Boucher v. Commissioner, 77 T. C. 214 (1981)

I[llegal premium discounts given by an insurance agent are not deductible as
business expenses if the state law prohibiting such discounts is generally enforced.

Summary

In Boucher v. Commissioner, the Tax Court ruled that Edward W. Boucher could not
deduct insurance premium discounts he gave to clients in 1974 and 1975, as these
violated Washington’s rebate statute. The court found the statute was ‘generally
enforced’ despite no aggressive enforcement actions, evidenced by the state’s
issuance of advisory letters and standard procedures for handling violations. The
decision hinged on whether the state law was enforced enough to deny deductions
under IRC section 162(c)(2), which disallows deductions for payments illegal under
state law if that law is generally enforced. This case clarifies the threshold for
‘generally enforced’ in the context of tax deductions for illegal payments.

Facts

Edward W. Boucher, an insurance agent in Washington, gave premium discounts to
customers during 1974 and 1975 to induce them to purchase insurance policies
through him. These discounts totaled $29,371 in 1974 and $39,263 in 1975. Such
discounts were illegal under Washington'’s rebate statute, which prohibits insurance
agents from offering rebates or discounts as an inducement to purchase insurance.
Violations could lead to license revocation, fines, and imprisonment. The
enforcement of this statute was primarily complaint-driven, with no independent
investigations into violations during the years in question. The state did issue
advisory letters to clarify whether certain practices constituted violations of the
statute.

Procedural History

Boucher and his wife filed joint federal income tax returns for 1974 and 1975,
claiming deductions for the premium discounts. The Commissioner of Internal
Revenue determined deficiencies in their taxes for those years, asserting that the
discounts were not deductible under IRC section 162(c)(2). Boucher petitioned the
Tax Court to challenge the disallowance of these deductions. The court heard the
case and ruled in favor of the Commissioner.

Issue(s)

1. Whether Washington’s rebate statute, which prohibits insurance premium
discounts, was ‘generally enforced’ during 1974 and 1975, within the meaning of
IRC section 162(c)(2).

Holding
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1. Yes, because the Washington rebate statute was generally enforced during the
years in question, as evidenced by the state’s issuance of advisory letters and
standard procedures for investigating violations, even though there were no
aggressive enforcement actions like criminal prosecutions or license revocations.

Court’s Reasoning

The court interpreted ‘generally enforced’ under IRC section 162(c)(2) and the
corresponding Treasury Regulation, which considers a state law ‘generally enforced’
unless it is never enforced or only enforced against infamous individuals or
extraordinarily flagrant violations. The court found that despite the lack of
aggressive enforcement, the Washington rebate statute was generally enforced. This
was based on the state’s issuance of advisory letters to prevent violations and the
existence of standard procedures to investigate violations if reported. The court
noted that the absence of criminal prosecutions or license revocations did not
negate general enforcement. The decision reflected a return to a modified pre-1969
rule where deductions were disallowed for payments violating state laws unless
those laws were ‘dead letters. * The court concluded that the Washington rebate
statute was not a ‘dead letter’ during 1974 and 1975.

Practical Implications

This decision sets a precedent for determining when a state law is ‘generally
enforced’ for the purpose of denying deductions for illegal payments under IRC
section 162(c)(2). It informs attorneys and taxpayers that even without aggressive
enforcement actions, a state law can be considered generally enforced if there are
preventive measures and standard procedures for addressing violations.
Practitioners should advise clients that deductions for illegal payments may be
disallowed even if enforcement is not aggressive, particularly when the state law
includes significant penalties and there is some level of enforcement activity. This
ruling may impact how businesses and professionals in regulated industries
approach deductions for payments that violate state laws, and it could influence
future cases involving similar issues across different jurisdictions.
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