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WENER, Circuit Judge:

Petitioners-Appellants Daniel V. Alfaro and Irma L. Alfaro,
husband and wi fe ("“Taxpayers”) appeal the ruling of the United
States Tax Court (“Tax Court”) in its Menorandum Opinion,!?
uphol ding the notice of deficiency issued by the Internal Revenue
Service (“IRS") on behal f of Respondent- Appell ee, Conm ssioner of
I nternal Revenue (“CIR’). That notice of deficiency disallowedthe
Taxpayers’ claim of a 1996 interest expense deduction of
$1, 527,695, the anopunt that they paidin accrued statutory interest

that year on an incone tax deficiency for a prior year. None

" Afaro v. Conmir, T.C.M (CCH) (2002).




di spute that the interest had been paid in 1996 in connection with
a conprom se between the parties under which the Taxpayers rem tted
additional taxes on incone earned by Daniel Alfaro in his |aw
practice during prior years. Neither is it disputed that this |aw
practice was M. Alfaro’s principal trade or business. In this
issue of first inpression in this circuit,? we affirm the Tax
Court’s validation of the Treasury regulation relied on by the
Commi ssi oner for the proposition that statutory interest paid by an
i ndi vi dual taxpayer on prior inconme tax deficiencies is not the
kind of interest that is deductible. W do so even though the tax
deficiency that produced the liability for statutory interest was
the result of underpaynent of tax on inconme generated by the
principal trade or business of one of the individual taxpayers.
| .
FACTS AND PROCEEDI NGS

Based entirely on stipulations, the Tax Court found that, from
at | east 1982 t hrough 1996, Attorney Al faro was the sol e proprietor
of his law practice. The IRS audited the Taxpayers' joint incone
tax returns for the years 1982-88 and assessed deficiencies rel ated
entirely to Taxpayers' incone fromthat |aw practice. |In 1995 the
Taxpayers and the IRS settled all matters related to the years in

guestion, and in 1996, the Taxpayers paid $1,527,695 in accrued

2 Five other circuits have addressed this issue previously,
however, and all have held as we do today. See infra n.7.
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statutory interest on their agreed incone tax deficiencies for the
subj ect years. The inconme that was the subject of the tax
deficiency and in turn gave rise to the statutory interest at issue
here was produced by M. Alfaro’'s | aw practice and thus arose from
his principal trade or business for purposes of reporting on
Schedul e C. For 1996, the year in which the Taxpayers paid the
statutory interest, they clained an interest expense deduction on
Schedule C of their joint return.

As reflected in a notice of deficiency issued to the Taxpayers
in 2000 as a result of an audit of their 1996 return, the IRS
disallowed that interest expense deduction. The Taxpayers
chal | enged the deficiency determnation in the Tax Court, arguing
that the interest was deducti bl e because the underlying inconme on
which the taxes had been owed was from M. Afaro‘s trade or
business in the practice of law and thus not “personal interest”
for purposes of 8§ 163(h) of the Internal Revenue Code ("I.RC").
The gravanen of the Taxpayers’ argunent in the Tax Court was that
the Comm ssioner’s reliance on Tenporary Treasury Regulation 8§
1.163-9T(b) (2) (i) (A (the “Regul ation”) was m spl aced. They i nsi st
that the Regulation is invalid because, according to Taxpayers, it
conflicts with I.R C 8§ 163(h). In rejecting the Taxpayers’
argunent, the Tax Court relied in large part on its recent opinion

i n Robi nson v. Conmmi ssi oner® which held this kind of interest to be

3119 T.C. 44 (2002).



non-deducti bl e personal interest, relying on the Regulation as
authority. Taxpayers tinely filed a notice of appeal.
I
ANALYSI S

A. St andard of Revi ew

If the Regulation is valid, the Tax Court nust be affirned.

W review de novo the Tax Court’s l|legal determnation of the

validity of a Treasury regul ation.*

B. Cont enti ons of Taxpavyers

In their appellate brief, counsel for Taxpayers present a
strong and cogent argunent for reversing the Tax Court. As
summari zed in that brief, Taxpayers begin by noting that Congress
is presuned to have known the case |law that was in exi stence when
it enacted the Tax Reform Act of 1986, adding I.R C. 8 163(h) to
the Code to abolish the deductibility of specified types of
interest. The Taxpayers advance that the prior jurisprudence nade
clear that interest paid on an individual taxpayer’s incone tax
deficiency is deductible when the underlying deficiency was on
i ncone fromthe trade or business of such taxpayer. And, urge the
Taxpayers, given the absence of an unm stakable show ng of
congressional intent to reverse or depart from such pre-existing
case law, it nust be presuned to continue in effect. Furthernore,

argue the Taxpayers, the |anguage of the 1986 Tax Reform Act

4 Herbel v. Commir, 129 F.3d 788, 790 (5th G r. 1997).
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reflects a congressional intent for this species of interest to
remai n deducti bl e.

