Cummings v. Commissioner, 60 T. C. 91 (1973)

A payment made by a corporate insider to avoid potential liability for insider trading
profits can be deductible as an ordinary and necessary business expense if it
protects the taxpayer’s business reputation and arises from their trade or business.

Summary

In Cummings v. Commissioner, Nathan Cummings, a director and shareholder of
MGM, made a payment to MGM to settle a potential insider trading violation under
Section 16(b) of the Securities Exchange Act of 1934. The Tax Court held that this
payment was deductible as an ordinary and necessary business expense under
Section 162(a) of the Internal Revenue Code. The court reasoned that Cummings’
payment was to protect his business reputation and was directly related to his role
as a director, part of his trade or business. This decision underscores the importance
of the business purpose and the origin of the obligation in determining the
deductibility of such payments.

Facts

Nathan Cummings, a director and shareholder of MGM, sold and later repurchased
MGM stock within a six-month period in 1961, triggering potential liability under
Section 16(b) of the Securities Exchange Act of 1934. In 1962, the SEC notified
MGM of this issue, and Cummings, to avoid delay in MGM’s proxy statement and
protect his business reputation, immediately paid MGM the insider’s profit of
$53,870. 81. Cummings later sought a refund, which was denied. He then claimed
this payment as an ordinary loss on his 1962 tax return, which the IRS challenged,
asserting it was a capital loss.

Procedural History

Cummings filed a petition with the U. S. Tax Court to contest the IRS’s
determination of a deficiency in his 1962 federal income tax. The Tax Court, in its
decision dated April 23, 1973, ruled in favor of Cummings, allowing the deduction of
the payment as an ordinary and necessary business expense.

Issue(s)

1. Whether the payment made by Cummings to MGM to settle a potential insider
trading violation can be deducted as an ordinary and necessary business expense
under Section 162(a) of the Internal Revenue Code.

2. Whether the payment is alternatively deductible as a business loss under Section
165(a) of the Internal Revenue Code.

Holding

1. Yes, because the payment was made to protect Cummings’ business reputation
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and arose from his trade or business as a director of MGM, it was deductible as an
ordinary and necessary business expense under Section 162(a).

2. No, because the payment was deemed an ordinary and necessary business
expense under Section 162(a), it was not necessary to consider its deductibility
under Section 165(a).

Court’s Reasoning

The Tax Court’s decision was based on the understanding that Cummings was
engaged in a trade or business separate from his primary occupation, which
included his role as a director of MGM. The court applied the principle established
in prior cases like Mitchell and Anderson, where payments made to protect a
taxpayer’s business reputation were held to be deductible as business expenses. The
court rejected the IRS’s argument that the Arrowsmith doctrine should apply, noting
that the payment was not directly related to the earlier sale transaction that resulted
in capital gain but rather to Cummings’ status as a director. The court emphasized
that Cummings’ payment was made to avoid damage to his business reputation and
to prevent delay in MGM's proxy statement issuance, which were valid business
purposes.

Practical Implications

This decision has significant implications for corporate insiders facing potential
Section 16(b) violations. It establishes that payments made to settle such claims can
be treated as deductible business expenses if they are made to protect the
taxpayer’s business reputation and arise from their trade or business. Legal
practitioners should advise clients that the origin of the obligation and the purpose
of the payment are critical in determining deductibility. This ruling may encourage
insiders to settle potential violations quickly to avoid reputational damage, knowing
that such payments could be tax-deductible. Subsequent cases have continued to
reference Cummings when addressing the deductibility of payments related to
insider trading allegations.
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