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Atlantic Monthly Co. v. Commissioner, 5 T.C. 1025 (1945)

Payments from a subsidiary to its parent company are not automatically deductible
as ordinary and necessary business expenses, even if made pursuant to a contract;
the payments must be scrutinized to determine if they truly represent ordinary and
necessary expenses for the subsidiary’s business.

Summary

The  Tax  Court  addressed  whether  payments  made  by  Press,  a  wholly-owned
subsidiary of Atlantic Monthly Company, to Atlantic under a contract requiring Press
to remit one-third of its royalty income to Atlantic were deductible as ordinary and
necessary  business  expenses.  The  court  held  that  these  payments  were  not
deductible. It reasoned that while the contract created an obligation, the payments
were not demonstrably ordinary and necessary expenses for Press’s book-publishing
business. The court distinguished these payments from legitimate reimbursements
for services and expenses already allowed as deductions.

Facts

Atlantic Monthly Company (Atlantic) organized Press as a wholly-owned subsidiary
to handle its book-publishing operations. A contract was established whereby Press
would pay Atlantic one-third of the royalties it received from Little, Brown & Co.
Press  claimed  a  deduction  for  $23,814.69,  representing  this  one-third  royalty
payment, as an ordinary and necessary business expense on its 1941 tax return.
Atlantic also received additional payments from Press for services and expenses,
which were already deducted by Press and allowed by the Commissioner.

Procedural History

The Commissioner of Internal Revenue disallowed Press’s deduction of the royalty
payment to Atlantic. Press then petitioned the Tax Court for a redetermination of the
deficiency assessed by the Commissioner.

Issue(s)

Whether the payments made by Press to Atlantic, representing one-third of Press’s
royalty  income  from  Little,  Brown  &  Co.,  constitute  deductible  “ordinary  and
necessary expenses” under Section 23(a)(1)(A) of the Internal Revenue Code.

Holding

No, because the payments were not proven to be ordinary and necessary expenses
incurred in carrying on Press’s trade or business, but rather were payments made to
its parent company under a contractual obligation that did not, by itself, establish
deductibility.
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Court’s Reasoning

The court  relied on the Supreme Court’s  definition of  “ordinary and necessary
expenses” from Welch v. Helvering, 290 U.S. 111 (1933), and Deputy v. Dupont, 308
U.S. 488 (1940), noting that “ordinary has the connotation of normal,  usual,  or
customary.” The court  distinguished the payments from those in Maine Central
Transportation Co., 42 B.T.A. 350, where a subsidiary paid all its net earnings to its
parent. While Press didn’t remit all its earnings, the court found the nature of the
payment similar. The court emphasized that merely having a contractual obligation
to make a payment does not automatically make it a deductible expense, citing
Eskimo Pie Corporation,  4  T.C.  669,  677 (“The mere fact  that an expense was
incurred under a contractual obligation, however, does not make it the equivalent of
a rightful deduction under section 23 (a).”). The court reasoned that Atlantic chose
to operate its book publishing business through a subsidiary, and it could not then
deduct payments to the parent beyond legitimate reimbursements for services and
expenses.

Practical Implications

This case clarifies that transactions between parent and subsidiary companies are
subject  to  heightened  scrutiny  regarding  deductibility.  It  establishes  that  a
contractual obligation alone is insufficient to justify a deduction as an ordinary and
necessary business expense. Taxpayers must demonstrate that the expense is truly
ordinary and necessary for the subsidiary’s specific business operations, and not
simply a means of transferring profits to the parent. Later cases have cited this
decision  to  emphasize  the  importance  of  arm’s-length  dealing  between  related
entities and the need for clear business purpose in intercompany transactions to
support deductibility.