The Taxpayers continue by insisting that, by characteri zing
all interest paynents on an incone tax deficiency of an individual
as non-deductible, wthout excepting interest on a deficiency
properly allocable to inconme from a trade or business, the
Regulation is inconsistent with the plain wording of I.R C 8§
163(h). And aregulation that contradicts the plain neani ng of the
statute that it addresses, assert the Taxpayers, is invalid.
Taxpayers further contend that the Treasury’s issuance of the
Regul ation wi thout follow ng routine notice and coment procedures
eschews the usual deference to which regul ations promul gated by a

federal agency are entitled under Chevron U S. A, Inc. v. Natural

Resources Defense Council, Inc.® Finally, Taxpayers urge that it

woul d be bad policy to allow a corporation to deduct interest paid
on tax deficiencies related to inconme from a trade or business
wi t hout affording non-corporate taxpayers the sane privil ege.

C. Contenti ons of the Commi Ssi oner

The Comm ssi oner supports the Tax Court’s ruling in reliance
on its own opinion in Robinson,® in which that court upheld the
validity of the Regulation. The Conm ssioner first notes that al

five courts of appeals that have addressed the Regul ation have

5 467 U.S. 837 (1984).
6 119 T.C. 44 (2002).



upheld it.” Next, the Conm ssioner takes i ssue with the Taxpayers’
position on deference. The Conm ssioner reiterates the well-known
Chevron maxi mthat agency regul ations are valid and nust be upheld
if they inplenment the related statute in sone reasonable way or if
they are “based on a permssible construction of the statute.”?8
The Conm ssioner’s deference argunent continues to the effect that

t he Taxpayers' reliance on United States v. Mead Corp.°® for the

proposition that the Regulation is not entitled to Chevron
def erence because of its pronulgation wthout formal notice or
conment, is msplaced.® The Conm ssioner urges us to apply the

factors listed by the Suprenme Court in Barnhart v. Walton!' in

considering the deference issue presented here.

The Comm ssioner notes that |.RC 8 163(h) elimnates
deductions of “personal interest” by non-corporate taxpayers,
enphasi zing that non-deductible “personal interest” includes

“Iinterest paid or accrued on indebtedness properly allocable to a

" Alen v. United States, 173 F.3d 533 (4th Cir. 1999)
McDonnell v. United States, 180 F.3d 721 (6th Gr. 1999); Kikalos
V. Commir, 190 F.3d 791 (7th Cr. 1999); Mller v. United States,
65 F.3d 687 (8th Cir. 1995); Redlark v. Conmmir, 141 F.3d 936 (9th
Cr. 1998).

8 Chevron USA, Inc., 467 U.S. at 843.

9 533 U S. 318 (2001).

10 The Taxpayers assert that according to Mead, the Regul ation
shoul d be eval uated under the | ess deferential standard established
by the Supreme Court in Skidnore v. Swift & Co., 323 U S 134
(1994).

11 535 U.S. 212 (2002).



trade or business.”! The Comm ssioner observes that |.R C 8§
163(h) fails to specify a nethod of "properly" allocating interest
and does not purport to answer the question whether interest paid
on an underpaynent of individual incone tax is deened to be
“properly allocable to a trade or business” when the interest is
paid on tax liability arising fromadjustnents to reported incone
from an individual’s non-corporate trade or business. Thus,
concl udes the Comm ssioner, |I.R C. 8§ 163(h) is anbi guous because
the undefined term“properly allocable to a trade or business” is
susceptible of nore than one reasonable interpretation.

In contrast, notes the Conm ssioner, the regqgulations
inplenmenting I.RC. 8 163(h) do address the precise issue now
before us. The Regul ation provides that interest “[p]aid on
under paynents of individual Federal, State, or l|ocal incone taxes

regardl ess of the source of the incone generating the tax
liability” is included in the category of non-deducti bl e personal
interest.®® The Conmi ssioner asserts that the Regul ati on does not
conflict wiwth the | anguage of the Code section; on the contrary,
the Regul ation constitutes a reasonabl e position, because the duty
to pay one’s individual incone tax i s not a business obligation but
a personal one. As such, reasons the Comm ssioner, the paynent of

interest resulting froma failure to pay such taxes in full when

2 1,R C 8 163(h)(2)(A) (enphasis added).
13 Tenp. Treas. Reg. § 1.163-9T(b)(2)(i)(A).
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due is |likew se personal, regardless of the origin of the
under | ying i ncone.

