B. 47, 50. The fact
of the matter is that any nmethod of allocation would present
simlar problens in its application (sections 1.163-8T and 1.163-
9T, Tenporary Inconme Tax Regs., are thenselves stark testinony as
to the validity of this observation), but this factor should not,
in and of itself, justify the selection of a nethod, at least to
the extent that its application produces an unreasonable result.

Mor eover, we are not convinced that the reach of section

1.163-8T, Tenporary Incone Tax Regs., necessarily provides a
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sufficient basis for validating, under all circunstances, the
specific provision of section 1.163-9T, Tenporary |ncone Tax
Regs. Thus, section 1.163-8T(b)(5), Tenporary |Incone Tax Regs.,
52 Fed. Reg. 25000 (July 2, 1987), defines personal expenditure
to mean "an expenditure that is not a business expenditure" and
section 1.163-8T(c)(3)(ii), Tenporary Incone Tax Regs., 52 Fed.
Reg. 25001 (July 2, 1987), provides:

(1i) Debt assunptions not involving cash

di sbursenents. |If a taxpayer incurs or assunes a debt

in consideration for the sale or use of property, for

services, or for any other purpose, or takes property

subject to a debt, and no debt proceeds are disbursed

to the taxpayer, the debt is treated for purposes of

this section as if the taxpayer used an anount of the

debt proceeds equal to the balance of the debt

out standing at such tinme to make an expenditure for

such property, services, or other purpose.

Under this provision, it would appear perm ssible to analyze
the el enments of the inconme tax indebtedness to determ ne whet her
its inmputed expenditure is properly allocable to business
activity. Indeed, such an interpretation would be consi stent
with the overall |egislative purpose in enacting section 163(h),
nanmely to end the deduction for interest incurred to fund
consunption expenditures. S. Rept. 99-313 at 804 (1985), 1986-3
C.B. (Vol. 3) 804; H Conf. Rept. 99-841 at I1-154 (1986), 1986-3
C.B. (Vol. 4) 154. To conclude that an incone tax deficiency is
i pso facto a consunption expenditure begs the issue. Thus, aside
fromour conclusion that the regulatory provisions contained in
section 1.163-8T, Tenporary Incone Tax Regs., are unreasonabl e as
applied to the facts herein, it is possible to conclude that the

provisions are sufficiently elliptical so that the validity of
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section 1.163-9T, Tenporary |Incone Tax Regs., can, in any event,
be appropriately independently determ ned. Accordingly, we turn
our attention to that task
Section 1.163-9T(b)(2)(I)(A), Tenporary |Incone Tax Regs.,
provi des:

(2) Interest relating to taxes--(1) In general.
Except as provided in paragraph (b)(2)(iii) of this
section, personal interest includes interest--

(A) Paid on underpaynent of individual Federal,
State or local incone taxes * * * regardl ess of the
source of the income generating the tax liability;

The only legislative history of section 163(h) which
directly addresses the issue involved herein is the conference
commttee report which states:

Under the conference agreenent, personal interest
is not deductible. Personal interest is any interest,
other than interest incurred or continued in connection
wi th the conduct of a trade or business (other than the
trade or business of perform ng services as a[n]
enpl oyee), investnent interest, or interest taken into
account in conputing the taxpayer's incone or |oss from
passive activities for the year. Personal interest
al so generally includes interest on tax deficiencies.
[H Conf. Rept. 99-841 at 11-154 (1986), 1986-3 C. B
(Vol. 4) 1, 154.]

The General Explanation of the Tax Reform Act of 1986,
el aborates on this statenent by providing as foll ows:

Personal interest also includes interest on

under paynment of individual Federal, State or | ocal

i ncome taxes notw thstanding that all or a portion of
the incone may have arisen in a trade or business,
because such taxes are not considered derived fromthe
conduct of a trade or business.® * * *

60 Personal interest does not include interest on

t axes, other than incone taxes, that are incurred in
connection wwth a trade or business. (For the rule
t hat taxes on net incone are not attributable to a
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trade or business, see Treas. Reg. sec. 1.62-1(d),

relating to nondeductibility of State incone taxes in

conputing adjusted gross incone.) * * * [Staff of

Joint Conm on Taxation, General Explanation of the Tax

Ref orm Act of 1986, at 266 (J. Comm Print 1987).]

Were it not for the foregoing, we would have been inclined
to conclude that the provisions of section 163(h)(2)(A) standing
al one woul d not have provided a sufficient basis for uphol ding
the regulation. W so state because we have consistently been
reluctant to conclude that Congress overrul ed existing case | aw
when the statutory | anguage does not conpel such a concl usion and
Congress has not otherw se expressly indicated that such a result

shoul d ensue. See Santa Anita Consolidated, Inc. V.

Commi ssioner, 50 T.C. 536, 560 n.13 (1968); cf. Stephenson Trust

v. Conmm ssioner, 81 T.C 283, 298-299 (1983); see al so Reise v.

Commi ssioner, 35 T.C. at 578. Conpare Marquis v. Comm SsSioner,

49 T.C 695, 699 (1968), discussing the situation where, after
Congress inposed a specific limtation on the anmount of
deducti bl e charitable contributions, Congress nmade cl ear, by
statutory provision, that such limtation applied as well to the
nondeducti bility of charitable contributions as ordinary and
necessary busi ness expenses under section 23(a)(2) of the

I nt ernal Revenue Code of 1939. Qur reluctance is reinforced by
the fact that the conference commttee report makes it clear, at
the outset, that personal interest does not include "interest
incurred or continued in connection with a trade or business".
H Conf. Rept. 99-841, supra at 11-154, 1986-3 C.B. (Vol. 4) at
154; see also S. Rept. 99-313 at 804-806 (1986), 1986-3 C. B
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(Vol. 3) 1, 804-806. This provides a broad context in which to
eval uate the inpact of the exception for interest on an
i ndebt edness al | ocabl e to the business. Id.

We first address the | anguage of the conference committee
report. Respondent argues that the word "generally" was intended
only to permt deduction of interest on past-due business taxes,
such as sal es and exci se taxes which the regul ati ons specifically
exclude fromthe definition of personal interest. See sec.
1.163-9T(b)(2)(iii)(A), Tenporary Inconme Tax Regs., 52 Fed. Reg.
48409 (Dec. 22, 1987). On this basis, respondent concludes that
section 1.163-9T(b)(2)(lI)(A), Tenporary Incone Tax Regs., is
reasonabl e and that additional proof of reasonabl eness is
provided by the statenent in the Joint Commttee Staff
Expl anation. See supra p. 19. This approach is also articul ated
by the Court of Appeals for the Eighth Crcuit in Mller v.
United States, 65 F.3d 687 (8th Cr. 1995), holding the tenporary

regul ation vali d.

We think both respondent and the Court of Appeals for the
Eighth Grcuit overl ook the use of the word "deficiencies" in the
sentence in the conference conmttee report. That word has had a
| ong- establi shed and wel | -known neaning. It has been descri bed

as a "termof art". Bregin v. Commi ssioner, 74 T.C. 1097, 1101-

1102 (1980), which describes "deficiency" as a termof art
represented by statutory definition as "the anmount by which the
inconme, gift, or estate tax due under the | aw exceeds the anount

of such tax shown on the return"; see also Estate of Muieller v.
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Commi ssioner, 101 T.C 551, 568 (1993) (Chabot, J., dissenting).

Moreover, in cases too nunerous to cite, the word "deficiency"
has been treated as enbodyi ng such a definition and has
consequently acquired a fixed and settled neaning. Such being
the case, we have every reason to assune that the conference

commttee used the word in that sense. See United States V.

Merriam 263 U S 179, 187 (1923); Norfolk S. Corp. v.

Comm ssioner, 104 T.C 13, 37 (1995), supplenented by 104 T.C

417 (1995); cf. St. Paul Fire & Marine Ins. Co. v. Barry, 438

U S 531, 541 (1978) ("Congress thus enployed term nol ogy that
evokes a tradition of neaning").

In short, we think that when the conference conmttee used
the phrase "tax deficiencies", it was referring to anmounts due by
way of inconme, estate, and gift taxes. 1In this context, the word
"generally" in the conference conmttee report takes on a
significant neaning. It signals that not all interest relating
to inconme tax, etc., deficiencies are included in "personal
interest”". The |logical explanation for what is excluded by
"generally" is such interest that constitutes an ordinary and
necessary busi ness expense and is therefore "allocable to an
i ndebt edness of a trade or business"” within the nmeaning of the
exception clause of section 163(h)(2)(A). To adopt respondent's
position would require us to substitute the word "al ways" for
"generally" and to expand the interpretation of the word
"deficiencies" beyond its accepted neaning to enconpass taxes

other than incone, etc., taxes in order to account for the use of
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the word "generally". By way of contrast, our interpretation
accepts the established neani ng of "deficiencies" and gives
effect to "generally" w thout nodification. Nor do we think our
view is negated by the rational e advanced by both respondent and
the Court of Appeals for the Eighth Crcuit that, in the case of
an individual, incone tax, etc., the paynent of deficiencies and
therefore of the interest thereon is always a "personal
obligation". That is equally true of the obligation to pay
i nterest on sales and exci se taxes inposed upon a business
conducted as a sole proprietorship--interest that is excluded by
regulation. Sec. 1.163-9T(b)(2)(iii)(A), Tenmporary |Incone Tax
Regs.

Nor can respondent's position be salvaged by the Joint
Comm ttee Staff Explanation. Such a docunent is not part of the
| egi slative history although it is entitled to respect. E.g.,

Condor International, Inc. v. Conm ssioner, 98 T.C 203, 227

(1992); see also Estate of Hutchinson v. Conm ssioner, 765 F.2d

665, 669-670 (7th Gr. 1985), affg. T.C. Menop. 1984-55;

Li vingston, "Wat's Blue and Wite and Not Quite as Good as a
Comm ttee Report: General Explanations and the Rol e of

' Subsequent' Tax Legislative History," 11 Amer. J. Tax Policy 91
(1994). \Were there is no corroboration in the actual

| egi sl ative history, we shall not hesitate to disregard the

General Explanation as far as congressional intent is concerned.’

In this connection, we also note that the Tax Reform Act of
1986, Pub. L. 99-514, 100 Stat. 2085, was enacted on Cct. 22,
(continued. . .)
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See Estate of Wallace v. Conm ssioner, 965 F.2d 1038, 1050-1051

n.15 (11th Gr. 1992), affg. 95 T.C 525 (1990); Zinniel v.

