S & B Restaurant, Inc. v. Commissioner, 73 T. C. 1226 (1980)

Payments made to a state fund for pollution control, rather than as fines or
penalties, are deductible as ordinary and necessary business expenses.

Summary

S & B Restaurant, Inc. was discharging sewage into an underground waterway and
entered into an agreement with Pennsylvania to pay monthly contributions to the
Clean Water Fund until a municipal sewer system was available. The IRS disallowed
these payments as deductions, claiming they were fines or penalties. The Tax Court
held that these payments were not fines or penalties under IRC section 162(f) but
were instead deductible under section 162(a) because they were made to further the
state’s pollution control policy, not as punishment for violations.

Facts

S & B Restaurant, Inc. , operating as Treadway Inn, was discharging raw sewage
into an underground waterway. Under Pennsylvania’s Clean Streams Law, the state
negotiated an agreement with the restaurant to pay monthly into the Clean Water
Fund until a municipal sewer system became available, at which point the restaurant
would connect to it. The state would have prevented the restaurant from
constructing its own treatment facility. The restaurant made payments of $14,000
and $15,000 in 1974 and 1975, respectively, which it claimed as deductions on its
tax returns.

Procedural History

The IRS disallowed the deductions, asserting the payments were fines or penalties
under IRC section 162(f). S & B Restaurant, Inc. petitioned the U. S. Tax Court for a
redetermination of the deficiency. The Tax Court held for the petitioner, ruling the
payments were deductible under IRC section 162(a).

Issue(s)

1. Whether the monthly payments made by S & B Restaurant, Inc. to the Clean
Water Fund were fines or similar penalties under IRC section 162(f).

Holding

1. No, because the payments were made to further the state’s policy of pollution
control through consolidated facilities rather than as punishment for violations.

Court’s Reasoning

The court determined that the payments were not fines or penalties under IRC
section 162(f) but were instead deductible under section 162(a). The court reasoned
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that the Clean Streams Law had dual purposes: punitive measures and the
promotion of consolidated pollution control facilities. The agreement was intended
to further the latter purpose, as evidenced by the requirement for the restaurant to
connect to the municipal system upon its completion and the payments being
calculated based on what the restaurant would have paid if the system had been
operational. The court rejected the IRS’s argument that the payments were fines
because they were not fixed and were not related to a legal proceeding or
conviction. The court also noted that the state’s representative believed no
environmental harm was caused by the restaurant’s discharges, supporting the view
that the payments were not punitive.

Practical Implications

This decision allows businesses to deduct payments made to state funds for pollution
control when those payments are made to further state policy rather than as
penalties for violations. It clarifies that such payments must be tied to broader
public policy goals to be deductible. The ruling impacts how businesses and tax
professionals should analyze similar agreements, focusing on the purpose of the
payments and the state’s policy objectives. It also highlights the importance of the
absence of a legal proceeding or conviction in determining whether payments are
fines or penalties under IRC section 162(f). Subsequent cases have followed this
reasoning in distinguishing between payments for policy goals and punitive
payments.
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