As for pre-1986 jurisprudence, the Conm ssioner points out
that the cases cited by the Taxpayers did not address whether an
item of interest was deductible per se. In addition, urges the
Comm ssioner, the pre-8163(h) case law did not contain any
reasoned, persuasive analysis that would support the Taxpayers’
position that interest on underpaynents of personal inconme tax is
a business expense when the individual taxpayer’s incone tax
liability arose from incone derived from his principal trade or
busi ness. And, not surprisingly, the Conm ssioner finds confort in
Robi nson and all prior federal appellate cases on point.

The Comm ssioner’s argunent that we perceive to be nost
conpelling is grounded in the General Explanation of the Tax Ref orm
Act of 1986, the so-called "Blue Book," which was prepared by the
staff of Congress’s Joint Commttee on Taxation. This publication
states unequi vocal |y that interest on underpaynents of federal and
state incone taxes constitute personal interest (and are therefore
not deductible), even when the inconme on which the tax is inposed
was generated by a trade or business. The Tax Court in Robinson!
and the five courts of appeals that have validated the Regul ati on?®

relied heavily on this statenent in the Bl ue Book.

14 T.C. 44 (2002).

15 See supra note 6.



D. Validity of the Requl ati on

Despite the forceful case advanced by counsel for the
Taxpayers, we begin with trepidation in the face of the solid array
of five federal courts of appeals that have validated the
Regul ati on and none that has held to the contrary: W are al ways
chary to create a circuit split. Adding to this daunting prospect
is the Tax Court’s Robinson decision to the sane effect.?® It is
in the context of that high hurdle that we read the Joint Tax
Comm ttee’s expl anati on:

Under the Act, personal interest is not deductible.

Personal interest is any interest, other than interest

incurred or continued in connection with the conduct of

a trade or business (other than the trade or business of
perform ng servi ces as an enpl oyee), investnent interest,

or interest taken into account in conputing the
t axpayer’s i ncone or | oss frompassive activities for the
year. Thus, personal interest includes, for exanple

interest on aloan to purchase an autonobil e, interest on
a loan to purchase a |life insurance policy, and credit
card interest, where such interest is not incurred or
continued in connection with the conduct of a trade or
busi ness. Personal interest also includes interest on
underpaynents of individual Federal, State or |ocal
i ncone taxes notwithstanding that all or a portion of the
incone _may have arisen in a trade or business, because
such taxes are not consi dered derived fromthe conduct of
a trade or business.

W agree with the Comm ssioner’s position that the Blue Book
directly supports the Regul ation: Interest paid on an under paynent

of an individual’s incone tax i s personal interest, notw thstandi ng

16119 T.C. 44 (2002).

7 staff of the Joint Comm on Taxation, 100'" Cong., 1St
Sess., General Explanation of the Tax ReformAct of 1986 266 ( Conm
Print 1987) (enphasis added) (footnote omtted).
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that the tax liability that generated the interest is owed on
i ncone fromthe Taxpayer’s trade or business.

The Taxpayers are correct that, inasnmuch as the Bl ue Book was
prepared follow ng the adoption of the statute that it explains,
this publication is not binding authority. As the Eleventh G rcuit

said in Estate of Wall ace v. Conm ssi oner, however, the Bl ue Book

provides “a valuable aid to understanding the statute.”'® The
Comm ssi oner properly rem nds us that, in the absence of definitive
| egislative history — as is the situation here — substanti al
wei ght should be given to the Blue Book.? | nportantly, the
Regul ation tracks the Blue Book, and nust be sustained if it is
“based on a perm ssible construction of the statute.”?

Furt her nor e, congr essi onal actions post - dati ng t he
promul gati on of the Regul ati on have not reveal ed any di sagreenent

or conflict with the Regulation’s treatnent of |I.R C. § 163(h).

8 965 F.2d 1038, 1050 n.15 (1ith Cr. 1992). See al so
McDonald v. Commir, 764 F.2d 322, 336 n.25 (5th Cr. 1985) (stating
that the Blue Book is “entitled to great respect”).