Commi ssioner, 89 T.C 357, 367 (1987), affd. 883 F.2d 1350 (7th

Cir. 1989);°8 see also Livingston, supra at 93 ("The Blue Book is
on especially weak ground when it adopts anti-taxpayer positions
not taken in the commttee reports.”). Gven the clear thrust of
the conference conmttee report, the General Explanation is
wi t hout foundation and nmust fall by the wayside. To concl ude
otherwi se would elevate it to a status and accord it a deference
to which it is sinply not entitled.

Respondent further argues that Congress has failed to
express dissatisfaction wwth the regulation in subsequent
| egi sl ative actions in 1988 and 1990. According to National
Muf fl er Dealers Association v. United States, 440 U.S. 472, 477

(1979), this is one elenment to consider in determning the
reasonabl eness of a regulation. However, we do not believe the
| egi slative action discussed by respondent is the type

contenpl ated by the Suprene Court. The first action is the
enact nent of the amendnment to section 163(h)(2)(A) on

Novenber 10, 1988, which was |l ess than a year after the issuance

of the regul ation on Decenber 22, 1987, and which, as we have

(...continued)

1986, during the 99th Congress, whereas the General Explanation
was published on May 4, 1987, during the 100th Congress. Thus,
the General Explanation is not even entitled to the respect it
m ght ot herwi se be accorded if it had been prepared for the
Congress which enacted sec. 163(h).

See al so Lawson v. Conmissioner, T.C. Menp. 1994-286, at n. 8.
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previ ously pointed out, see supra note 3, nade no substantive
change. Besides the inplication fromthe fact that the

regul ation was only tenporary, 11 nonths is a relatively short
period of tinme for considering its inpact.

The second action is a 1990 proposal of the Senate Finance
Committee to anmend section 163, by elimnating the deduction for
corporate taxpayers of interest on inconme tax deficiencies. 1In
expl ai ni ng the proposed change of |law, the Commttee states:

I ndi vidual s are not permtted to deduct personal
interest. For this purpose, personal interest includes

i nterest on underpaynent of the individual's incone taxes,

even if all or a portion of the individual's incone is

attributable to a trade or business. [136 Cong. Rec. S15711

(Cct. 18, 1990).]

First, this statenment is not reliable evidence of
Congr essi onal approval considering that it is only a proposal
entered into the Senate record, and that the provision was not
approved by Congress, nor is there any indication that the House
of Representatives even reviewed the proposal. Furthernore, the
proposed anendnment contains an express restriction on the
deductibility of deficiency interest, which shows that Congress
knew how to restrict the deductibility of interest if it so
i nt ended.

One final coment. Suppose that the only inconme reported on
the return of petitioners had been Schedule C incone fromCarrier
Comruni cations and that the entire deficiency related to the type
of errors that the courts have previously concluded were expected

to occur in the ordinary course of business. E.g., Polk v.

Conmi sSsi oner, supra. It would constitute an unrealistic
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application of our tax laws to conclude that the interest on such
deficiency is not attributable to an indebtedness properly
all ocable to a trade or business under section 163(h)(2)(A), in
t he absence of clear legislative intent that such a result is
required. Yet, such is the inescapabl e consequence of adopting
respondent’' s position.

In light of the foregoing, and with all due respect to the
Court of Appeals for the Eighth Grcuit, we hold that, as applied
to the circunstances involved herein, section 1.163-
9T(b)(2)(1)(A), Tenporary Inconme Tax Regs., constitutes an
i nperm ssible reading of the statute and is therefore
unreasonable. Accordingly, we further hold that the interest
i nvol ved herein is interest "on indebtedness properly allocable
to a trade or business" and therefore excluded from personal
i nterest under section 163(h)(2). In so holding, we enphasize
that there will be situations where a Federal incone tax
deficiency will not be as narrowy focused as is the case herein
and therefore interest paid on the deficiency nay not be said to
constitute an ordinary and necessary busi ness expense all ocabl e
wi thin the neaning of section 163(h)(2)(A). Indeed, the

situation in Mller v. United States, 95-1 USTC par 50,068, 76

AFTR2d 95-5162 (D.N. D. 1994), affd. 65 F.3d 687 (8th Cr. 1995),
which the District Court described as "an obviously inproper
i ncone deferral schenme", see supra note 6, can be said to fal

within the latter category.
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In order to take into account mathematical corrections

enconpassed by the stipulation of the parti es,

Deci sion will be entered

under Rul e 155.

Revi ewed by the Court.

SWFT, JACOBS, WRI GHT, PARR, WELLS, CHI ECH , and VASQUEZ,
JJ., agree with this majority opinion.

FOLEY, J., concurs in the result only.
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SWFT, J., concurring: Two significant facts are clear and
undi sputed in this case: (1) Under the express | anguage of
section 163(h)(2)(A), if an interest expense is properly
all ocable to a trade or business, then under that statute the
i nterest expense is deductible; and (2) the interest expense at
i ssue herein arose from in connection wth, and is allocable to,
petitioners’ business. Accordingly, the interest expense should
be deducti bl e.

Under respondent’s regul ati on and position herein,
petitioners’ interest expense is not deductible “regardl ess” of
the fact that it was clearly incurred by petitioners in
connection with, and that it is undisputably allocable to,
petitioners’ business. Respectfully, respondent’s regul ation and
position herein should be rejected as an erroneous attenpt to
redefine the substantive provision of section 163(h)(2)(A).

| reiterate and enphasize that the statute speaks for
itself. Thereunder, at the least, if an interest expense clearly
relates to and is allocable to a taxpayer’s business, it is
deducti ble. Respondent’s regul ation nay provide reasonabl e
met hods for allocating interest between a taxpayer’s business and

personal activities. But if there is no question as to what an

itemof interest expense relates to, and is allocable to, then

the statute is clear and, if the expense relates to the

t axpayers’ business, the statute all ows the deduction. Because

section 1.163-9T(b)(2)(i)(A), Tenporary Incone Tax Regs., 52 Fed.
Reg. 48409 (Dec. 22, 1987), in the context of a sole
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proprietorship, provides that regardl ess of that fact, an
i nterest expense is not deductible, respondent’s regulation
shoul d be considered invalid.

The statute mandates an allocation and all ows a deduction
for interest expense related to a taxpayer’s business.
Respondent’s regulation, in the situation of a sole proprietor,
woul d | eave nothing to be all ocated.

Further, respondent’s position herein and her regul ation
under section 1.163-9T(b)(2)(i)(A), Tenporary Incone Tax Regs.,
52 Fed. Reg. 48409 (Dec. 22, 1987), is inconsistent with the
specific allocation rule provided under section
1.163-8T(c)(3)(ii), Tenporary Incone Tax Regs., 52 Fed. Reg.
25001 (July 2, 1987), with regard to the frequent situations
where no | oan proceeds are involved in the underlying transaction
or activity (nanely, where the seller or provider of goods or
services provides the financing to the taxpayer or where the
transaction involves interest expenses associated with the nere
extension of credit, not the provision of funds). Section 1.163-

8T(c)(3)(ii), Tenporary Incone Tax Regs., provides as follows:

| f a taxpayer incurs or assunes a debt in consideration
for the sale or use of property, for services, or for
any other purpose, or takes property subject to a debt,
and no debt proceeds are disbursed to the taxpayer, the
debt is treated for purposes of this section as if the
t axpayer used an anount of the debt proceeds equal to

t he bal ance of the debt outstanding at such tine to
make an expenditure for such property, services, or

ot her purpose. [Enphasis added.]
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The above regul ation sinply provides that in the many
situations where financing or credit transactions do not involve
t he di sbursenment of any | oan proceeds but do involve the
extension of credit and interest charges or expenses therefor,
the interest expenses are to be allocated between the taxpayer’s
busi ness and personal activity based on the nature of the
particul ar underlying activity giving rise to the extension of
credit.

Under section 1.163-8T(c)(3)(ii), Tenporary |ncone Tax
Regs., even though no | oan proceeds were di sbursed to petitioners
by the Governnment, credit was extended to petitioners by the
Governnment, and petitioners were charged interest wth regard
t hereto.

Because the underlying activity in question in this case
(giving rise to the tax deficiency and to the Governnent’s
extension of credit to petitioners) undisputedly relates to
petitioners’ business, under section 1.163-8T(c)(3)(ii),
Tenporary I ncone Tax Regs., the interest expense in question
shoul d be treated as allocable to petitioners’ business and as
deducti bl e under the statute.

COLVIN and LARO, JJ., agree with this concurring opinion.

LARO, J., concurring: | agree with the majority opinion.
| wite separately, however, to enphasize the invalidity of
section 1.163-9T(b)(2)(i)(A), Tenporary Incone Tax Regs., 52 Fed.
Reg. 48409 (Dec. 22, 1987), for reasons additional to those

stated by the majority.
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Before the Tax Reform Act of 1986 (TRA), Pub. L. 99-514,
100 Stat. 2085, this and other courts allowed an individual to
deduct interest on his or her incone tax liability as a business
expense under sections 62(a)(1l) and 162(a), see, e.g., Standing
v. Comm ssioner, 28 T.C. 789, 795 (1957), affd. 259 F.2d 450

(4th Cr. 1958), or a nonbusiness item zed deduction, sec.
163(a).! Thus, the courts allowed an individual to conpute

adj usted gross incone (AG@) under section 62(a)(1) by deducting
deficiency interest that was an ordinary and necessary expense
under section 162(a), irrespective of the provisions of section
163 and i ndependent of whether the individual item zed his or her
deductions. See generally Bittker & Lokken, Federal Taxation O

| ncone, Estates And G fts, par. 31.1.1, at 31-2 (2d ed. 1990)
("Since, even in the absence of 8163(a), interest attributable to
busi ness or profit-oriented transacti ons woul d be deduct abl e
under 8162 * * * or 8212 * * * the principal function of 8163(a)
is to permt the deduction of interest on consuner debt"). The
Courts also allowed an individual to deduct deficiency interest
that was an ordinary and necessary busi ness expense under section
162(a) in order to conpute a net operating |loss (NOL) under

section 172(d)(4). Polk v. Comm ssioner, 31 T.C 412, 415

(1958), affd. 276 F.2d 601 (10th Cr. 1960).
The Comm ssioner disagrees with the Courts' view. According

to her, interest on an incone tax liability attributable to a

! Whether the interest was deductible as a busi ness expense
or a nonbusiness item zed deduction depended on the character of
the incone tax liability.
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busi ness is not deductible by an individual in conputing AQ.
In Rev. Rul. 58-142, 1958-1 C B. 147, the Conm ssioner stated
that an individual's paynment of State incone taxes, interest on
State and Federal inconme taxes, and litigation expenses rel ated
to these taxes was "not attributable to a trade or business",
even if these expenses were related to business incone or
deducti bl e under section 212. The Conmm ssioner ruled that these
State incone taxes, interest on State and Federal incone taxes,
and litigation expenses were not deductible fromgross incone in
conmputing AG under forner section 62(a)(1l). The Comm ssioner
al so ruled that these State incone taxes, interest on State and
Federal inconme taxes, and litigation expenses did not generate an
NCL under section 172(d)(4).

