Cloud v. Commissioner, 97 T. C. 620 (1991)

Payments to political parties, even if made to secure or retain a business position,
are not deductible as business expenses under section 162 of the Internal Revenue
Code.

Summary

Douglas Cloud, a deputy registrar, sought to deduct payments made to the Butler
County Democratic Party as business expenses. The Tax Court held that these
payments, required for his appointment and reappointment, were non-deductible
political contributions. The court reasoned that such payments fall into categories of
expenditures traditionally disallowed under section 162, including those for political
influence, public office acquisition, lobbying, and benefiting political parties. The
decision underscores that the expectation of financial benefit does not transform a
political contribution into a deductible business expense.

Facts

Douglas Cloud was appointed as a deputy registrar for the State of Ohio, operating
license bureaus in Hamilton. As a condition of his appointment, Cloud agreed to pay
the Butler County Democratic Party 10% of his gross receipts from the bureaus.
These payments were made annually from 1983 to 1986, totaling $6,260, $16,698,
$19,570, and $20,037 respectively. Cloud deducted these payments as business
expenses on his federal income tax returns, claiming they were necessary for his
business. The IRS disallowed these deductions, asserting that they were non-
deductible political contributions.

Procedural History

The IRS issued statutory notices of deficiency to Cloud for the years 1983 through
1986, disallowing the deductions and including the payments in his income. Cloud
petitioned the U. S. Tax Court, which reviewed the case and ultimately upheld the
IRS’s determination that the payments were non-deductible political contributions.

Issue(s)

1. Whether the amounts paid by Cloud to the Butler County Democratic Party were
deductible as business expenses under section 162 of the Internal Revenue Code?

2. Whether Cloud received unreported income of $4,135 during 19847

3. Whether Cloud is liable for additions to tax under section 6653(a)(1) and (2) for
negligence or intentional disregard of rules and regulations for 1983 and 1984?

4. Whether Cloud is liable for additions to tax under section 6661 for substantial
understatement of income tax for 1984, 1985, and 19867

Holding
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1. No, because the payments were political contributions, not ordinary and
necessary business expenses, and fall into categories of non-deductible expenditures
under section 162.

2. Yes, because Cloud failed to present evidence refuting the IRS’s determination of
unreported income.

3. No for 1983, because the underpayment was not due to negligence; Yes for 1984,
because Cloud failed to prove the deficiency was not due to negligence regarding
unreported income.

4. No, because the IRS abused its discretion in refusing to waive the addition to tax
under section 6661.

Court’s Reasoning

The court applied the rule that payments to political parties are not deductible
under section 162, even if made with the expectation of financial benefit. It analyzed
four categories of non-deductible expenditures: (1) payments for political influence
in securing government contracts, (2) expenditures related to acquiring public
office, (3) expenditures for general lobbying and campaigning, and (4) certain
expenditures benefiting political parties or candidates. The court found Cloud’s
payments fit within these categories, supported by cases like Rugel v. Commissioner
and McDonald v. Commissioner. The court rejected the IRS’s argument that section
24 precluded deductions, noting that section 24 does not address section 162
deductions. The court also considered public policy reasons for disallowing such
deductions, citing precedents like Nichols v. Commissioner and Carey v.
Commissioner. The court concluded that a specific congressional provision would be
needed to allow such deductions.

Practical Implications

This decision clarifies that payments to political parties, even when tied to business
operations or positions, are not deductible as business expenses. Legal practitioners
should advise clients against claiming such deductions, emphasizing the court’s
broad interpretation of political contributions. Businesses should be aware that any
financial arrangement involving political entities could be scrutinized as non-
deductible contributions. This ruling may impact how political parties solicit funds,
especially from those holding public positions. Subsequent cases like Estate of
Rockefeller v. Commissioner have continued to uphold this principle, reinforcing the
need for clear legislative action to allow such deductions.
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