Tippin v. Commissioner, 108 T. C. 531 (1997)

Bankruptcy adequate protection payments and tax penalties are not deductible as
business expenses.

Summary

In Tippin v. Commissioner, the Tax Court ruled that payments made to the IRS as
part of a bankruptcy proceeding to protect its secured interest in receivables were
not deductible as business interest. The court also disallowed deductions for
employment taxes and upheld penalties for late filing and negligence. The decision
clarified that adequate protection payments do not constitute interest but serve to
protect a creditor’s interest in the debtor’s property. The court’s ruling emphasized
the IRS’s discretion in allocating involuntary payments and the non-deductibility of
penalties and certain tax payments, impacting how similar claims are handled in
future tax cases.

Facts

James W. Tippin, an attorney specializing in tax and bankruptcy law, filed for
Chapter 11 bankruptcy in 1988 due to unpaid Federal income taxes from previous
years. The IRS had secured interests in Tippin’s law practice receivables. The
bankruptcy court ordered Tippin to make monthly adequate protection payments to
the IRS, which Tippin attempted to deduct as business interest on his tax returns.
Tippin also claimed deductions for wages and employment taxes, and the IRS
assessed penalties for late filing and negligence.

Procedural History

Tippin filed his tax returns late for 1988 and 1989, and the IRS issued a notice of
deficiency. Tippin petitioned the Tax Court, contesting the disallowance of certain
deductions and the imposition of penalties. After stipulations and concessions, the
court addressed the remaining issues regarding the deductibility of adequate
protection payments, wage deductions, employment taxes, and the applicability of
penalties.

Issue(s)

1. Whether petitioners are entitled to deductions for bankruptcy court-ordered
adequate protection payments as business interest.

2. Whether petitioners are entitled to deductions for wages paid in excess of
amounts allowed by the IRS.

3. Whether petitioners are entitled to deductions for unemployment taxes and the
employer’s portion of employment taxes paid in excess of amounts allowed by the
IRS.

4. Whether petitioners are liable for additions to tax for filing delinquent 1988 and
1989 returns.
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5. Whether petitioners are liable for additions to tax for negligence or intentional
disregard for 1988, and for accuracy-related penalties for negligence for 1989 and
1990.

6. Whether petitioners are liable for additions to tax for substantial understatement
of income tax for 1988.

Holding

1. No, because adequate protection payments are not interest but payments to
protect the IRS’s interest in the debtor’s property.

2. Yes, because the IRS improperly reduced the deductions for wage withholdings.

3. No, because cash basis taxpayers may only deduct employment taxes when paid,
not when the liability accrues.

4. Yes, because petitioners failed to show reasonable cause for the late filings.

5. Yes, because petitioners failed to prove they were not negligent or acted with
reasonable cause and good faith, except for the adequate protection payment
deductions.

6. Yes, because the understatement for 1988 was substantial and petitioners showed
no substantial authority or reasonable cause, except for the adequate protection
payment deductions.

Court’s Reasoning

The court reasoned that adequate protection payments under the Bankruptcy Code
are not equivalent to interest but serve to protect the secured creditor’s interest in
the debtor’s property. The court cited United Sav. Association v. Timbers of Inwood
Forest Associates, Ltd. , emphasizing that these payments are not compensation for
the use of collateral. The IRS had the authority to allocate involuntary payments as it
saw fit, applying them first to back taxes, then penalties, and finally interest. The
court also applied sections 275, 162(f), and 163(h) to disallow deductions for
payments applied to back taxes, penalties, and personal interest, respectively. For
wage deductions, the court found the IRS’s adjustments improper. Regarding
employment taxes, the court clarified that cash basis taxpayers could only deduct
taxes when paid. The court upheld the penalties due to Tippin’s professional status,
unsubstantiated expenses, and lack of reasonable cause.

Practical Implications

This decision impacts how bankruptcy-related payments and tax deductions are
treated. Practitioners should advise clients that adequate protection payments
cannot be deducted as business interest but are allocated by the IRS to reduce tax
liabilities. The ruling reinforces the IRS’s discretion in allocating involuntary
payments and the non-deductibility of penalties and certain tax payments. Future
cases involving similar issues will need to consider this precedent, and taxpayers,
especially professionals, must ensure accurate and timely filings to avoid negligence
penalties. The case also serves as a reminder of the cash basis method’s limitations
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on deducting employment taxes.
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