The Comm ssioner's ruling in Rev. Rul. 58-142, supra, with
respect to A, was based on fornmer section 1.62-1(d), Proposed
| ncone Tax Regs., 21 Fed. Reg. 8403 (Nov. 2, 1956), which
provi des:

To be deductible for the purposes of determ ning

adj usted gross incone, expenses nust be those directly,

and not those nerely renotely, connected with the

conduct of a trade or business. For exanple, taxes are

deductible in arriving at adjusted gross incone only if

they constitute expenditures directly attributable to a

trade or business or to property fromwhich rents or

royalties are derived. Thus, property taxes paid or
incurred on real property used in a trade or business

are deductible, but State taxes on net incone are not

deducti bl e even though the taxpayer's incone is derived

fromthe conduct of a trade or business.
The Comm ssioner's ruling with respect to the NOL was primarily

based on this Court's decisions in Maxcy v. Commi ssioner, 26 T.C.

526 (1956), and Aaron v. Conm ssioner, 22 T.C 1370 (1954). In
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Maxcy v. Commi ssioner, supra at 527, the Court held that the

taxpayer failed to prove that he could conpute an NOL by
deducting fromhis gross incone a clained business expense of
i nterest on underpaynents of personal incone tax. In Aaron v.

Conmi ssi oner, supra at 1376, the Court sustained the

Comm ssioner's determ nation that the taxpayer could not conpute
an NOL by deducting the State incone taxes that he cl ai ned were
related to his business inconme. According to the Court, the
phrase "attributable to" neant that an expense had to bear a
"direct relation” to the individual's business. 1d.

In Rev. Rul. 70-40, 1970-1 C. B. 50, the Comm ssi oner
reconsi dered and reversed her position in Rev. Rul. 58-142,
supra, insofar as it held that State income taxes, deficiency
interest, and litigation expenses related to a taxpayer's
busi ness i ncome were nondeducti bl e nonbusi ness expenses for
pur poses of determning an NOL.2 Prior to her reconsideration,
this and other Courts had consistently rejected that position.

First, in Standing v. Conm ssioner, supra at 795, this Court held

that the taxpayer's deficiency interest and professional fees

wer e deducti bl e as busi ness expenses under sections 22(n)(1) and

2 At the sane tine, the Conm ssioner reaffirnmed her view
t hat these expenses were not deductible in conputing AG. The
Commi ssi oner expl ai ned her inconsistency in these two views by
noting that the legislative history of sec. 172(d)(4) contained
no | anguage conparable to the | anguage in the legislative history
of former sec. 62(a)(1l) which stated that expenses deductible in
arriving at AG nust be "directly incurred”" in carrying on a
trade or business, and that State inconme taxes are not directly
incurred. Rev. Rul. 70-40, 1970-1 C B. 50, 50-51.
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23(a)(1)(A) of the 1939 Code, in arriving at AJ.®* In Standing,
t he taxpayer was the sole proprietor of two businesses. The
Commi ssi oner audited the taxpayer's 1945 through 1949 i ndi vi dual
incone tax returns, and the taxpayer retained an attorney and an
accountant to assist himin the audit. The taxpayer and the
Comm ssioner settled the matter; substantially all of the
agreed-upon deficiencies were proximately related to the
t axpayer's busi nesses. The taxpayer |ater claimed a business
deduction for the deficiency interest and the professional fees
incurred with respect to the deficiencies. The Conmm ssioner
di sal | owed t hese expenses as busi ness deductions from gross
i ncome mainly because the expenses had no connection with the
t axpayer's business. W disagreed. W held that the interest
and the fees were "ordinary and necessary expenses paid or
incurred during the taxable year in carrying on * * * [the
t axpayer's] trade or business” wthin the neaning of section

23(a)(1)(A) of the 1939 Code. Standing v. Conm ssioner, supra at

793. The Court of Appeals for the Fourth Crcuit affirmed our

deci sion allow ng these deductions. Conm ssioner v. Standing,

259 F. 2d at 456.

3 Sec. 22(n)(1) of the 1939 Code provides that AG equals
gross incone |less "deductions allowed by section 23 which are
attributable to a trade or business carried on by the taxpayer,
i f such trade or business does not consist of the performance of
services by the taxpayer as an enployee”. Sec. 23(a)(1l) of the
1939 Code allows for the deduction of "All the ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business". The |anguage of secs.

22(n) (1) and 23(a)(1) is essentially verbatimw th the | anguage
of secs. 62(a)(1) and 162(a), respectively.



- 34 -

Subsequently, in Polk v. Conm ssioner, supra at 414-415,

this Court held that interest on an incone tax deficiency
stemm ng fromthe Comm ssioner's revaluation of the taxpayer's
Iivestock inventory was deducti ble as a busi ness expense for
pur poses of conmputing an NOL. In so holding, this Court stated

that the case was "clearly controlled" by Standing. Polk v.

Conm ssi oner, supra at 415. W also stated that the deficiency

i nterest was deducti bl e as a busi ness expense because the
deficiency "arose in connection with * * * [the taxpayer's]

busi ness, and was proximately related thereto, and that the sanme
must be said of the interest paid thereon.” [1d. at 415. W

di stingui shed Maxcy v. Conm ssioner, 26 T.C. 526 (1956), on which

t he Conm ssioner relied, by concl uding:

The Opinion in that case includes the follow ng (p.
527): “The burden is on * * * [the taxpayer] to
denonstrate the clear allowability of the deduction.
This burden he has failed to carry.”

In the instant case, however, as in Standing,
supra, * * * [the taxpayer's] burden is clearly and
fully met. W have carefully reexam ned the probl em
and we see no occasion to depart fromthe reasoning and
princi ples established by the Court of Appeals for the
Fourth Grcuit, and by this Court, in Standing. [Polk
v. Conm ssioner, supra at 415.]

On appeal, the Court of Appeals for the Tenth Crcuit agreed

t hat these amounts were deducti ble. Conni ssioner v. PolKk,

276 F.2d at 604. According to the court, a taxpayer may conpute
an NOL by deducting deficiency interest fromgross incone as a
busi ness expense if the interest is an ordinary and necessary
expense incurred in the operation of the business. The court

stated that the assessnent of additional incone taxes related to
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the valuation of |ivestock is ordinary and necessary to the
conduct of a |livestock business because people may di sagree on
t he value of livestock. 1d. at 603.
Shortly thereafter, this Court reached a result consistent
with Polk and Standing in our Court-reviewed opinion in Reise v.
Comm ssioner, 35 T.C. 571 (1961), affd. 299 F.2d 380 (7th G

1962). W held in Reise that State inconme taxes, deficiencies in
State inconme taxes, interest on State and Federal incone taxes,
and litigation expenses relating primarily to an individual's
busi ness i ncome were deductible as ordinary and necessary

busi ness expenses in conputing an NOL carryback. W carefully
reviewed the relevant statutes, the |egislative history, the

adm nistrative interpretations of these provisions, and the

casel aw (i ncluding Pol k, Standing, Mxcy, and Aaron). W

concl uded that Standing and Pol k are "sound and correct"”, and
Aaron is not. [d. at 579. W applied the rationale of Polk and
St andi ng, and we overrul ed Aaron as an i nproper and incorrect
construction of section 122(d)(5) of the 1939 Code.* [|d. at 579.
This and other Courts have steadfastly followed the judicial

reasoni ng that we enunciated in Reise, Polk, and Standing.

| ndeed, in Estate of Broadhead v. Conm ssioner, T.C. Menp

1966- 26, affd. 391 F.2d 841 (5th Cr. 1968), we were obliged to
di stingui sh Standing, in holding that the taxpayer could not

cl ai ma business expense deduction for interest on his Federal

4 The text of sec. 122(d)(5) of the 1939 Code is virtually
identical to the text of sec. 172(d)(4).
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i ncone tax deficiencies because he failed to show that the
deficiencies were related to his business incone. Simlarly, in

Tanner v. Conm ssioner, 45 T.C. 145, 149-150 (1965), affd. per

curiam 363 F.2d 36 (4th Gr. 1966), we were obliged to

di stinguish Standing, in refusing to allow a deduction for State
i ncone taxes under forner section 62(a)(l). W reasoned that,
whereas fornmer section 62(a)(1l) was silent on the deductibility
of interest and | egal expenses attributable to the underpaynment
of business incone, fornmer section 62(a)(1l) and its legislative
history clearly barred an individual fromdeducting the State

i ncone taxes on business incone.

It is with this backdrop that | proceed to address the
validity of the regulations at hand. The Comm ssioner cl ains
that she validly prescribed section 1.163-9T(b)(2)(i) (A,
Tenporary Income Tax Regs., 52 Fed. Reg. 48409 (Dec. 22, 1987),
based on the legislative history of section 163(h) and the Staff
of Joint Comm on Taxation, Ceneral Explanation of the Tax Reform

Act of 1986, at 266 (J. Comm Print 1987) (the 1986 Bl uebook).?®

> The Joint Committee of Taxation for the 100th Congress
(Joint Commttee) consisted of five Senators and five nenbers of
t he House of Representatives. The 1986 Bl uebook, at Il. The
1986 Bl uebook was prepared by the Staff of the Joint Conmttee,
in consultation with the staffs of the House Ways and Means
Committee and the Senate Finance Commttee. Letter fromDavid H
Brockway, Chief of Staff, to the Hon. Dan Rostenkowski, Chairnman,
and the Hon. Lloyd Bentsen, Vice-Chairman, id. at XVil
According to Mertens, Law of Federal Inconme Taxation, sec. 3.20,
at 31 (1994):

The purpose of the Blue Book is to provide, in one
vol une, a conpilation of the legislative history of a
pi ece of tax legislation. Wile the docunent is nost
(continued. . .)
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According to her, the Congress enacted section 163(h), in part,
to prohibit an individual fromdeducting interest on an incone
tax liability attributable to his or her trade or business. |
di sagr ee.

