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Anderson v. Commissioner, 56 T. C. 1370 (1971)

Payments made by corporate executives to their employers to comply with Section
16(b) of the Securities Exchange Act can be deductible as ordinary and necessary
business expenses if made to preserve employment and business reputation.

Summary

James Anderson, a Zenith executive, sold and then purchased company stock within
six  months,  triggering  an  apparent  violation  of  Section  16(b)  of  the  Securities
Exchange Act. Zenith demanded Anderson repay the profits, which he did to protect
his job and reputation. The Tax Court ruled that these payments were deductible as
ordinary and necessary business expenses under Section 162(a), rejecting the IRS’s
argument that they should be treated as capital losses. This decision emphasized the
distinction between Anderson’s roles as a stockholder and an employee, and the
court’s refusal to extend the Arrowsmith principle to this situation.

Facts

James Anderson, a long-time Zenith executive, sold 1,000 shares of Zenith stock in
April 1966, realizing a long-term capital gain. Within six months, he purchased 750
shares, triggering an apparent violation of Section 16(b) of the Securities Exchange
Act, which requires insiders to return profits from short-swing transactions. Zenith
demanded Anderson repay the $51,259. 14 profit.  Believing non-payment would
jeopardize his employment and reputation, Anderson complied with the demand and
deducted the payment as an ordinary and necessary business expense on his 1966
tax return.

Procedural History

The IRS disallowed Anderson’s  deduction,  treating the payment  as  a  long-term
capital loss instead. Anderson petitioned the U. S. Tax Court, which heard the case
and ultimately decided in his favor, allowing the deduction under Section 162(a).

Issue(s)

1. Whether payments made by Anderson to Zenith to comply with Section 16(b) of
the Securities Exchange Act can be deducted as ordinary and necessary business
expenses under Section 162(a).

Holding

1. Yes, because Anderson’s payment was made to preserve his employment and
business reputation,  and the court  distinguished this  from a capital  transaction
under the Arrowsmith principle.

Court’s Reasoning
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The  court  applied  Section  162(a),  which  allows  deductions  for  ordinary  and
necessary business expenses,  and found that  Anderson’s  payment was made to
protect his job and reputation, thus meeting these criteria. The court emphasized
that the payment arose from Anderson’s status as an employee, not as a stockholder
who realized the capital gain. The court rejected the IRS’s argument to apply the
Arrowsmith principle, which would limit Anderson to a capital loss deduction, noting
that Arrowsmith and related cases involved payments directly related to the initial
transaction that generated the gain. Here, the court saw no integral relationship
between the stock sale (as a stockholder) and the payment (as an employee). The
court also considered the policy implications, noting that disallowing the deduction
would  unfairly  penalize  Anderson  for  an  unintentional  violation.  Judge  Dawson
dissented, arguing that the payment was directly related to the stock transaction
and should be treated as a capital loss.

Practical Implications

This  decision  allows  corporate  executives  to  deduct  payments  made  to  their
employers to comply with insider trading laws as ordinary business expenses if
made to protect their employment and reputation. It underscores the importance of
the taxpayer’s motive in making the payment and the distinction between their roles
as employees versus shareholders. Practitioners should advise clients to document
the business  purpose of  such payments  clearly.  This  ruling may influence how
similar  cases  are  analyzed,  particularly  in  distinguishing  between  capital  and
ordinary transactions. Subsequent cases, such as William L. Mitchell, have applied
or distinguished this ruling based on the nexus between the initial transaction and
the subsequent payment.


