Olivia De Havilland Goodrich v. Commissioner, 20 T.C. 323 (1953)

Contingent compensation paid pursuant to a free bargain before services are
rendered is deductible as a business expense, even if it proves greater than
ordinarily paid; similarly, reasonable business gratuities directly related to the
taxpayer’s business are also deductible.

Summary

Olivia De Havilland Goodrich, a renowned actress, sought to deduct payments made
to her business manager, G.M. Fontaine, based on a contingent fee arrangement,
and certain business gratuities given to individuals who contributed to her career
success. The Commissioner disallowed portions of the compensation paid to
Fontaine, deeming it unreasonable, and also disallowed the business gratuities. The
Tax Court ruled in favor of Goodrich, holding that the full compensation paid to
Fontaine was deductible, as were the business gratuities, as they were ordinary and
necessary business expenses.

Facts

Olivia De Havilland Goodrich (petitioner) entered into a written contract with G.M.
Fontaine, her stepfather, for business management services. The agreement
stipulated that Fontaine would receive a percentage of her earnings. In 1945, she
paid Fontaine $33,334.50, and in 1946, $23,362.50. The Commissioner only allowed
a portion of these payments as deductible expenses. Goodrich also paid business
gratuities to Edith Head, a clothes designer; Phyllis Laughton, a dialogue director;
and Kurt Frings, an agent, for their contributions to her success. These gratuities
were also challenged by the IRS.

Procedural History

The Commissioner of Internal Revenue disallowed a portion of the deductions
claimed by Goodrich for compensation paid to Fontaine and for business gratuities.
Goodrich petitioned the Tax Court for a redetermination of the deficiencies. The Tax
Court reviewed the evidence and the applicable law.

Issue(s)

1. Whether the payments made to G.M. Fontaine for business management services
were fully deductible as reasonable compensation for personal services actually
rendered?

2. Whether the gifts made to Edith Head, Phyllis Laughton, and Kurt Frings were
deductible as ordinary and necessary business expenses or were personal gifts?

Holding
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1. Yes, because the payments to Fontaine were made pursuant to a free bargain
before the services were rendered and were not influenced by considerations other
than securing Fontaine’s services on fair terms.

2. Yes, because the gratuities were directly related to Goodrich’s business as a
professional actress and were reasonable in amount, thus constituting ordinary and
necessary business expenses.

Court’s Reasoning

The court reasoned that the payments to Fontaine were governed by a valid contract
made at arm’s length. The compensation was contingent upon Goodrich’s success,
and the obligation to pay was legally binding. The court emphasized that if
“contingent compensation is paid pursuant to a free bargain between the employer
and the individual made before the services are rendered, not influenced by any
consideration on the part of the employer other than that of securing on fair and
advantageous terms the services of the individual, it should be allowed as a
deduction even though in the actual working out of the contract it may prove to be
greater than the amount which would ordinarily be paid.” The court found no
evidence suggesting the payments were disguised gifts or support. Regarding the
gratuities, the court found a direct relationship between the expenditures and
Goodrich’s business. The services provided by Head, Laughton, and Frings directly
contributed to her success as an actress. The court distinguished this case from
*Welch v. Helvering*, noting that Goodrich demonstrated the services rendered
were commensurate with the outlay.

Practical Implications

This case provides guidance on the deductibility of contingent compensation
arrangements. It clarifies that such arrangements are generally deductible if they
are the result of a free bargain and are intended to secure valuable services, even if
the resulting compensation is higher than anticipated. The case also provides clarity
on the deductibility of business gratuities, emphasizing that a direct relationship
must exist between the expenditure and the taxpayer’s business and that the
amount must be reasonable in relation to the services provided. This ruling can be
used to support deductions for similar expenses, provided that adequate
documentation and justification are available to demonstrate the business purpose
and reasonableness of the expenditures. Later cases have cited this as an example of
a valid contingent compensation agreement.
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