First, there is no reason to resort to the legislative
hi story of section 163(h). A statute speaks for itself, and its
| egi sl ative history should be sought to enbellish the text only

when the neaning of the words therein are "inescapably

anbi guous". Garcia v. United States, 469 U.S. 70, 76 n.3 (1984);
see also Ex parte Collett, 337 U.S. 55 (1949). The rel evant text

of section 163(h) reads:

In the case of a taxpayer other than a corporation, no
deduction shall be allowed under this chapter for
personal interest paid or accrued during the taxable
year .

* * * the term"personal interest" neans any interest
* * * other than--

* * * interest paid or accrued on
i ndebt edness properly allocable to a trade or
business * * * [Sec. 163(h)(1) and (2)(A).]

This text is not anmbiguous. Interest paid on a debt that is

properly allocable to a trade or business is not personal

i nterest under section 163(h). Gven the clarity of this text,
t he begi nning and end of our inquiry should be the statutory

text, and we should apply the plain and common nmeani ng of the

(...continued)
hel pful as a handy reference volune it also gives sone
gui dance. Were the Blue Book's explanation differs
fromthat in a conference report it may serve to alert
the reader that a technical correction is needed to
reconcile the views. [Enphasis added.]
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statute.® TVA v. Hll, 437 U S 153 (1978); United States v.

Anerican Trucking Associations, 310 U S. 534, 543-544 (1940). As

the United States Suprene Court has said:

canons of construction are no nore than rules of thunb
that help courts determ ne the neaning of |egislation,
and in interpreting a statute a court should al ways
turn first to one, cardinal canon before all others.

W have stated tinme and tinme again that courts mnust
presunme that a legislature says in a statute what it
means and neans in a statute what it says there. * * *
When the words of a statute are unanbi guous, then, this
first canon is also the last: judicial inquiry is
conplete. [Connecticut Natl. Bank v. Germain, 503 U. S
249, 253-254 (1992); citations and quotation marks
omtted.]

Al though a plain reading of the statute is ordinarily
conclusive, | recognize that a clear legislative intent that is

contrary to the text may sonetines lead to a different result.

6 I ndeed, the Comm ssioner has done just that with respect
to the term*“properly allocable”. The Conm ssioner prescribed
sec. 1.163-8T, Tenporary Incone Tax Regs., to determ ne the
anmount of interest that is properly allocable to a trade or
busi ness. Sec. 1.163-9T(b)(1)(i), Tenporary Incone Tax Regs.,

52 Fed. Reg. 48409 (Dec. 22, 1987). Sec. 1.163-8T(a)(3),
(4)(i)(A), (b)(7), and (c)(3)(ii), Tenporary |Incone Tax Regs.,

52 Fed. Reg. 24999-25001 (July 2, 1987), provides that interest
is properly allocable to a trade or business to the extent that
the proceeds of the underlying debt are traceable to an
"expenditure * * * in connection with the conduct of any trade or
busi ness”. But for sec. 1.163-9T(b)(2)(i)(A), Tenporary | ncone
Tax Regs., 52 Fed. Reg. 48409 (Dec. 22, 1987) there should be no
di spute that petitioners nay deduct their deficiency interest
because the interest is connected to the Federal incone taxes
that they nust pay on their business incone. Fort Howard Corp.
and Subs. v. Comm ssioner, 103 T.C 345, 352 (1994) (an expense
is incurred "in connection with" the conduct of a trade or
business if it is associated with or logically related); Polk v.
Comm ssioner, 31 T.C 412, 415 (1958) (deficiency interest
deducti bl e as a busi ness expense because the deficiency "arose in
connection with * * * [the taxpayer's] business, and was
proximately related thereto, and that the sane nust be said of
the interest paid thereon"), affd. 276 F.2d 601 (10th Cr. 1960);
see also Reise v. Comm ssioner, 35 T.C. 571 (1961), and the cases
cited therein, affd. 299 F.2d 380 (7th Gr. 1962).
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Consuner Product Safety Commm. v. GIE Sylvania, Inc., 447 U. S

102, 108 (1980); see also Halpern v. Conm ssioner, 96 T.C. 895,

899 (1991) (only "unequi vocal evidence" of |egislative purpose in
the history to a statute may override the plain neaning of the

words therein). | find no clear and unequi vocal |egislative

intent that would support the Comm ssioner's taking a position in
section 1.163-9T(b)(2)(i)(A), Tenporary Incone Tax Regs., that is
i nconsistent with the statute. The conference report to the TRA
states that "Personal interest is any interest, other than
interest incurred or continued in connection with the conduct of
a trade or business (other than the trade or business of
perform ng services as an enpl oyee), investnent interest, or
interest taken into account in conputing the taxpayer's incone or
| oss from passive activities for the year." H Conf. Rept.
99-841, at I1-154 (1986), 1986-3 C.B. (Vol. 4) at 154; see also
S. Rept. 99-313, at 804-806, 1986-3 C.B. (Vol. 3) at 804-806.

Al t hough the conference report further states that "Personal
interest also generally includes interest on tax deficiencies",

H Conf. Rept. 99-841, at 11-154, 1986-3 C.B. (Vol. 4) at 154,

| agree with the majority that this reference is to tax
deficiencies that are not business related. | do not believe
that the Congress neant to change sub silentio the pre-existing
judicial view that interest on income tax deficiencies
attributable to a trade or business is deductible. | conclude
that the disall owance for personal interest in section 163(h)(2)

relates only to interest not qualifying as a trade or business
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expense under sections 62(a)(1l) or 162(a).
My conclusion is not changed by the broad interpretation
given to section 163(h)(2) by the Joint Commttee in the 1986
Bl uebook. | give little weight to this broad interpretation.

Flood v. United States, 33 F.3d 1174, 1178 (9th Cr. 1994);

Slaven v. BP Anerica, 973 F.2d 1468, 1475 (9th Cr. 1992).

The 1986 Bl uebook is not legislative history; it was witten

after the enactnent of the TRA. See Flood v. United States,

supra at 1178; MDonald v. Conm ssioner, 764 F.2d 322, 336-337

n.25 (5th Gr. 1985), affg. T.C. Meno. 1983-197; Mertens, Law of
Federal | nconme Taxation, sec. 3.20, at 31 (1994). It was not
approved by the Congress before its release. See Estate of

Hut chi nson v. Conmm ssioner, 765 F.2d 665, 669-670 (7th Gr.

1985), affg. T.C. Menob. 1984-55. |t does not conport with the
text of section 163(h) or the legislative history thereunder.
| recognize that both the United States Supreme Court and this

Court have relied on the Blue Book, see, e.g., FPC v. Menphis

Light, Gas & Water Div., 411 U S. 458, 471-472 (1973); Estate of

Sachs v. Conm ssioner, 88 T.C. 769, 775 (1987), affd. in part and

revd. in part 856 F.2d 1158 (8th Cr. 1988), and that it is

entitled to great respect, Estate of Hutchinson v. Conm ssioner,

supra at 669-670; MDonald v. Conmm ssioner, supra at 336-337

n.25. Al the sanme, we should not be bound by statenents in the
1986 Bl uebook that are unsupported by and contrary to section 163
and its legislative history.

The nuts and bolts of this case is that the Comm ssi oner
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continues to disagree with the pre-TRA judicial view that an

i ndi vi dual engaged in a trade or business may deduct from gross

i ncome the amount of interest on a Federal incone tax liability
that is attributable to his or her business. Thus, the
Comm ssi oner prescribed her position into section
1.163-9T(b)(2)(i)(A), Tenporary Inconme Tax Regs., under the

gui se of the TRA' s anendnents to section 163. Section
1.163-9T(b)(2) (i) (A), Tenporary Incone Tax Regs., IS inconsistent
with section 163(h). The nondeductibility of personal interest
does not apply to interest on a Federal incone tax liability that
is properly allocable to a trade or business. Sec. 163(h)(2)(A).
Interest on a Federal incone tax liability that is properly

all ocable to a trade or business is deductible under section
162(a) if the incurrence of the interest is ordinary and
necessary to the trade or business. |If the Congress had intended
to disallow any deduction for deficiency interest that was an
ordi nary and necessary busi ness expense under section 162(a), the
Congress woul d have said so. Instead, the Congress clearly
stated that personal interest does not include "interest paid or
accrued on indebtedness properly allocable to a trade or busi ness
(other than the trade or business of perform ng services as an
enpl oyee)". Sec. 165(h)(2)(A). Because the Comm ssioner's
prescription of section 1.163-9T(b)(2)(i)(A), Tenporary |ncone
Tax Regs., is inconsistent wwth the statute (and is not within
the "legislature's reveal ed design" for the TRA's anendnents to

section 163, Nationsbank v. Variable Annuity Life Ins. Co., 513
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us _ , _ , 115 S C. 810, 813-814 (1995)), | concur in the
majority's holding that it is outside the bounds of her

regul atory authority under section 7805(a).’ Section
1.163-9T(b)(2)(i)(A), Tenporary Inconme Tax Regs., is invalid.

Accord Professional Equities, Inc. v. Conm ssioner, 89 T.C. 165

(1987); Stephenson Trust v. Conm ssioner, 81 T.C 283 (1983); see

RLC Industries Co. v. Conm ssioner, 58 F.3d 413, 418 (9th Grr.

1995), affg. 98 T.C 457 (1992).
SWFT, WRI GHT, PARR, and VASQUEZ, JJ., agree with this

concurring opinion.

"1 note that the Conmm ssioner's position in the instant
case is inconsistent with a recent adm nistrative position of
hers. In Rev. Rul. 92-29, 1992-1 C B. 20, the Conm ssioner
nodi fied Rev. Rul. 70-40, 1970-1 C.B. 50, to state that sec.
62(a) (1) allows an individual to deduct litigation expenses
incurred in determning State and Federal incone taxes on incone
derived fromhis or her trade or business. The recent ruling
al so states that an individual may deduct the portion of a tax
preparation fee that is attributable to his or her
sol e-proprietor business. Gven the Comm ssioner's position with
respect to these litigation expenses and tax preparation fees,
am unabl e to fathom why she continues to believe that the
interest on a tax deficiency that is allocable to a trade or
busi ness is not al so deducti bl e.
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RUVWE, J., dissenting: | disagree with the majority for
reasons already well stated by the Court of Appeals for the

Eighth Grcuit in Mller v. United States, 65 F.3d 687 (8th G

1995). Since there is no need to repeat those reasons, | shal
confine nyself to addressing several aspects of the mpjority
opi nion not addressed in Mller.

