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James  E.  Redlark  and  Cheryl  L.  Redlark  v.  Commissioner  of  Internal
Revenue, 106 T. C. 31 (1996)

Interest  on  Federal  income  tax  deficiencies  attributable  to  business  income  is
deductible as a business expense for sole proprietors under certain conditions.

Summary

The Redlarks sought to deduct interest paid on Federal income tax deficiencies
stemming from adjustments to their business income. The IRS denied the deduction,
citing a temporary regulation classifying such interest as nondeductible personal
interest. The Tax Court, however, ruled in favor of the taxpayers, invalidating the
regulation as it applied to their situation. The court held that when tax deficiencies
arise  from  errors  in  reporting  business  income,  the  related  interest  can  be
considered  an  ordinary  and  necessary  business  expense,  thus  deductible.  This
decision clarifies the deductibility of deficiency interest for sole proprietors and
underscores  the  need  for  a  direct  connection  between  the  deficiency  and  the
business activity.

Facts

The Redlarks,  operating an unincorporated business,  faced adjustments to their
income due to errors in converting their business revenue from accrual to cash basis
for tax purposes. These adjustments resulted in tax deficiencies for the years 1982,
1984, and 1985. In 1989 and 1990, they paid interest on these deficiencies and
claimed  a  portion  of  it  as  a  business  expense  on  their  Schedule  C.  The  IRS
disallowed the deduction, asserting that interest on individual Federal income tax
deficiencies was personal interest under a temporary regulation.

Procedural History

The Redlarks petitioned the U. S. Tax Court after the IRS disallowed their claimed
deduction for interest on Federal income tax deficiencies. The Tax Court reviewed
the case and, in a majority opinion, ruled in favor of the Redlarks, holding that the
temporary regulation was invalid as applied to their situation. The decision was
reviewed by the full court and upheld.

Issue(s)

1. Whether interest on Federal income tax deficiencies, attributable to adjustments
in business income due to accounting errors, is deductible as a business expense
under Section 162(a) and Section 62(a)(1)?

2.  Whether  the  temporary  regulation  (Section  1.  163-9T(b)(2)(i)(A))  classifying
interest on individual Federal income tax deficiencies as personal interest is valid as
applied to the facts of this case?
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Holding

1. Yes, because the interest was an ordinary and necessary expense incurred in the
operation of the Redlarks’ business, directly related to the accounting errors that led
to the deficiencies.

2.  No,  because  the  regulation  is  an  impermissible  reading  of  the  statute  and
unreasonable in light of the legislative intent and the facts of the case, where the
deficiencies were narrowly focused on business income adjustments.

Court’s Reasoning

The court  analyzed  the  legislative  history  and case  law,  finding  that  Congress
intended  to  disallow personal  interest  but  not  interest  allocable  to  a  trade  or
business.  The  majority  opinion  emphasized  the  pre-existing  judicial  view  that
allowed  deductions  for  deficiency  interest  when  it  was  directly  attributable  to
business activities, as established in cases like Standing, Polk, and Reise. The court
found the temporary regulation to be inconsistent with this view and the statutory
language of Section 163(h)(2)(A), which exempts interest on indebtedness properly
allocable to a trade or business. The court also considered the dissent’s arguments
but concluded that the regulation discriminated against sole proprietors and was not
supported  by  clear  legislative  intent.  The  majority  opinion  was  supported  by
concurring  opinions  that  further  criticized  the  regulation  for  overreaching  the
Secretary’s authority and for being inconsistent with other regulations.

Practical Implications

This decision provides clarity for sole proprietors on the deductibility of interest on
tax deficiencies related to business income. Practitioners should ensure that clients
can  demonstrate  a  direct  connection  between  the  deficiency  and  the  business
activity to claim such deductions. The ruling may encourage challenges to similar
regulations  that  broadly  categorize  expenses  without  considering  their  specific
business-related  nature.  Businesses  may  need  to  reassess  their  tax  strategies,
particularly in how they account for income and report it to the IRS. Subsequent
cases have referenced Redlark when analyzing the deductibility of interest on tax
deficiencies, though the IRS has not formally acquiesced to the decision.


