Colony, Inc. v. Commissioner, 35 T.C. 179 (1960)

Tax penalties incurred for non-payment of taxes are not deductible as ordinary and
necessary business expenses, even if the violation was unintentional or based on
legal advice, because allowing the deduction would frustrate public policy.

Summary

The case concerns Colony, Inc., a wholesale metals dealer, which was assessed
penalties for late payment of mercantile license taxes to the City of Pittsburgh and
the School District of Pittsburgh. The company argued that these penalties, which
were assessed due to a good-faith belief that certain sales were exempt from the tax,
should be deductible as either interest or ordinary business expenses. The Tax Court
held that the payments were penalties, not interest, and, importantly, that deducting
the penalties as a business expense would undermine the public policy of
encouraging timely tax payments. The Court reasoned that the penalties served as a
punishment and that allowing their deduction would directly frustrate the state and
local government’s goals.

Facts

Colony, Inc., a Pennsylvania corporation, was engaged in the business of buying and
selling nonferrous metals. The City of Pittsburgh and the School District of
Pittsburgh levied mercantile license taxes. Colony, Inc. did not pay taxes on certain
sales of copper scrap, believing them to be in interstate commerce and therefore
exempt. The City and School District assessed deficiencies, penalties, and interest.
The Tax Court held that the company was subject to the penalties for failing to pay
its mercantile tax liability on time.

Procedural History

The City and School District assessed deficiencies in mercantile license tax, along
with penalties and interest. The Tax Court ultimately held that the penalties were
not deductible as either interest or ordinary business expenses.

Issue(s)

1. Whether penalties for late payment of mercantile taxes were, in substance,
interest payments and therefore deductible under section 23(b) of the Internal
Revenue Code of 1939.

2. Whether the penalties paid could be deducted as ordinary and necessary business
expenses under section 23(a) of the Internal Revenue Code of 1939.

Holding

1. No, because the penalties represented a punishment for nonpayment, not
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compensation for the delay.

2. No, because deducting the penalties would frustrate the public policy of the
taxing jurisdictions.

Court’s Reasoning

The Court distinguished between interest, which is compensation for the delay in
payment, and a penalty, which serves as a punishment for the failure to make timely
payment. It held that the penalties were not interest because the City Ordinance and
the Pennsylvania School Mercantile License Tax Act intended the penalty as a
punishment. Regarding the deductibility as an ordinary and necessary business
expense, the Court found that allowing the deduction of the penalties would
frustrate public policy. The Court cited Tank Truck Rentals, Inc. v. Commissioner
and held that the penalties were not a “necessary” expense and, therefore, not
deductible.

Practical Implications

This case emphasizes that penalties assessed for violating tax laws are generally not
deductible as business expenses for tax purposes. This principle applies even if the
violation was unintentional, made in good faith, or based on legal advice. The
decision underscores the importance of timely tax payments and the government’s
strong interest in enforcing tax laws by preventing taxpayers from indirectly
offsetting penalties through deductions. Attorneys should advise clients that
penalties for tax violations are unlikely to be deductible, and that the deductibility of
any payment should be carefully analyzed, considering the underlying purpose of
the payment. This case is relevant for businesses of all sizes and in any industry that
is subject to various taxes.
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