First, | do not believe that the conference conmttee's use
of the word "generally" supports the nmgjority's reasoning. The
conference comnmttee report states: "Personal interest also
generally includes interest on tax deficiencies". H Conf. Rept.
99-841, at I1-154 (1986), 1986-3 C.B. (Vol. 4) 1, 154. The
maj ority seizes upon the word "general ly" and reasons that
Congress could not have intended to declare that all interest on

"inconme" tax deficiencies is personal interest. However, in the

conference committee report, the word "general ly" nodifies "tax
deficiencies", not "incone tax deficiencies". The term"tax
deficiencies", which also includes estate and gift tax
deficiencies, is obviously broader than the term"incone tax
deficiencies". Congress statutorily excluded sonme interest on
tax deficiencies fromthe "personal interest” definition by
specifically providing in section 163(h)(2)(E) that interest on
estate taxes inposed by section 2001 is, in certain

ci rcunst ances, not personal interest. Therefore, the use of the
word "generally" in the conference commttee report was both

technically correct and consistent with the regul ation's hol di ng

that all interest on individual incone tax deficiencies is
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personal interest. |Indeed, use of the word "generally" indicates
that allowng interest on a "tax deficiency" would be an
exception to the norm such as provided for by section
163(h)(2)(E), and would not include the very common situation
where an "incone tax deficiency" is based on adjustnents to itens
reported on an individual's Schedule C

Second, the body of case law relied upon by the majority
found its genesis to a large extent in the failure of section
22(n) of the Internal Revenue Code of 1939 to directly address
whet her an individual was entitled to deduct interest on an
inconme tax deficiency attributable to a trade or business and the
| ack of legislative history and regul ations on the subject. See

Conmm ssioner v. Standing, 259 F.2d 450 (4th Cr. 1958), affg. 28

T.C. 789 (1957). However, in Tanner v. Conm ssioner, 45 T.C

145, 150 (1965), affd. 363 F.2d 36 (4th Cr. 1966), where we held
that an individual taxpayer was not allowed to deduct State

i ndi vidual incone taxes as a business expense, we observed:

In reaching its conclusion [in Standing], the court

poi nted out that neither the conmttee reports nor the
regul ations with respect to section 22(n)(1)
specifically nentioned interest on tax deficiencies

W th respect to business inconme or |egal expenses
incurred in contesting such deficiencies. The sane
cannot be said, of course, with respect to State incone
taxes. As pointed out hereinabove, both the commttee
reports and the regul ations specifically state that
State incone taxes, even though incurred as a result of
busi ness profits, are not deductible in conputing

adj usted gross incone.

Li ke the situation presented to us in Tanner, both the

| egi slative history and cont enporaneous regul ati ons support a
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hol ding that the interest paid on petitioners' |ate incone tax
paynment constitutes nondeducti ble "personal interest”.

Third, the najority expresses concern that the regulation in
i ssue "discrimnates against the individual who operates his or
her business as a proprietorship instead of in corporate form
where the Iimtations on the deduction of 'personal interest’
woul d not apply." See mpjority op. p. 15. The short answer to
this is that Congress, when it enacted section 163(h) disallow ng
personal interest, excluded corporate taxpayers fromits
provisions. Surely, the magjority does not question Congress
authority to allow corporations, which are treated as separate
taxabl e entities, to deduct itens that individuals may not. But
if the myjority is concerned about discrimnation, it should
observe that the result it reaches produces an even greater
di sparity of treatnment between individual taxpayers. Wile the
majority would allow a business deduction for interest on inconme
tax deficiencies attributable to adjustnents to proprietorship
inconme, interest on individual tax deficiencies attributable to
busi nesses operated as partnershi ps and subchapter S corporations
is not deductible as a business expense. Thus, even for taxable
years ending prior to the effective date of section 163(h), it
has been held that interest on an individual's incone tax
deficiency attributable to adjustnents to the incone of a
partnership or an S corporation was not deductible as a business

expense by an individual partner or shareholder. True v. United

States, 35 F.3d 574 (10th Cr. 1994), affg. w thout published



- 46 -

opi ni on? 93-2 USTC par. 50,461, 72 AFTR2d 93-5660 (D. Wo. 1993).
Consi stent treatnent of individual taxpayers can be best achieved
by recogni zing that interest on individual incone tax
deficiencies is personal interest regardl ess of whether the
adjustnment giving rise to the deficiency pertains to a
proprietorship, a partnership, or an S corporation.

An individual’s incone tax liability is based on an
amal gamati on of income derived fromall sources and deducti ons,
credits, exclusions, exenptions, filing status, incone bracket,
and ot her considerations. |Incone from an unincorporated business
is merely one of the many conponents necessary to determ ne what
is still in essence a tax on an individual's personal accessions

to wealth from what ever source derived. See Janes v. United

States, 366 U S. 213, 219 (1961). Interest on a individual's
income tax liability represents a personal expense because the

underlying tax obligation is personal. See MIller v. United

States, supra at 691.

HAMBLEN, CHABOT, COHEN, GERBER, HALPERN, and BEGHE, JJ.

agree with this dissent.

1 A copy of the unpublished opinion of the Court of Appeals
for the Tenth Crcuit in True v. United States that appears at 74
AFTR2d 94- 6253, is appended. Although citation of unpublished
opi nions of the Court of Appeals for the Tenth G rcuit remains
unfavored, unpublished opinions may now be cited if the opinion
has persuasive value on a material issue, and a copy is attached
to the citing docunent. See General Order of Nov. 29, 1993,
suspending 10th Cr. Rule 36. 3.
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APPENDI X

JEAN D. TRUE; H A TRUE, JR; HA TRUE, 111

KAREN S. TRUE; DI EMER D. TRUE; SUSAN L. TRUE

DAVI D L. TRUE; MELANI E A. TRUE, PLAI NTI FFS-

APPELLANTS v. U. S., DEFENDANT-APPELLEE. U.S. Court of Appeals,
Tenth Crcuit, No. 93-8092, Aug. 26, 1994. District Court, 72
AFTR 2d 93-5660, affirmed. Decision for Govt.

MOORE, Circuit Judge:

Order and Judgnent

Bef ore MOORE, SETH, and TACHA, Circuit Judges:™

Plaintiffs in these consolidated cases appeal froma summary
judgment notion in favor of the governnent. They seek an incone
tax refund claimng the IRS inproperly cal culated their
alternative mninmnumtax. They contend the correct conputation
permts themto fully deduct as a busi ness expense interest paid
on incone tax deficiencies relating to their various business
entities. According to their treatnment of the interest,
plaintiffs owe no alternative mninumtax. Finding no |egal
support for that position, we affirm

H A True, Jr.,? his wife, and three of their children are
owners of nunerous ranching and energy-rel ated busi nesses
operated as partnerships and S corporations. 1In 1986, the IRS
advi sed taxpayers to pay disputed tax deficiencies and associ ated
i nterest because, after 1986, interest on nost tax deficiencies
woul d not be fully deductible. Accordingly, in 1986, plaintiffs
(the business owners and their spouses) paid, for various
previ ous tax years, contested taxes and penalty interest relating
"nearly exclusively" to their businesses. On their 1986

* k

This order and judgnent is not binding precedent, except
under the doctrines of |law of the case, res judicata, and
collateral estoppel. The court generally disfavors the citation
of orders and judgnents; neverthel ess, an order and judgnent may
be cited under the terns and conditions of the court's General
Order filed Novenber 29, 1993. 151 F.R D. 470.

! M. True died during the course of this litigation. As
personal representatives of his estate, his wife and the three of
his children involved in this case have been substituted as
parties for M. True.
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i ndi vidual income tax returns, plaintiffs fully deducted these

i nterest paynents fromgross inconme as a business expense. The
| RS di sall owed these "above the Iine" deductions, but allowed
plaintiffs to deduct the interest "below the line" fromtheir

adj usted gross incones. The IRS s treatnent of the 1986 i nterest
paynments did not change plaintiffs' regular tax liability but
created alternative mnimumtax liability which plaintiffs
believed they did not owe. Plaintiffs paid the disputed
alternative mninmumtax and associated interest. They sought a
refund of this noney fromthe IRS, which denied the claim and
then filed this action in the district court. On cross-notions
for summary judgnent, the district court granted judgnment to the
gover nnent .

The district court determ ned the tax code classifies the
1986 i nterest paynments as a personal rather than a business
expense. The court asserted a sole proprietor could deduct this
interest as a personal business expense. However, unlike the
situation with sole proprietorships, partnerships and S
corporations are separate entities frompartners and sharehol ders
for the purpose of characterizing income and deducti ng busi ness
expenses. Therefore, if the interest paynents are a business
expense, the deduction would occur on the partnership or
corporate | evel before the determnation of the distributive
shares of the businesses' inconmes.? Plaintiffs nust endure the
consequences of their choice of business form Because they own
shares of partnerships and S corporations, their 1986 interest
paynments are personal deductions.

Plaintiffs argue they have no alternative m ni numtax
liability. They claimthe interest paynents represent a business
expense because the conplexity of inconme tax | aws creates
| egitimate di sputes about the anount of tax owed, and, thus,
deficiency interest is an ordinary and necessary expense of
operating a business. They argue when deficiency interest is
deducted as a business expense fromgross incone to arrive at
adj usted gross incone, the staring point for calculating
alternative mninumtax, no alternative mnimumtax liability
occurs. To support their contention the interest constitutes a
busi ness expense, plaintiffs argue a sole proprietor could deduct
this interest as a business expense; therefore, equity demands
partners and S corporation sharehol ders receive the sane tax
treatnent. Pointing to cases involving | egal fees and enpl oyee
benefits, plaintiffs assert partners may deduct personally-paid
partnershi p-rel ated expenses as busi ness expenses. Furthernore,
because partnerships and S corporations pass their tax liability

2 The court noted the irony that the corporations and
partnershi ps cannot deduct the 1986 interest paynments because
t hey have no obligation to pay taxes or interest on tax
defi ci enci es.
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onto their owners rather than pay taxes thenselves, plaintiffs
poi nt out these entities cannot account for deficiency interest
in determning distributable incone. The partners and

shar ehol ders, therefore, may deduct deficiency interest
attributable to the entities as a busi ness expense on their

i ndi vi dual returns.

