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Cummings v. Commissioner, 61 T. C. 1 (1973)

Payments made to protect business reputation and avoid delays, even when related
to potential insider trading liability, can be deductible as ordinary and necessary
business expenses.

Summary

In Cummings v. Commissioner, Nathan Cummings, a director and shareholder of
MGM, made a payment to the company following an SEC indication of possible
insider trading liability under Section 16(b) of the Securities Exchange Act. The Tax
Court held that this payment was deductible as an ordinary and necessary business
expense  under  Section  162  of  the  Internal  Revenue  Code,  emphasizing  that
Cummings  acted  as  a  director  to  protect  his  business  reputation  and expedite
MGM’s proxy statement issuance. The decision reaffirmed the court’s stance in a
prior case, distinguishing it from cases where payments were clearly penalties for
legal violations, and rejected the application of the Arrowsmith doctrine due to the
lack of integral relationship between the stock sale and the payment.

Facts

Nathan Cummings, a director and shareholder of MGM, sold MGM stock in 1962,
realizing a capital gain. Subsequently, he purchased MGM stock at a lower price.
The SEC later indicated that Cummings might be liable for insider’s profit under
Section 16(b) of the Securities Exchange Act due to these transactions. To protect
his business reputation and avoid delaying MGM’s proxy statement, Cummings paid
$53,870. 81 to MGM without legal advice or a formal determination of liability.

Procedural History

The case was initially heard by the U. S. Tax Court, where it was decided in favor of
Cummings, allowing the deduction of the payment as an ordinary and necessary
business expense. This decision was reaffirmed on reconsideration after the Seventh
Circuit  reversed  a  similar  case,  Anderson  v.  Commissioner,  prompting  the
Commissioner  to  move  for  reconsideration  of  the  Cummings  decision.

Issue(s)

1. Whether a payment made to a corporation by a director and shareholder to
protect  business  reputation  and  avoid  delays,  prompted  by  a  potential  insider
trading liability under Section 16(b), is deductible as an ordinary and necessary
business expense under Section 162 of the Internal Revenue Code.

Holding

1. Yes, because the payment was made for business reasons related to Cummings’s
role as a director, not as a penalty for a legal violation, and it did not have an
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integral  relationship  with  the  capital  gain  realized  from  the  stock  sale,
distinguishing  it  from  cases  where  the  Arrowsmith  doctrine  would  apply.

Court’s Reasoning

The Tax Court distinguished Cummings’s case from Anderson v. Commissioner and
Mitchell v. Commissioner, where the courts found an integral relationship between
the  transactions  under  the  Arrowsmith  doctrine.  The  court  emphasized  that
Cummings’s payment was not made due to a recognized legal duty but to protect his
business  reputation  and  expedite  MGM’s  proxy  statement  issuance.  The  court
rejected the applicability of the Arrowsmith doctrine, noting that no offset would
have been required had the payment been made in the same year as the stock sale.
Furthermore, the court distinguished Tank Truck Rentals v. Commissioner, stating
that Cummings’s payment was not a penalty for a legal violation but a business
decision. The court reaffirmed its prior decision, denying the Commissioner’s motion
for reconsideration, and upheld the deductibility of the payment under Section 162.

Practical Implications

This decision allows corporate directors to deduct payments made to protect their
business  reputation  and  expedite  corporate  processes,  even  when  related  to
potential  insider  trading  liability,  as  long  as  they  are  not  penalties  for  legal
violations. It clarifies that such payments can be considered ordinary and necessary
business  expenses,  distinguishing  them  from  situations  where  the  Arrowsmith
doctrine would apply. Practically, this ruling may encourage directors to address
potential  regulatory issues proactively to protect their  reputation and corporate
operations, without fear of losing the tax benefits associated with such payments.
Subsequent cases have continued to grapple with the distinction between business
expenses and penalties, but Cummings remains a key precedent for analyzing the
deductibility of payments in similar scenarios.