19 See, e.q., Federal Power Conmmir v. Menphis Light, Gas &
Water Div., 411 US. 458, 472 (1973) (describing Genera
Expl anati on of Tax Reform Act of 1965 as “conpelling contenporary
indication” of the effect of a provision). See also Estate of
Hut chi nson v. Conmir, 765 F.2d 665, 670 (7th Cr. 1985) (concl udi ng
t hat Bl ue Book expl anations are “highly indicative of what Congress
did, in fact, intend” particularly when consistent with other
evidence of legislative intent).

20 NationsBank of N.C., NA v. Variable Annuity Life Ins.
Co., 513 U S 251, 257 (1995) (quoting Chevron U S. A, Inc. V.
Nat ural Resources Defense Council, 467 U.S. 837, 843 (1984)).
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When Congress nodified the definition of “personal interest” in
1988, nothing said or done indicated dissatisfaction with the
Regul ati on. Li kewi se, when Congress enacted OBRA in 1990, %
affecting aspects of interest in the corporate arena, the
Conference Commttee report stated that “[i]ndividuals are not
permtted to deduct personal interest. For this purpose, personal
interest includes interest on underpaynents of the individual’s
i ncone taxes, even if all or a portion of the individual’s incone
is attributable to a trade or business.”??

Finally, we perceive |ogical support for concluding that the
Regul ation’s augnentation of |.R C 8§ 163(h) is reasonable —and
thus valid —when it proscribes the deductibility of statutory
interest paid by an individual taxpayer for prior delinquent or
deficient paynents of incone tax. These and other statutory
interest provisions of the I.R C and the Treasury regul ations
presumably serve the dual purpose of (1) encouraging full and
tinmely paynent of taxes, and (2) making the Treasury whole by
replacing the value of the | ost use of the funds between their due
date and their subsequent receipt. |f anpunts paid by individual

taxpayers as statutory interest on delinquencies were then all owed

2L Omi bus Budget Reconciliation Act of 1990, Pub. L. No. 101-
508 § 11341, 104 Stat. 1388, 1388-470 (codified as anended at 26
US C § 6621).

2 H R Conf. Rep. No. 101-964, at 1100 (1990), reprinted in
1990 U.S.C.C.A N 2374, 2805. See Davis v. United States, 71 F.
Supp. 2d 622 (WD. Tex. 1999).
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to be deducted against inconme in the year such interest is paid —
t hereby reducing taxes due to the Treasury for that year —the
taxpayer's incentive to pay pronptly and fully would be reduced by
the amount of the tax benefit provided to the taxpayer by such a
deducti on. Li kewi se, the value of the anount recouped through
statutory interest to cover the Treasury's |ost use of these tax

dollars during the period that the deficiency subsisted would be
di m ni shed by the deduction of that interest and the concomtant

reduction in taxes collected by the Comm ssioner for the year of

the interest paynent. Wen we assune (as we nust) that rates of

statutory interest are reasonable, the effective rate that would
result fromallow ng a subsequent deduction in the anmount of the
statutory interest paid would, per force, be | ess than reasonabl e.

The fact that a different treatnent appertains to corporate

t axpayers i s of no nonent, given the i nnunerable differences in the
taxation of individuals and corporations.

In sum after carefully considering these and the other
argunent s advanced, on the one hand, by Taxpayers and, on the ot her
hand, by the Comm ssioner, we are satisfied that the Regulation is
valid, and that its rule — that an individual’s incone tax
liability, regardless of the nature of the inconme giving rise to
the liability, is a personal, non-business obligation, so that
interest owed by the individual for failing tinely and fully to pay
his tax obligations is al so personal —is reasonable. This result
is not affected by the fact that the interest obligation arises

12



fromthe individual taxpayer’s deficiency for taxes owed on i ncone
t hat happens to have been derived fromhis trade or business.
L1l
CONCLUSI ON

The Taxpayers’ incone from the prior years in question was
derived fromAttorney Alfaro’s | awpractice, which is his principal
trade or business. His obligation to pay taxes on that incone,
however, and thus the deficiency for failing to pay themin a ful
and tinely manner, were personal. Consequently, the interest that
Taxpayers paid on that personal tax deficiency was itself personal
and thus not deductible under 1I.R C. 8§ 163(h), as reasonably
interpreted by Tenporary Treasury Regul ati on 8 1.163-
9T(b)(2)(i)(A). The Tax Court’s ruling, validating the Regul ati on
and upholding the deficiency assessed to the Taxpayers, is
t herefore

AFFI RVED.

13