The governnment argues the interest paynents are a persona
rather than a busi ness expense. Partnerships and S corporations
are entities separate fromtheir owners for the purposes of
cal cul ating i ncone and deductions. Therefore, if the 1986
interest represents a busi ness expense, the expense and deduction
bel ong to the partnership or corporate entities. However,
because partnerships and S corporations have no federal incone
tax liability, they bear no responsibility for interest on unpaid
taxes and, thus, they cannot consider penalty interest a business
expense. The government adds, contrary to the district court's
concl usion, sole proprietors generally cannot deduct deficiency
interest as a business expense because deficiency interest does
not constitute an ordinary and necessary expense of operating a
business.® Penalty interest constitutes the cost of not paying
the correct anmount of taxes and not the cost of producing the
taxabl e i nconme. Therefore, a sole proprietor, |ike an enpl oyee,
cannot deduct this interest as a business expense and neither can
partners and S corporation sharehol ders.

We review de novo a grant of summary judgnent. Phillips
Petroleum Co. v. Lujan, 4 F.3d 858, 860 (10th Cr. 1993)
(citation omtted). Summary judgnment is appropriate if no
genui ne issue of material fact exists and the noving party is
entitled to judgnent as a matter of law. Fed. R Gv. P. 56(c).

The alternative mninumtax inposes additional inconme taxes
on individual taxpayers for whoma portion of their alternative
m ni mum t axabl e i ncone exceeds their regular tax liability.
|. R C. section 55(a).* Adjusted gross incone serves as the
starting point for calculating alternative m ninumtaxable incone
and, thus, the alternative mninmnumtax. |.R C section 55(b).

To determ ne adjusted gross incone, a taxpayer |essens gross

i nconme by several "above the |ine" deductions including allowable
deductions "attributable to a trade or business carried on by the
taxpayer" if the trade or busi ness does not anmount to the

t axpayer's services as an enployee. |1.R C. section 62(1). The
code defines business expenses as "all the ordinary and necessary

® The governnent goes on to contend an individual taxpayer
can never deduct deficiency interest fromgross incone as a
busi ness expense.

4 Citations to the tax code refer to the anended provisions
of the 1954 code effective in 1986.
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expenses paid or incurred during the taxable year in carrying on
any trade or business.” |.R C section 162(a). An individua

t axpayer reduces adjusted gross incone by enunerated itens,
including a limted amount of qualified interest, as part of the
conputation of alternative m ninmumtaxable incone. |.RC
section 55(b)(1), (e)(1)(D, (e)(3). The denouenent of these
statutory machinations is a taxpayer calculating alternative
mnimumtax liability can fully deduct interest that constitutes
a business expense. However, he or she cannot fully deduct any
other interest to the extent it exceeds the cap on qualified

i nterest.

The deficiency interest paid by plaintiffs exceeded the
anount they were entitled to deduct as qualified interest; thus,
plaintiffs may only fully deduct the deficiency interest if it
constitutes a business expense. W conclude the penalty interest
represents a personal expense because the obligation to pay taxes
is personal to plaintiffs.

Wth a few exceptions inapplicable to this controversy,
partnerships and S corporations calculate and report their
taxabl e i ncome in the same manner as individual taxpayers, but
these entities do not incur tax liability.® 1.R C sections 701,
703, 1363(a), 1363(b), 6031(a), 6037(a). Instead, the partners
and sharehol ders pay taxes on their shares of the partnerships
and S corporations' various itenms of incone, gain, |oss,
deduction and credit. |.R C sections 701, 702(a), 1366(a).® A

5 Certain circunstances not relevant here will result in tax
l[iability for an S corporation. See |I.R C. section 1363(a).

6 The Suprenme Court has noted a partnership is a separate
entity fromits partners for the purpose of calculating and
reporting its incone but has no bearing on the partners
individual tax liability for the partnership's incone. United
States v. Basye, 410 U. S. 441, 448 (1973).

I n advocating their opposing argunents, plaintiffs and the
gover nment have suggested Comm ssioner v. Polk, 276 F.2d 601
(10th G r. 1960), disposes of this controversy. In Polk, we
consi dered whether interest paid on a tax deficiency arising from
an individual's |livestock business qualified as a deduction
"attributable to the operation of a trade or business"” to conpute
a net operating | oss under 122(d)(5) of the 1939 tax code. To
determne the interest's deductibility, the court exam ned
whet her the interest fell within the category of ordinary and
necessary busi ness expenses deducti ble fromgross incone as
provided in 23(a)(1)(A) of the 1939 code, the precursor to
section 162(a). Polk, 276 F.2d at 602. The court noted the
facts of each case determ ne whether penalty interest qualifies

(continued. . .)
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partner or sharehol der's individual obligation to pay taxes al so
i ncl udes the personal responsibility to pay any tax deficiency
arising fromincorrect returns and the associ ated penalty
interest. Because the duty to pay penalty interest is personal
to the individual partner or shareholder, penalty interest cannot
constitute a business expense.’

Plaintiffs, having chosen to operate their businesses as
partnershi ps and S corporations, bear personal responsibility for
tax deficiencies and the associated interest attributable to
their businesses. As a result, they cannot deduct the penalty
interest they paid in 1986 fromgross incone as a business
expense pursuant to |I.R C. section 62(1). Plaintiffs, therefore,
are not entitled to a refund of their alternative m ninumt ax.
The judgnent of the district court is AFFI RVED

(...continued)

as ordi nary business expenses. 1d. at 603. Cenerally, interest
on a deficiency assessnent is not an ordinary by product of
busi ness operations and is not deductible. 1d. However,

deficiency interest may be deducted where the nature of the

busi ness | eads to the expectation that on nunmerous occasions a
taxpayer acting in good faith to evaluate inventories, which form
a part of his or her return, will nevertheless fail to evaluate
them properly. 1d. at 603 & n.1. The court concluded the
taxpayer's livestock business fit this exception because
"qualified mnds" may differ over the valuation of |ivestock.

Id. at 603.

We believe, as did the panel presiding in Polk, that Polk
settled a unique controversy. The parties have not presented any
facts nor can we inmagi ne another situation in which penalty
interest would be an ordinary and necessary expense of operating
a trade or business. Furthernore, Polk has no rel evance here
because it involved a taxpayer operating a sole proprietorship
rather than a partnership or S corporation

" This liability is in addition to, and separate from the
direct liability of a corporate enployer. Section 6672 is not in
issue in this case.



HALPERN, J., dissenting:

| . | nt r oducti on

Section 163(h)(2)(A) exenpts fromthe category of personal
interest (which is nondeductible for individuals): "interest
paid or accrued on indebtedness properly allocable to a trade or
busi ness (other than the trade or business of performng services
as an enpl oyee)".

The majority finds that a reasonable interpretation of that
exenption includes the interest here in question. The majority
holds that, if the tracing rules of section 1.163-8T, Tenporary
I ncone Tax Regs., require a contrary conclusion, then, to that
extent, the tracing rules are invalid. |If the tracing rules of
section 1.163-8T, Tenporary |Incone Tax Regs., 52 Fed. Reg. 24999
(July 2, 1987), do not require a contrary concl usion, but the
specific rule of section 1.163-9T(b)(2)(i)(A), Tenporary | ncone
Tax Regs., 52 Fed. Reg. 48409 (Dec 22, 1987), does, then the
majority holds that that specific rule is invalid.

In so holding, the majority departs fromthe Suprene Court's

teachings in Chevron, U S. A, Inc. v. Natural Resources Defense
Council, Inc., 467 U S. 837, 842-844 (1984), and Nati onsBank v.
Variable Annuity Life Ins. Co., 513 U S. _ , 115 S. C. 810,
813-814 (1995). | believe that application of those decisions

| eads to the conclusion that the tenporary regul ations at issue
are valid, which leads to a decision for respondent.

1. In the Absence of Requl ati ons

| agree that, in the absence of tenporary regulations, a
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reasonabl e interpretation of section 163(h)(2)(A would include
the interest here in question. First, it is reasonable to treat
a deficiency in tax as giving rise to an indebtedness to the
Governnent in the anount of the deficiency and to treat the
interest allocable to the deficiency as interest paid or accrued
on that indebtedness. See discussion infra sec. IIl.C 2.a.
Second, any tax paid with respect to incone is an expense
associated wth that incone, at least in the sense that the
incone is causal of the expense. Interest on a deficiency in
incone tax (hereafter, deficiency interest), or interest on a
borrowing to pay an inconme tax, |likew se is an expense associ ated
with the incone subject to tax. Wth respect to both such tax
and such interest, only the after-tax-after-interest anount is
avai l abl e for consunption or as an addition to savings. Wether
such aftercosts thensel ves constitute consunption is the rea
guestion here at issue. In the absence of any exposition in the
statute of the term"properly allocable", and in Iight of
Congress' history (explained infra) of treating Federal incone
taxes as not a consunption expense, | think that it is reasonable
to conclude that deficiency interest attributable to nonenpl oyee
trade or business incone (hereafter, sinply trade or business
inconme) is properly allocable to such incone and, thus, is not
personal interest. However, because Congress changed its m nd,
and now treats Federal incone taxes as a consunption expense
(i.e., Federal incone taxes are not deductible), |I think that it
is equally reasonabl e to conclude that deficiency interest

attributable to trade or business incone is personal interest.
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Because a reasonable case can be nmade for the proposition that

all deficiency interest is personal interest, the tenporary

requl ations are valid, and we nmust sustain them See Chevron

US A, Inc. v. Natural Resources Defense Council, Inc., supra;

Nati onsBank v. Variable Annuity Life Ins. Co., supra.

[11. Section 1.163-8T and 9T, Tenporary |Inconme Tax Regs.,
Is Valid

A. St andard of Revi ew

The majority sets forth the proper standard for reviewi ng a
regulation. Myjority op. pp. 12-13. The mgjority, | submt,
m sapplies that standard.

The narrow question before us is whether section 1.163-
9T(b)(2)(i)(A), Tenporary Inconme Tax Regs., is valid, insofar as
it applies to the facts of the instant case. Therefore, in order
to properly decide that issue, we nmust, in accordance with the

teaching of NationsBank v. Variable Annuity Life Ins. Co., supra,

answer two questions. First, is section 163(h) silent or

anbi guous with respect to either: (a) The standard for

determ ning which itens of indebtedness are "properly allocable"
to a trade or business, or (b) "the specific issue at hand",
which is whether interest paid with respect to an individual's

Federal incone tax liability is deductible? NationsBank v.

