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Guardian Industries Corp. v. Commissioner, 143 T. C. No. 1 (2014)

In a significant ruling on the tax deductibility of fines, the U. S. Tax Court held that a
fine  paid  by  Guardian  Industries  Corp.  to  the  European  Commission  was
nondeductible  under  I.  R.  C.  section  162(f).  The  court  determined  that  the
Commission qualifies as an instrumentality of foreign governments, thus payments
to  it  fall  under  the  statutory  prohibition  against  deducting  fines  paid  to  a
government for law violations. This decision clarifies the scope of section 162(f)
concerning  international  entities  and  has  broad  implications  for  multinational
corporations facing penalties from foreign regulatory bodies.

Parties

Guardian Industries Corp. , the petitioner, was a U. S. corporation. The respondent
was the Commissioner of  Internal  Revenue.  Throughout the litigation,  Guardian
Industries  Corp.  was  the  appellant  at  the  Tax  Court  level,  challenging  the
Commissioner’s  disallowance  of  a  deduction  for  a  fine  paid  to  the  European
Commission.

Facts

In  2008,  Guardian  Industries  Corp.  paid  a  €20  million  fine  to  the  European
Commission for participating in a price-fixing cartel, which violated the competition
provisions of European Community (EC) law. The company subsequently sought to
deduct this payment on its 2008 Federal income tax return. The Internal Revenue
Service  (IRS)  disallowed  the  deduction,  asserting  that  the  payment  was  a
nondeductible fine under I. R. C. section 162(f). The Commission, responsible for
enforcing EC competition law, operates as an executive body independent of any
single member state but acts on behalf of the EC member states collectively.

Procedural History

Following  an  IRS  examination  of  Guardian’s  2005-2008  tax  returns,  the
Commissioner issued a notice of deficiency disallowing the deduction under I. R. C.
section 162(f).  Guardian filed a petition in the U. S.  Tax Court challenging the
disallowance. The parties submitted cross-motions for partial summary judgment on
the issue of whether the fine paid to the Commission was deductible. The Tax Court
granted  the  Commissioner’s  motion  for  partial  summary  judgment,  denying
Guardian’s  motion.

Issue(s)

Whether a fine paid to the European Commission, which is neither the government
of a foreign country nor a political subdivision thereof, qualifies as a payment to an
“agency or instrumentality” of a foreign government under I. R. C. section 162(f)
and section 1. 162-21(a), Income Tax Regs. , thereby rendering it nondeductible?
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Rule(s) of Law

I. R. C. section 162(f) disallows deductions for “any fine or similar penalty paid to a
government for the violation of any law. ” Section 1. 162-21(a), Income Tax Regs. ,
defines “government” to include “a corporation or other entity serving as an agency
or  instrumentality”  of  a  domestic  or  foreign  government.  The  court  applied  a
functional  test  to  determine  whether  an  entity  qualifies  as  an  “agency  or
instrumentality” of a foreign government, focusing on whether the entity exercises
sovereign powers, performs important governmental functions, and acts with the
sanction of government behind it.

Holding

The court held that the European Commission is an “instrumentality” of the EC
member states, and thus the €20 million fine paid to it by Guardian Industries Corp.
was nondeductible under I. R. C. section 162(f). The court reasoned that the term
“government of a foreign country” can encompass multiple governments and that
the Commission exercises sovereign powers delegated by the member states.

Reasoning

The court’s  reasoning was grounded in  the functional  approach to  determining
whether  an  entity  is  an  “agency  or  instrumentality”  of  government.  The  court
rejected the notion that such an entity must be subordinate to a single government,
emphasizing that the Commission, though independent, acts on behalf of the EC
member  states  collectively.  The  court  found  that  the  Commission  performs
important governmental functions, including enforcing EC competition law, and has
the authority to impose penalties backed by the sanction of the member states. The
court also considered the Filler factors, commonly used under the Foreign Sovereign
Immunities Act (FSIA), which supported the conclusion that the Commission is an
instrumentality  of  the  EC member  states.  The  court  noted  that  the  legislative
purpose of section 162(f) was to prevent deductions for fines paid for violating U. S.
or foreign law, and the payment to the Commission was consistent with this intent.

Disposition

The  U.  S.  Tax  Court  granted  the  Commissioner’s  motion  for  partial  summary
judgment  and  denied  Guardian’s  motion,  upholding  the  disallowance  of  the
deduction under I. R. C. section 162(f).

Significance/Impact

This decision significantly impacts multinational corporations by clarifying that fines
imposed by international regulatory bodies, such as the European Commission, are
nondeductible under U. S. tax law. It establishes that such bodies can be considered
instrumentalities of foreign governments for the purposes of section 162(f).  The
ruling underscores the broad application of the statute to international entities and
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may  influence  future  tax  treatments  of  fines  and  penalties  paid  to  similar
organizations. Furthermore, the case adds to the jurisprudence on the interpretation
of “agency or instrumentality” in U. S. law, potentially affecting other areas of law
beyond taxation.


