7T.C. 779 (1946)

A business expense is deductible if it is both ordinary and necessary, meaning it is
common and helpful in maintaining or promoting the business, even if the business
has no legal obligation to incur the expense.

Summary

Scruggs-Vandervoort-Barney, Inc. (SVB) sought to deduct reimbursements made to
depositors of a failed bank, most of whom were SVB customers. SVB’s predecessor
owned a significant stake in the bank, which operated within the department store.
To maintain customer goodwill, SVB reimbursed depositors using merchandise
certificates redeemable at its store. The Tax Court held that SVB could deduct the
cost of the merchandise provided when the certificates were redeemed as an
ordinary and necessary business expense, but not the face value of the certificates,
because they were not obligations to pay money.

Facts

Scruggs-Vandervoort-Barney Dry Goods Co. (predecessor) owned 97.25% of
Scruggs, Vandervoort & Barney Bank shares.

The bank operated inside the predecessor’s department store, serving mostly store
customers.

The bank closed in 1933, paying depositors 80.5% of their deposits during
liquidation.

In 1937, the predecessor corporation transferred its assets to SVB through a non-
taxable reorganization.

SVB’s executives, concerned about losing customers due to the bank’s failure,
decided to reimburse depositors for the 19.5% loss using merchandise certificates.

The certificates were redeemable for merchandise at SVB'’s store.
Procedural History

SVB deducted the total amount of the planned reimbursements on its 1941 income
tax return.

The Commissioner of Internal Revenue disallowed the deduction, leading to a
deficiency assessment.

SVB appealed to the Tax Court.

Issue(s)
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1. Whether the reimbursement to the bank’s depositors, through merchandise
certificates, constitutes an ordinary and necessary business expense under Section
23 of the Internal Revenue Code.

2. Whether SVB overstated its taxable income by including the retail price of
merchandise sold for certificates in its gross profits.

Holding

1. Yes, because under the specific facts, the reimbursements were necessary to
protect and promote petitioner’s business. However, the deduction is limited to the
cost of goods sold, not the face value of the certificates.

2. Yes, because SVB received no cash for these sales and therefore realized no gross
profit. Adjustments should be made to reflect the true cost of the reimbursements.

Court’s Reasoning

The court distinguished this case from Welch v. Helvering, 290 U.S. 111 (1933),
where voluntary payments were made to revive a past business. Here, SVB’s actions
were aimed at maintaining existing goodwill and preventing further loss of
patronage. The court emphasized that the bank was closely tied to SVB’s business,
sharing a similar name, location within the store, and customer base.

SVB’s bankers advised the company to reimburse depositors.

The court cited Edward J. Miller, 37 B.T.A. 830 and Robert Gaylord, Inc., 41 B.T.A.
1119, where voluntary payments made to protect a taxpayer’s business were
deemed deductible.

The court emphasized that, since the certificates were redeemable only for
merchandise, the deduction should be limited to the cost of the merchandise
provided. SVB’s accounting method of treating certificate redemptions as cash sales
overstated its gross profits, as no actual cash was received.

The Court acknowledged that determining the exact cost of goods sold was difficult
but deemed the petitioner’s accruals a fair and reasonable approximation,
referencing Utah Power & Light Co. v. Pfost, 286 U.S. 165 regarding practical
approximations in tax law.

Practical Implications

This case illustrates that businesses can deduct expenses incurred to protect their
goodwill, even if there is no legal obligation to do so. It highlights the importance of
demonstrating a direct relationship between the expense and the maintenance or
promotion of the business. The form of reimbursement matters; if goods or services
are provided, the deduction is limited to the cost of those items, not their retail
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value. Later cases may cite this when determining if voluntary payments or
reimbursements are deductible, especially in situations involving closely related
entities or a clear business purpose.
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