Variable Annuity Life Ins. Co., 513 U.S. at _ , 115 S. . at

813-814. Second, is section 1.163-9T(b)(2)(i)(A), Tenporary
| ncone Tax Regs., a perm ssible interpretation of section 163(h)
inthat it "fills a gap or defines a termin a way that is

reasonable in light of the legislature's reveal ed design"?
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Nati onsBank v. Variable Annuity Life Ins. Co., supra at 813-814.

In this case, ny answer to each of the above questions is
yes. Therefore, section 1.163-9T(b)(2)(i)(A), Tenporary I|Inconme
Tax Regs., is valid and nust be given "controlling weight".

Nati onsBank v. Variable Annuity Life Ins. Co., supra at 813-814.

B. An Anbi quous St atute

Section 163(h) was added to the Code by the Tax Reform Act
of 1986, Pub. L. 99-514, sec. 511(b), 100 Stat. 2085, 2246. In
the case of individual taxpayers, section 163(h)(1) disallows a
deduction for all personal interest paid or accrued during the
taxabl e year. Section 163(h)(2) then provides that all interest
is personal interest unless that interest falls into one of the
five exceptions listed in paragraph (2). The only rel evant
exception for our purposes is contained in subparagraph (A,

whi ch provides that the term"personal interest” does not include

"interest paid or accrued on indebtedness properly allocable to a

trade or business”. Sec. 163(h)(2)(A) (enphasis added).

The term "properly allocable" is anbi guous, because Congress
has not indicated the nethod by which, or the assunptions under
whi ch, taxpayers, the Service, and the courts are to decide
whet her a particul ar indebtedness is "properly allocable" to a
trade or business. Clearly, there is nore than one way to
allocate interest. Conpare, for exanple, the asset based
apportionment nethod found in section 265(b)(2) wth the tracing
met hod outlined in section 1.163-8T(a)(3), Tenporary |ncone Tax
Regs., 52 Fed. Reg. 24999 (July 2, 1987). More inportantly, the

statute is silent with respect to the specific issue at hand--
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whet her interest with respect to an individual's Federal incone
tax liability is deductible. For the foregoing reasons, the

first requirenment of the NationsBank teaching is satisfied.

C. The Tenporary Requl ati ons Pronul gat ed Under
Section 163(h) Are Permnmi ssible Agency Interpretations

1. Section 1.163-8T, Tenporary |Incone Tax Regs.
Is Valid

In order to give neaning to the term "properly allocable",
and thereby inplenment section 163(h)(2)(A), the Secretary has
promul gated section 1.163-8T, Tenporary |Income Tax Regs. The
focus of the tenporary regulations is on the rel ationship between
an individual's debts and her activities. That is because, under
section 163(h)(2)(A), interest piggybacks on indebtedness, and it
is the allocation of a particular indebtedness to a trade or
busi ness that establishes the deductibility of the related

interest: "interest paid or accrued on indebtedness properly

allocable to a trade or business". Sec. 163(h)(2)(A) (enphasis

added). The general rule of the tenporary regulations is that

i nterest on indebtedness is allocated in the same manner in which
the underlying debt is allocated. Sec. 1.163-8T(a)(3), Tenporary
I nconre Tax Regs. "Debt", the tenporary regulations prescri be,
"is allocated by tracing the disbursenents of the debt proceeds
to specific expenditures.” [1d. Thus, for interest to be
deducti bl e pursuant to section 163(h)(2)(A), the interest nust be
traceable to a debt-financed trade or business expenditure (i.e.,
an expenditure made in connection with the conduct of a trade or
busi ness). See sec. 1.163-8T(a)(4)(ii), (b)(7), and (c),
Tenporary I ncone Tax Regs., 52 Fed. Reg. 25000 (July 2, 1987).
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For exanple, if an individual borrows noney to take a vacation in
Spai n, securing her debt with a nortgage on her business, the
interest on the borrowed funds is personal interest
notw t hstandi ng that the debt is secured by business property.
See sec. 1.163-8T(c)(1l) Exanple, Tenporary Inconme Tax Regs. The
bul k of section 1.163-8T, Tenporary Incone Tax Regs., is devoted
to prescribing rules for tracing debt to specific expenditures.

The traci ng approach selected by the Secretary nay at tines
appear wooden and nmechanical. Thus, an individual with $100 in
savi ngs and two obligations, one to pay $100 to her enpl oyees and
one to pay $100 towards her vacation in Spain, can dictate the
tax result of borrowing $100 to pay one of those obligations by
deci di ng which one to pay with the borrowed $100. Nevert hel ess,
the tracing approach leaves little roomfor anmbiguity as to
whet her an i ndebtedness is business related, at least in the case
of debt financed expenditures that are clearly business or
per sonal

The legislative history of section 163(h) indicates a
Congr essi onal purpose to end the deduction for interest on debt
incurred to fund consunption, or personal, expenditures.
S. Rept. 99-313 (1985), 1986-3 C.B. (Vol. 3) 804; H. Conf. Rept.
99-841 (1986), 1986-3 C.B. (Vol. 4) 154. By requiring the manner
in which borrowed funds are expended to determ ne whether the
interest on those funds is deductible, the Secretary has defined
the term"properly allocable” in a way that is "reasonable in

light of the legislature's reveal ed design". NationsBank v.

Variable Annuity Life Ins. Co., 513 U.S. at _ , 115 S. . at




- B8 -
813-814. Indeed, in developing the tracing nmethod of interest
allocation in the tenmporary regul ations, the Secretary seriously
considered an alternative of requiring an allocation nmethod based
on pro rata apportionnment of interest expense anbng a taxpayer's
assets. T.D. 8145, 1987-2 C.B. 47, 50. The Secretary rejected
t hat approach, at |east for the present, because of "the
practical and theoretical problens that a conprehensive pro rata
apportionnment systemwould present”. 1d. No doubt, those
probl ens i ncluded the allocation of deficiency interest anpong
personal and busi ness assets. Cearly, the problemfacing the
Secretary in determ ning how properly to allocate interest is
very nmuch | arger than the narrow question addressed by the
majority. Moreover, nothing in the majority's opinion suggests
that, on an overall basis, the tracing nmethod of allocation
adopted by the Secretary is other than an acceptabl e choi ce anpbng
perm ssible interpretations of the statute: "The choice anong
reasonable interpretations is for the Conm ssioner, not the

courts."” National Muffler Dealers Association Inc. v. United

States, 440 U. S. 472, 488 (1979). The majority’s quarrel is not

with the Secretary’ s choice of a nethod of allocation, which goes
only so far as to allocate deficiency interest to a borromng to

pay taxes. The mgjority’s quarrel is with the further

concl usi on, expressed in section 1.163-9T(b)(2)(i)(A), Tenporary

| ncone Tax Regs., that incone taxes on business incone are not an
expenditure made in connection with a trade or business. Section

1.163-8T, Tenporary Incone Tax Regs. is valid.



2. Section 1.163-9T(b)(2)(i)(A), Tenporary | ncone Tax
Regs., Also Is Valid

a. Are Petitioners' Tax Paynments Made in Connection
Wth Their Trade or Busi ness?

The majority invalidates section 1.163-9T(b)(2)(i)(A),
Tenporary | ncone Tax Regs. Subdivision (A of section 1.163-
9T(b)(2)(i), Tenporary Inconme Tax Regs., provides that personal
interest includes interest:

Pai d on under paynents of individual Federal, State or

| ocal incone taxes and on i ndebtedness used to pay such

taxes (wthin the nmeaning of 81.168-8T), regardl ess of

the source of the inconme generating the tax liability;

The obligation to pay deficiency interest arises if a
taxpayer fails to nmake a tinely paynent of her tax liability, as
finally determ ned. See sec. 6601(a). For there to be any
possibility that deficiency interest is deductible under section
163(h)(2)(A), we nmust assune that the underpaynent giving rise to
deficiency interest is an indebtedness of the taxpayer. See sec.
163(h)(2)(A). Moreover, the tracing rules of section 1.163-8T,
Tenporary Income Tax Regs., require the taxpayer to identify
(1) the proceeds resulting fromany i ndebtedness and (2) the
di sbursenent of those proceeds to specific expenditures.

Sec. 1.163-8T(a)(3), Tenporary Incone Tax Regs. Only if the
specific expenditures so identified are busi ness expenditures
within the nmeani ng of section 1.163-8T(b)(7), Tenporary | ncone
Tax Regs., would the related deficiency interest be deductible

under section 163(h)(2)(A). Sec. 1.163-8T(a)(4)(i)(A), Tenporary
| ncone Tax Regs., 52 Fed. Reg. 25000 (July 2, 1987). O course,
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an under paynent of incone tax does not give rise to identifiable
proceeds received fromthe Governnment. The tenporary regul ations
address the situation of unidentifiable debt proceeds under the
headi ng "Debt assunptions not involving cash di sbursenents.”
Section 1.163-8T(c)(3)(ii), Tenporary Incone Tax Regs., provides:

| f a taxpayer incurs or assunes a debt in consideration
for the sale or use of property, for services, or for
any ot her purpose, or takes property subject to a debt,
and no debt proceeds are disbursed to the taxpayer, the
debt is treated for purposes of this section as if the
t axpayer used an anount of the debt proceeds equal to

t he bal ance of the debt outstanding at such tine to
make an expenditure for such property, services, or

ot her purpose. |[Enphasis added.]

An i ndividual making an underpaynment of tax is thus treated as if
she incurred an indebtedness equal to the anmobunt of such

under paynment and used the proceeds of the indebtedness to
elimnate the underpaynent. Such an individual is treated the
sanme as an individual who avoi ded any under paynent by borrow ng
froma third party the funds necessary to make a full paynent.

I ndeed, it is difficult to see a tracing system di stinguishing
bet ween those two cases without getting into the type of
apportionment that tracing is designed to avoid. The majority
does not distinguish between those two cases.

The real question, of course, is whether interest on
borrowed funds expended to di scharge an individual's incone tax
liability is personal interest within the nmeani ng of section
163(h)(2)(A). It is not, on the facts of our case, if
petitioners' paynents of their 1989 and 1990 Federal inconme taxes
are expenditures made in connection with the conduct of their

uni ncor por at ed busi ness. See sec. 1.163-8T(a)(4)(i)(A), (b)(7),
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and -9T(b)(1)(i), Tenporary Incone Tax Regs.

b. A Conclusion Either Wy |s Reasonabl e

Prior to the War Revenue Act, ch. 63, 40 Stat. 300 (1917),
Federal inconme taxes were deductible. See, e.g., sec. 5(a) of
t he Revenue Act of 1916, ch. 463, 39 Stat. 756, 759; Seidman,
Seidman's Legislative H story of Federal |Incone Tax Laws 1938-
1861, 943-944 (1938) (re: 1917 Act). Before 1917, Federal incone
taxes allocable to a business reasonably could be considered a
cost of that business, and both any deficiency interest allocable
to such taxes and any interest on indebtedness incurred to pay
such taxes |ikew se could be considered a cost of business.
Congress, however, has not allowed a deduction for Federal incone
t axes since such deduction was elimnated by the War Revenue Act,
ch. 63, sec. 1201(1), 40 Stat. 300, 330 (1917).! By not allow ng
a deduction, Congress has signal ed that noney expended for
Federal inconme taxes constitutes a consunption expenditure, and
not a cost of earning incone.

