17 T.C. 187 (1951)

A Treasury Regulation that imposes a requirement not found in the statute it
interprets is invalid if it limits or is inconsistent with the statute.

Summary

Faucette Co. sought to deduct charitable contributions accrued in 1945 and 1946
but paid in the subsequent years. The IRS disallowed the deductions, citing that the
board of director’s authorization for the contribution was not in writing, as required
by Treasury Regulations. The Tax Court held that the regulation imposing the
writing requirement was invalid because the statute itself was silent regarding the
form of authorization. The court also addressed the reasonableness of compensation
paid to the company’s executives, finding the compensation reasonable for 1945 but
not for 1946, disallowing the deduction for the increase in executive salaries in
1946.

Facts

Faucette Company, a wholesale and retail business, sought to deduct contributions
to King College and Emory & Henry College in 1945 and 1946, respectively. The
company accrued these amounts on its books, but the actual payments were made in
the following years. The Commissioner disallowed the deductions because the board
of directors’ authorization was not in writing, as required by Treasury Regulations.
The company also sought to deduct compensation paid to its three executives.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Faucette
Company’s income tax, declared value excess-profits tax, and excess profits tax for
1945 and 1946. Faucette Company petitioned the Tax Court for review, contesting
the disallowance of the charitable contribution deductions and the disallowance of a
portion of the salaries paid to its executives.

Issue(s)

1. Whether the amounts paid by the petitioner to its three executives in the taxable
years 1945 and 1946 for services rendered in those years were reasonable.

2. Whether the amounts, the payment of which petitioner authorized and accrued in
the taxable years 1945 and 1946 as gifts to educational institutions, are deductible
in the year accrued where the actual payment was made in a subsequent year and
the board of directors’ authorization was not in writing.

Holding

1. Yes for 1945, No for 1946, because the company failed to provide sufficient
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evidence for the increase in salaries for the year 1946. The war ended in August
1945 and consumer merchandise and the demand by consumers had greatly
increased by 1946. There was also no claim made that petitioner’s officers put in
more time or effort in 1946 than in 1945.

2. Yes, because the Treasury Regulation requiring written authorization from the
board of directors is invalid as a limitation upon and inconsistent with the statute.

Court’s Reasoning

Regarding executive compensation, the court found the salaries paid in 1945
reasonable, considering the company’s growth and the executives’ efforts during the
war years. However, the court disallowed the increased salaries in 1946, noting a
decrease in net profits and the absence of evidence justifying the increase. The court
stated, “We are unable to find any evidence in this record to support the increase in
salaries for the year 1946.”

On the charitable contribution issue, the court analyzed the statute, which allowed
accrual-basis corporations to deduct contributions authorized by the directors,
provided payment was made within 2 1/2 months after the close of the year. The
court emphasized that the statute was silent on the manner of authorization. The
court stated, “The statute is silent as to the manner in which the authorization is to
be evidenced.” It concluded that the Treasury Regulation imposing a writing
requirement was an invalid limitation on the statute, as it added a requirement not
found in the statute itself. Citing Webster’s dictionary, the court found that
authorization is a fact that may occur orally.

Practical Implications

This case clarifies the limits of agency authority in interpreting statutes through
regulations. It establishes that a Treasury Regulation cannot impose requirements
beyond what is stated in the statute. Taxpayers can challenge regulations that add
restrictions or limitations not explicitly provided by Congress. This ruling
underscores the importance of examining the underlying statute when assessing the
validity of a regulation and ensures that regulatory interpretations do not unduly
restrict the scope of statutory provisions. This case stands for the proposition that in
tax law, substance should prevail over form in certain instances.
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