Davison v. Commissioner, 1945 Tax Ct. Memo LEXIS 175 (1945)

Payments made to the Office of Price Administration (OPA) for violations of price
ceilings, particularly when the government, not consumers, has the right of action,
are generally not deductible as ordinary and necessary business expenses due to
public policy considerations.

Summary

Davison sought to deduct $7,709 paid to the OPA for alleged price ceiling violations
as a business expense. The Tax Court considered whether this payment was a
deductible business expense or a non-deductible penalty. The court held that
because the payment was made to settle a claim brought by the government for
violations of wartime price controls, and because allowing the deduction would
frustrate sharply defined national policy, it was not deductible as an ordinary and
necessary business expense. This ruling underscores the principle that deductions
cannot undermine public policy, especially during wartime.

Facts

Davison was charged with violating price ceilings established by the OPA. To avoid a
lawsuit for treble damages and revocation of its slaughtering license, Davison
agreed to pay $7,709 to the OPA. Davison then attempted to deduct this payment as
an ordinary and necessary business expense on its federal income tax return.

Procedural History

The Commissioner of Internal Revenue disallowed the deduction claimed by
Davison. Davison then petitioned the Tax Court for a redetermination of the
deficiency, arguing the payment was not a penalty but a compromise of a baseless
claim made under duress to protect its business.

Issue(s)

Whether a payment made to the Office of Price Administration (OPA) in settlement
of alleged price ceiling violations is deductible as an ordinary and necessary
business expense under Section 23(a) of the Internal Revenue Code.

Holding

No, because allowing the deduction would frustrate sharply defined national policy
aimed at preventing wartime inflation and would partially mitigate a penalty for
violating price controls. The court emphasized the importance of the Emergency
Price Control Act as a war measure.

Court’s Reasoning
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The court reasoned that deducting penalties for violating penal statutes is generally
not allowed, citing several precedents. It distinguished the case from Commissioner
v. Heininger, 320 U.S. 467 (1943), where the Supreme Court allowed a deduction
for legal expenses incurred in defending against a fraud order. The court
emphasized that the Emergency Price Control Act was a critical war measure
designed to prevent inflation, representing a “sharply defined” national policy.
Allowing a deduction for payments made to settle violations would undermine this
policy. The court noted that while the IRS allowed deductions for certain payments
made to consumers for price violations, the payment in this case was made to the
government, which had the right of action, making it non-deductible. The court also
referenced Commissioner v. Longhorn Portland Cement Co., 148 F.2d 276 (5th Cir.
1945), which disallowed a deduction for a penalty paid for violating state antitrust
laws. The court concluded that the taxpayer’s opportunity to contest the charges at
the time of the alleged violations, rather than settling, was a critical factor in
disallowing the deduction.

Practical Implications

This case illustrates the enduring principle that tax deductions cannot be used to
undermine public policy. Specifically, it clarifies that payments to governmental
entities for violations of regulations, particularly those related to wartime measures
or other critical national policies, are unlikely to be deductible as business expenses.
The decision highlights the importance of distinguishing between payments made to
consumers versus governmental entities, with the latter being subject to stricter
scrutiny regarding deductibility. Later cases have cited Davison in support of the
proposition that penalties or payments akin to penalties are not deductible if
allowing the deduction would dilute the effect of the penalty. This ruling influences
how businesses treat settlements with regulatory agencies and underscores the
need to evaluate the public policy implications when claiming deductions for such
payments.
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