Congress’ present treatnment of Federal incone taxes is

1 See sec. 275(a)(1l) (no deduction for Federal incone
taxes); Seidman, Seidman's Legislative H story of Federal |ncone
Tax Laws 1938-1861, 943-944 (1938) (re: 1917 Act). Sec.

275(a) (1) was added to the Code by section 207 of the Revenue Act
of 1964, Pub. L. 88-272, 78 Stat. 19, 40. Sec. 275(a)(1l) nerely
restates preexisting law (which was contained in sec. 164(b)(1)).
Both the Commttee on Ways and Means and the Committee on Fi nance
had the followi ng to say about preexisting law. "Under present

| aw, certain taxes, largely Federal taxes, may not be deducted in
any case either as taxes, or as business expenses or as expenses
incurred in the production of incone.” (Enphasis added.)

H Rept. 749, 88th Cong., 1st Sess. (1963), 1964-1 C.B. (Part 2)
125, 174 (that report acconpanied H R 8363, 88th Cong.,

1st. Sess., which was enacted as the Revenue Act of 1964, Pub. L
88-272, 78 Stat. 19); S. Rept. 830, 88th Cong., 2d Sess. (1964),
1964-1 C.B. (Part 2) 505, 560 (simlar).
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reasonable. Plainly, an expenditure nade for Federal incone
taxes is not an expenditure made in consideration of any specific
property or service received by the taxpayer. The paynent of
Federal incone taxes is a civic duty, not a matter of business
contract or investnent advantage. Al taxpayers, as well as
others (citizens and noncitizens) receive benefits on account of
the funding of the Federal Governnent. The paynent of Federal
i ncone taxes reduces a taxpayer's wealth otherw se avail able for
consunption. Thus, Federal incone tax paynents exhibit
characteristics not conmmon to business (or investnent)
expenditures. Justice Hol nes made a point that serves nicely to
enphasi ze t he nonbusi ness aspect to tax paynents: "Taxes are

what we pay for civilized society". Conpania General de Tabacos

de Filipinas v. Collector of Internal Revenue, 275 U S. 87, 100

(1927) (Holmes, J., dissenting).

| f Federal incone taxes constitute consunption, and not a
trade, business, or investnent expense, then, under a tracing
rule, such as the rule of section 1.163-8T, Tenporary |ncone Tax

Regs., the inescapable, and reasonable, conclusion is that any

deficiency interest, or interest on a borrowing to pay incone
taxes, is personal interest. The taxpayer's purpose for
borrowi ng the noney, or the reason the deficiency arose (e.g.,
"ny accountant made a m stake!") sinply is irrelevant. Though
t hat approach may appear wooden, it is unambi guous.

The rule found in section 1.163-9T(b)(2)(i)(A), Tenporary
| ncone Tax Regs., and invalidated by the mgjority, is nothing

nore than a fact-specific application of section 1.163-8T,
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Tenporary I ncone Tax Regs. It is specific to the fact that
Federal taxes are reasonably considered a nondeducti bl e, personal
expenditure. Section 1.163-8T, Tenporary Incone Tax Regs., is a
valid regul ation and nust be given "controlling weight".

Nati onsBank v. Variable Annuity Life Ins. Co., 513 U. S. at |,

115 S. C. at 813-814. Accordingly, section 1.163-9T(b)(2) (A,
Tenporary I ncone Tax Regs., also is valid.

D. The Mpjority's Gther Points

The above analysis is sufficient to convince nme that the
majority has inproperly invalidated portions of the tenporary
regul ations. Nonetheless, | will address certain of the
maj ority's other points.

1. The Leqgislative H story of Section 163(h)

In reaching its holding, the majority relies in part on the
scant |egislative history behind section 163(h). The majority's
main concern lies in the fact that the conference commttee
report cryptically states that, after the enactnent of section
163(h), personal interest will "generally" include interest on
tax deficiencies. H Conf. Rept. 99-841 at I1-154 (1986), 1986-3
C.B. (Vol. 4) at 154. The mgjority asserts that the term
"deficiencies" is a termof art and concludes that the word
"general |l y" nust nean that Congress intended to carve out from
the term “personal interest” the interest on tax deficiencies
that are allocable to a trade or business wthin the nmeani ng of

the decisions in Reise v. Comm ssioner, 35 T.C. 571 (1961), affd.

299 F. 2d 380 (7th Gr. 1962); Polk v. Comm ssioner 31 T.C 412

(1958), affd. 276 F.2d 601 (10th Cr. 1960); and Standing V.
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Comm ssioner, 28 T.C. 789 (1957); affd. 259 F.2d 450 (4th G

1958). Majority op. pp. 20-22.

The majority's conclusion does not necessarily follow from
the | anguage in the commttee report. First, whether or not the
term “deficiency” has an established nmeani ng for purposes of
statutory construction, I amunconvinced that we ought to ascribe
to the drafters of a conference report the sanme care that is
supposed in the drafting of statutes. Moreover, there is at
| east one instance consistent with the tenporary regulations in
whi ch deficiency interest paid by an individual is not personal
interest. Prior to the disallowance of a deduction for personal
interest, courts held that a transferee under section 6901 (tax
ltability resulting fromtransferred assets) could deduct
interest on an incone tax deficiency that accrued after the

transfer of the assets to which the tax rel at ed. Haden Co. V.

Conm ssioner, 165 F.2d 588, 591 (5th Gr. 1948), affg. a

Menmor andum Qpi nion of this Court; Merritt v. Conm ssioner, T.C

Meno. 1964-164. Al though perhaps not technically a deficiency of
the transferee, the deficiency and interest collected froma
transferee are collected pursuant to the usual deficiency
procedures. See sec. 301.6901-1(a)(21)(iii), Proced. & Adm n.
Regs. Section 1.163-9T(b)(2) (iii)(C, Tenporary |Incone Tax
Regs., 52 Fed. Reg. 48410 (Dec. 22, 1983), excludes fromthe
definition of personal interest any interest paid with respect to
a C corporation's underpaynent of incone tax. | assune that is
because the interest is regarded as investnent interest within

t he nmeani ng of section 163(h)(2)(C
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Thus, the conference conmttee report does not exclusively
support the majority's interpretation of the statute. The aspect
of the report relied on by the magjority is anbiguous and shoul d
be given little weight in determ ning what deficiency interest is
personal interest. The anbiguity of the report only supports the
conclusion that the regulation at issue here is valid, because
the statute, itself, is anbi guous.

2. And What About Reise, Polk, and Standi ng?

In reaching its conclusion that section 1.163-
9T(b)(2)(i)(A), Tenporary Inconme Tax Regs., is invalid, the

majority relies on Reise v. Conm ssioner, supra; Polk v.

Conmi ssi oner, supra; and Standi ng v. Conmm ssioner, supra, for the

proposition that certain deficiency interest has been interpreted
to constitute a trade or business expense for various purposes,
e.g., for applying section 62(a)(1) in determ ning adjusted gross
income. The majority apparently believes that those
interpretations have been woven into the fabric of the Code in
such a way that only a specific act of Congress could renove
them Majority op. p. 15. 1In the context in which those
interpretations were made (e.g., a question arising under what is
now section 62(a)(1), when the distinction between business and
personal interest was otherw se uni nportant), perhaps the
majority has a point. The majority's focus, | submt, is too
narrow. The proper allocation of indebtedness for purposes of
section 163(h)(2)(A) is not limted to indebtedness giving rise
to deficiency interest. Congress left it to the Secretary to

interpret the statutory command--"properly allocable”--for a
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categories of debt. The tracing nethod of interest allocation
settled on by the Secretary is applicable across the board, not
just in the case of an indebtedness arising on account of an
under paynment. Indeed, it is difficult to discern a coherent
schenme of interest allocation fromthe three cited cases. It
woul d be a very small tail wagging a very large dog if we were to
| et those cases determne what is a proper nethod of interest
allocation for all classifications of indebtedness.

3. Di scrimnation as to Form of Doi ng Busi ness

The majority postulates that (1) the expenditure nethod of
all ocation found in section 1.163-8T, Tenporary |ncone Tax Regs.,
"excludes an entire category of interest expense in disregard of
a business connection such as exists herein" and (2) "Such a
result discrimnates against the individual who operates his or
her business as a proprietorship instead of in corporate form
where the Iimtations on the deduction of 'personal interest’
woul d not apply.” Myjority op. pp. 16-17.

As a prelimnary matter, the magjority has not identified
t he busi ness connection here. The ngjority relies on cases whose
reasoning it concedes is confusing. Majority op. p. 11.
Moreover, the majority has warned that, to satisfy section
163(h)(2)(A), it is insufficient sinply to show that the cause of
the deficiency interest is an underpaynment of incone tax
attributable to a trade or business. Myjority op. pp. 26-27.

The majority has not specified the principles to be used in
deciding future cases. Assumng that there are such principles,

however, the majority does not explain why Congress may not
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di scrim nate between individuals doing business as
proprietorships and in corporate form Ganted, section 163(h)
applies only to individuals. Congress has been of two m nds as
to the deductibility of Federal income taxes, and perhaps the
distinction reflects sone residual anmbiguity. Perhaps Congress
views corporate deficiency interest as properly an investnent
expense of shareholders. W do not know. In any event, the
maj ority has not convinced ne that the inconsistency is
unconstitutional.

E. Concl usi on

Again, the tenporary regulations in question, section 1.163-
8T and 9T, Tenporary |Incone Tax Regs., resolve anbiguities and
fill gaps in the statute in a perm ssible fashion, and for that

reason, nust be upheld. NationsBank v. Variable Annuity Life

Ins. Co., 513 U.S. _, 115 S. C. at 813-814.
| would hold for respondent.
HAMBLEN, COHEN, WHALEN, and BEGHE, JJ., agree with this

di ssent.



