18 T.C. 1128 (1952)

Interest on late tax payments can be classified separately from other interest
payments when determining abnormal deductions for excess profits tax purposes,
but is not considered a ‘claim’.

Summary

Northern States Power Co. sought to reduce its excess profits tax by arguing that
interest paid in 1938 on past due taxes from 1924-1933 should be classified as an
abnormal deduction. The Tax Court addressed whether this interest should be
classified separately from other interest expenses and whether it qualified as a
‘claim’ under relevant statutes. The court held that while interest on late tax
payments could be classified separately, it wasn’t a ‘claim’, and the deduction was
only disallowable to the extent it was abnormal in amount.

Facts

Northern States Power Company (Northern States), Minneapolis General Electric
Company (Minneapolis), and St. Croix Falls Minnesota Improvement Company (St.
Croix) were affiliated corporations. In 1938, the companies paid $1,159,609.53 in
additional Federal taxes for the years 1924-1933, plus interest totaling $560,211.09.
Northern States paid $419,631.11 in interest, Minneapolis paid $124,666.95, and St.
Croix paid $15,913.03. The companies sought to classify these interest payments as
abnormal deductions for excess profits tax purposes.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the excess profits
tax for Northern States and Minneapolis. Northern States Power Company (Docket
No. 32107) was determined to be liable as transferee for the deficiency determined
against Minneapolis General Electric Company. The taxpayers challenged the
Commissioner’s determination, leading to a trial before the Tax Court.

Issue(s)

1. Whether interest paid on additional Federal taxes for prior years is abnormal as a
class under section 711 (b) (1) (J) (i), or excessive under the provisions of 711 (b) (1)
(J) (ii), or abnormal as a class or excessive under section 711 (b) (1) (H) of the
Internal Revenue Code.

2. Whether the abnormality or excess, if any, was a consequence of a change in the
business within the meaning of section 711 (b) (1) (K) (ii).

Holding

1. No, the interest on the late tax payments is not abnormal as a class, but section
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711 (b) (1) (J) (ii) applies, disallowing the deduction only to the extent it is abnormal
in amount, because the interest can be classified separately from other interest
payments but does not constitute a ‘claim’.

2. No, because the parties stipulated that the excess, if any, under section 711 (b)
(1) (J) (ii) is not a consequence of an increase in the gross income or a decrease in
the amount of some other deduction in its base period, or a change in the business.

Court’s Reasoning

The court reasoned that interest on past due tax payments could be classified
separately from regular interest expenses because the circumstances were different.
Regular interest stemmed from borrowing money to operate the business, while
interest on late taxes was a penalty for miscalculating tax liabilities. The court
stated, “The taxpayer has no intention of borrowing any money and does not seek to
borrow money when it pays past due taxes... It miscalculated the amount of tax
which it owed, failed to pay the full amount of the taxes imposed upon it by law, and
was, in a sense, penalized for not making its payments on time.” However, because
the companies regularly paid interest on late tax payments, it was not abnormal as a
class of deduction.

The court rejected the argument that the interest constituted a “claim” under
section 711 (b) (1)(H), stating, “There is no necessity or good reason for regarding
interest on such taxes as coming within the meaning of section 711 (b) (1) (H) so
that taxpayers who resist sufficiently the taxes imposed upon them would obtain
especially favorable treatment under that provision while others, who realize their
mistake earlier and pay their taxes before the Commissioner takes any action, would
not.”

Practical Implications

This case clarifies how to classify interest expenses when calculating excess profits
tax. It establishes that interest on late tax payments can be treated differently from
other interest payments, but only to the extent that it is excessive in amount, not as
an abnormal class of deduction. The ruling prevents taxpayers from classifying
routinely-incurred interest payments as ‘claims’ to gain a tax advantage. Legal
practitioners should analyze the frequency and magnitude of late tax payments to
determine if the interest is truly abnormal in amount. This decision highlights the
importance of distinguishing between different types of interest expenses and
understanding the nuances of excess profits tax regulations.
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