Perkins v. Commissioner, 92 T. C. 749 (1989)

A taxpayer can deduct interest paid on a tax deficiency before it is assessed if the
payment is made after a notice of deficiency and designated as interest.

Summary

In Perkins v. Commissioner, the U. S. Tax Court ruled that a taxpayer could deduct
interest paid on a tax deficiency before its assessment. After receiving a notice of
deficiency for 1980, Perkins paid an amount he designated as interest for that year’s
deficiency in 1983. The IRS applied this payment to the tax deficiency instead. The
court held that since Perkins made the payment after receiving the notice of
deficiency and clearly designated it as interest, it was deductible under IRC sections
163(a) and 461(f). This case clarified that taxpayers can deduct interest on
contested tax liabilities before assessment if properly designated.

Facts

James W. Perkins received a notice of deficiency from the IRS on December 19,
1983, for the taxable year 1980, determining a deficiency of $17,588. 50. On
December 30, 1983, Perkins calculated the accrued interest on this deficiency and
mailed a check for $7,361. 57 to the IRS, explicitly requesting that the payment be
credited as interest. The IRS, however, credited the entire amount as an advance
payment on the tax deficiency without notifying Perkins of the change. Perkins
claimed this amount as an interest deduction on his 1983 federal income tax return,
which the IRS disallowed, leading to a notice of deficiency for 1983 and subsequent
litigation.

Procedural History

Perkins filed a petition with the U. S. Tax Court contesting the 1983 deficiency,
specifically challenging the disallowance of his interest deduction. The case was
assigned to Special Trial Judge Peter J. Panuthos. Both parties filed cross-motions
for summary judgment. The Tax Court, in a unanimous decision, granted Perkins’
motion for summary judgment and denied the IRS’s motion, allowing Perkins to
deduct the interest payment made in 1983.

Issue(s)

1. Whether a payment designated as interest on a tax deficiency can be deducted in
the year it is paid, before the deficiency is assessed, under IRC sections 163(a) and
461(f).

Holding

1. Yes, because Perkins made the payment after receiving the notice of deficiency
and clearly designated it as interest, satisfying the requirements of IRC sections
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163(a) and 461(f) for deductibility.
Court’s Reasoning

The Tax Court reasoned that Perkins’ payment met the criteria for an interest
deduction under IRC sections 163(a) and 461(f). Section 163(a) allows a deduction
for all interest paid on indebtedness, and section 461(f) permits a deduction in the
year of payment for contested liabilities if certain conditions are met. The court
found that Perkins’ payment was made after the IRS issued a notice of deficiency,
thus constituting an asserted liability. Furthermore, Perkins’ clear designation of the
payment as interest, despite the IRS’s application of it to the tax deficiency, was
deemed valid. The court emphasized that the IRS’s revenue procedures requiring
payment of the underlying tax before designating interest were an unwarranted
restriction on the statute. The court also distinguished this case from prior cases
where payments were made before a notice of deficiency, noting that section 461(f)
was not considered in those earlier decisions.

Practical Implications

This decision has significant implications for taxpayers contesting tax deficiencies. It
establishes that interest payments made on deficiencies before assessment can be
deducted if made after a notice of deficiency and properly designated as interest.
Taxpayers should ensure clear designation of payments as interest to avoid IRS
recharacterization. The ruling may influence IRS procedures regarding the
application of payments and could lead to changes in how taxpayers and their
advisors approach contested tax liabilities. Subsequent cases have referenced
Perkins in addressing similar issues, reinforcing its precedent in tax law.
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