Cameron v. Commissioner, 98 T. C. 123 (1992)

The self-employment tax must be included in calculating the substantial
understatement penalty under Section 6661.

Summary

In Cameron v. Commissioner, the U. S. Tax Court upheld the validity of a regulation
that included self-employment tax in the calculation of a substantial understatement
of income tax under Section 6661. The taxpayers, George and Susan Cameron,
argued against the inclusion, claiming it broadened the scope of the penalty beyond
what Congress intended. The court, however, found that the regulation was a
reasonable interpretation of the law, citing legislative history indicating that self-
employment taxes should be treated as part of the income tax for most purposes.
This decision has significant implications for how penalties for substantial
understatements are calculated, particularly for self-employed individuals.

Facts

George and Susan Cameron filed their federal income tax returns for 1984, which
included both income and self-employment taxes. The Commissioner determined
deficiencies in their income and self-employment taxes for that year and assessed an
addition to tax under Section 6661 for a substantial understatement of income tax.
The Camerons contested the inclusion of the self-employment tax in the calculation
of the penalty, arguing it was not intended by Congress.

Procedural History

The case was brought before the United States Tax Court after the Commissioner
determined deficiencies and assessed penalties against the Camerons. The Tax
Court was tasked with deciding the validity of the regulation that included self-
employment tax in the calculation of the Section 6661 penalty.

Issue(s)

1. Whether the regulation under Section 1. 6661-2(d)(1), Income Tax Regs. , which
includes self-employment tax in the calculation of a substantial understatement of
income tax under Section 6661, is a valid interpretation of the statute.

Holding

1. Yes, because the regulation is a reasonable interpretation of Section 6661,
supported by legislative history indicating that self-employment taxes should be
treated similarly to income taxes for penalty purposes.

Court’s Reasoning
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The Tax Court upheld the regulation, reasoning that it was a reasonable
interpretation of Section 6661. The court noted that the term “income tax” is not
defined in the Code, and while Section 6661 does not explicitly mention self-
employment tax, the legislative history of the self-employment tax provisions
(Sections 1401-1403) indicates Congress’s intent for these taxes to be treated as
part of the income tax for most purposes. The court cited a conference committee
report from 1950, which stated that self-employment tax should be included with the
income tax in computing any overpayment or deficiency, and any related interest or
additions. This legislative history supported the court’s conclusion that the
regulation was valid and that the Camerons were liable for the Section 6661 penalty.

Practical Implications

This decision clarifies that self-employment tax must be included when calculating
the substantial understatement penalty under Section 6661. For legal practitioners
and self-employed individuals, this means that any understatement of income tax
that includes self-employment tax must be considered when determining potential
penalties. The ruling impacts how tax professionals advise clients on tax reporting
and planning, especially for self-employed individuals or those with significant self-
employment income. It also influences the IRS’s approach to assessing penalties for
understatements. Subsequent cases have followed this precedent, affirming the
inclusion of self-employment tax in similar penalty calculations.
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