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Ostrom v. Commissioner, 72 T. C. 616 (1979)

Payments made in settlement of civil  judgments for fraud can be deductible as
ordinary and necessary business expenses if  the fraud arises from the ordinary
conduct of the taxpayer’s business.

Summary

In Ostrom v. Commissioner, the Tax Court allowed C. A. Ostrom to deduct a $24,700
payment made to settle a fraud judgment as an ordinary and necessary business
expense  under  IRC  §162(a).  Ostrom,  president  and  general  manager  of  Pan
American Plumbing, Inc. ,  had misrepresented the company’s financial status to
investor Carl Reagan, leading to a lawsuit and judgment against Ostrom. Despite the
company ceasing operations, the court held that the payment was directly related to
Ostrom’s  employment  duties,  thus  deductible  as  a  business  expense.  The  case
clarifies  that  civil  fraud  damages  can  be  deductible  when  linked  to  business
activities, distinguishing them from non-deductible fines or penalties.

Facts

C. A. Ostrom co-founded Pan American Plumbing, Inc. in 1968, where he served as
president and general manager. By 1971, the company faced financial difficulties
due  to  purchases  made  by  other  shareholders.  In  1972,  Carl  Reagan  invested
$35,000 in the company based on misrepresentations by Ostrom about its financial
status. In 1973, Ostrom decided to terminate the company’s operations, and Reagan
sued Ostrom for fraudulent misrepresentation.  In 1976, a jury awarded Reagan
$25,000, which Ostrom settled by assigning a second mortgage worth $24,700.
Ostrom deducted this amount on his 1976 tax return as a business bad debt, but the
IRS disallowed the deduction, claiming it was neither a business nor nonbusiness
bad debt.

Procedural History

The IRS initially determined a $9,878 deficiency in Ostrom’s 1976 income tax, which
was later increased to $10,392. Ostrom contested this in Tax Court, where the court
ruled in his favor, allowing the deduction under IRC §162(a) as an ordinary and
necessary business expense.

Issue(s)

1. Whether a payment made in settlement of a civil  judgment for fraud can be
deducted as an ordinary and necessary business expense under IRC §162(a).

Holding

1.  Yes,  because  the  payment  arose  directly  from  Ostrom’s  fraudulent
misrepresentations made in the ordinary course of his business as president and
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general manager of Pan American Plumbing, Inc.

Court’s Reasoning

The  Tax  Court  applied  IRC §162(a),  which  allows  deductions  for  ordinary  and
necessary  business  expenses.  The  court  relied  on  precedents  like  Helvering  v.
Hampton and James E. Caldwell & Co. v. Commissioner, where payments for fraud
were  deductible  when  arising  from  ordinary  business  activities.  The  court
emphasized that Ostrom’s fraud was committed in his capacity as an employee, thus
directly linked to his business. The court distinguished civil fraud damages from
fines or penalties, noting that civil damages arise from business operations. The
court also cited Rev.  Rul.  80-211, which supported the deductibility of  punitive
damages in business-related fraud cases. The court rejected the IRS’s argument that
the payment was not deductible because it was made after the company ceased
operations, as the payment was still  tied to Ostrom’s employment duties. A key
quote from the opinion states, “Generally, payments in settlement of a suit arising
from  allegedly  fraudulent  activities  are  deductible  as  ordinary  and  necessary
business expenses where the activities giving rise to the suit were ordinary business
activities. “

Practical Implications

Ostrom  v.  Commissioner  establishes  that  payments  made  to  settle  civil  fraud
judgments can be deductible as business expenses if  the fraud stems from the
taxpayer’s ordinary business activities. This ruling impacts how attorneys should
analyze similar cases, focusing on the connection between the fraudulent act and
the taxpayer’s business. Legal practitioners must distinguish between civil fraud
damages and non-deductible fines or penalties, as the former may be deductible
under  IRC §162(a).  Businesses  and individuals  involved in  litigation  over  fraud
should consider the potential tax implications of settlement payments. Subsequent
cases have applied this ruling, such as in Spitz v. United States, reinforcing the
principle that civil fraud settlements can be treated as ordinary business expenses.


