State Farm Mut. Auto. Ins. Co. v. Commissioner, 126 T. C. 36 (U. S. Tax
Court 2006)

In a significant ruling on tax overpayment interest, the U. S. Tax Court in State
Farm Mut. Auto. Ins. Co. v. Commissioner upheld the application of the GATT rate to
both overpayments and the interest accrued on those overpayments after December
31, 1994. This decision clarified that the reduced interest rate applies uniformly to
all corporate overpayments exceeding $10,000, rejecting the taxpayer’s claim for a
higher rate on previously accrued interest. The ruling underscores the integrated
nature of the statutory scheme governing overpayment interest and impacts how
large corporate taxpayers calculate interest on overpayments.

Parties

Plaintiff (Petitioner): State Farm Mutual Automobile Insurance Company, seeking a
higher rate of interest on its overpayment.

Defendant (Respondent): The Commissioner of Internal Revenue, defending the
application of the GATT rate to the interest on the overpayment.

Facts

State Farm Mutual Automobile Insurance Company (State Farm) claimed an
overpayment of tax for its 1987 taxable year, amounting to $56,900,746. The U. S.
Tax Court confirmed this overpayment on December 19, 2002, and the Seventh
Circuit Court of Appeals affirmed the decision on June 29, 2004. Following the
finalization of the decision on September 27, 2004, the Commissioner issued two
checks totaling $113,418,286. 92 on December 15, 2004, representing the
overpayment and statutory interest. State Farm disputed the Commissioner’s
computation of interest, arguing that the regular rate should apply to interest
accrued before January 1, 1995, rather than the reduced GATT rate implemented
after the 1994 amendment to section 6621(a)(1).

Procedural History

State Farm filed a petition with the U. S. Tax Court challenging the notice of
deficiency for its 1987 taxable year, asserting an overpayment. The Tax Court ruled
in favor of State Farm on December 19, 2002, determining an overpayment. The
Seventh Circuit Court of Appeals affirmed this decision on June 29, 2004.
Subsequently, State Farm filed a motion under Rule 261 and section 7481(c) for a
redetermination of the interest owed, contending that the GATT rate should not
apply to the interest accrued before January 1, 1995. The Tax Court reviewed the
motion under a de novo standard.

Issue(s)

Whether the GATT rate, effective after December 31, 1994, applies to the interest
accrued on a corporate overpayment before that date, in addition to the
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overpayment itself?
Rule(s) of Law

Section 6611 of the Internal Revenue Code authorizes interest on overpayments at
the rate established under section 6621. Section 6621(a)(1) provides that the
overpayment rate is the Federal short-term rate plus 3 percentage points (2
percentage points for corporations), but for corporate overpayments exceeding
$10,000, the rate is reduced to the Federal short-term rate plus 0. 5 percentage
points. The Uruguay Round Agreements Act, Pub. L. 103-465, sec. 713, effective
after December 31, 1994, amended section 6621(a)(1) to implement this reduced
rate.

Holding

The U. S. Tax Court held that the GATT rate applies to the interest accrued on State
Farm'’s overpayment after December 31, 1994, rejecting State Farm’s argument that
the regular rate should apply to interest accrued before that date.

Reasoning

The court’s reasoning centered on the integrated nature of sections 6611, 6621, and
6622 of the Internal Revenue Code, which govern the authorization, rate, and
computation of overpayment interest, respectively. The court emphasized that the
term “overpayment” in section 6621(a)(1) refers to the cumulative amount of tax
overpaid for a taxable year, not the amount remaining at a particular point in time
after credits or refunds. The court rejected State Farm’s argument that the phrase
“overpayment of tax” limited the application of the GATT rate to the overpayment
itself, asserting that once triggered, the GATT rate applies to all interest
computations, including compounding under section 6622. The court also found
support in the legislative history and the effective date language of the Uruguay
Round Agreements Act, which did not distinguish between interest on the
overpayment and interest on accrued interest. The court further noted that the
Federal short-term rate, a component of the interest rate, fluctuates quarterly and
affects both the overpayment and accrued interest rates uniformly. The court’s
decision was consistent with the Federal Circuit’s ruling in Gen. Elec. Co. v. United
States, which affirmed the application of the GATT rate to all interest after
December 31, 1994.

Disposition

The U. S. Tax Court denied State Farm’s motion for a redetermination of interest,
affirming the Commissioner’s application of the GATT rate to the interest accrued on
the overpayment after December 31, 1994.

Significance/Impact
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The State Farm decision clarified the application of the GATT rate to corporate
overpayment interest, impacting how large corporate taxpayers calculate interest on
overpayments. The ruling established that the GATT rate applies uniformly to all
corporate overpayments exceeding $10,000, including the interest accrued on those
overpayments after December 31, 1994. This decision has been followed by other
courts and has practical implications for corporate tax planning and litigation, as it
removes the possibility of bifurcating interest rates between the overpayment and
the interest accrued on it. The decision underscores the importance of
understanding the statutory scheme governing overpayment interest and its
integrated nature.
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