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Final Section 162(f) 
Treasury Regulations
Amounts Paid to, or at the Direction of, Governments

Presented by Todd Lowther and Jake Gagnon



Frustration of Public Policy Doctrine

• In pre-section 162(f) cases, courts often disallowed deductions for amounts 
relating to violations of law—such as bribes—on the ground that it was neither 
“ordinary” nor “necessary” to violate the law

• Courts struggled with the tension between not wanting to encourage or 
subsidize unlawful behaviour and the impulse to measure net income 
accurately regardless of moral considerations

• Eventually, the Supreme Court refined the frustration of public policy doctrine 
to apply only “where the allowance of a deduction would frustrate sharply 
defined national or state policies proscribing particular forms of conduct“

• The difficulty of discerning which public policies were “sharply defined” under 
the doctrine led Congress to act

Historical Background of Section 162(f)
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Section 162(f) as Originally Enacted

• In 1969, Congress added a number of provisions to the Code that disallowed 
deductions for various amounts including illegal bribes and kickbacks and 
certain civil antitrust treble damage awards

• Under newly added section 162(f), no deduction as an ordinary and necessary 
business expense was allowed for “any fine or similar penalty paid to a 
government for the violation of any law”

• In 1975, the Treasury regulations issued under section 162(f) clarified that 
“compensatory damages” paid to a government do not constitute a fine or 
penalty

• Disputes arose with respect to a variety of issues, including
• what constituted a fine or similar penalty
• what kind of proof a taxpayer was required to offer to show that an amount did not 

come within the disallowance provision

Disallowance of Fines or Similar Penalties
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2017 Amendment of Section 162(f)

• To provide greater certainty, Congress acted again and amended section 162(f) 
by dropping the phrase “fine or similar penalty paid to a government” and 
replacing it with more precise language

• General Disallowance Rule: As amended by the TCJA, section 162(f) generally 
disallows deductions for

• amounts paid or incurred to or at the direction of
• a government, governmental entity, or non-governmental self-regulatory entity 
• in relation to the violation of law or 
• an investigation or inquiry into a potential violation of such law

Disallowance for Payments to, or at the Direction of, a Government Entity
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2017 Amendment of Section 162(f)

• Exceptions to the General Disallowance Rule: Under section 162(f), there are 
two exceptions to the general disallowance rule for amounts that

• constitute restitution (including property remediation) for damage or harm caused 
by the violation or alleged violation, or

• are paid to come into compliance with any law that was violated or otherwise 
involved in the investigation or inquiry

• The recently promulgated Final Regulations (Treas. Reg. § 1.162-21) refer to 
the exceptions collectively as “restitution, remediation, and amounts paid to 
come into compliance with a law”

• To be entitled to a deduction under either exception, the taxpayer must meet 
both the “establishment requirement” and the “identification requirement”

Exceptions to General Disallowance Rule
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2017 Amendment of Section 162(f)

• High profile state and federal enforcement cases against corporations
• Environmental cases – e.g., oil spills
• 2008 financial crisis mortgage backed securities cases
• Opioids settlements involving pharma companies and distributors
• Federal Energy Regulatory Commission enforcement actions

• SEC civil enforcement actions 
• Securities fraud
• Insider trading

• Routine regulatory matters
• PCAOB investigations and enforcement actions
• Office of the Comptroller of the Currency “matters requiring attention” investigations
• FINRA cases involving investment advisors

Examples of Violation of Law Cases Subject to Section 162(f)
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General Disallowance Rule | Definitions

• “A suit, agreement, or otherwise includes, but is not limited to, settlement 
agreements, non-prosecution agreements, deferred prosecution agreements, 
judicial proceedings, administrative adjudications, decisions issued by officials, 
committees, commissions, boards of a government or governmental entity, and 
any legal actions or hearings which impose a liability on the taxpayer or 
pursuant to which the taxpayer assumes liability.” – Reg. § 1.162-21(e)(5)

• The preamble to the Final Regulations notes that the general disallowance rule 
applies regardless of whether the taxpayer admits guilt or liability or pays the 
amount for another reason such as to avoid the expense or uncertain outcome 
of an investigation or litigation – T.D. 9446 (January, 19, 2021)

Types of Suits and Settlements
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General Disallowance Rule | Definitions

• Governments include various levels from countries, state, territories, and 
political subdivisions such local governments

• Governmental entities include entities acting agencies and instrumentalities of a 
government

• Two types of nongovernmental entities are treated as governmental entities
• entities that exercise self-regulatory powers, including imposing sanctions, in 

connection with a qualified board or exchange under the mark-to-market provisions 
of section 1256 (e.g., a national securities exchange), and

• entities that exercise self-regulatory powers, including adopting, administering, or 
enforcing rules and imposing sanctions, as part of performing an essential 
governmental function – Reg. § 1.162-21(e)(2)(ii)

Government, Governmental Entity, and Self-Regulatory Entities
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General Disallowance Rule | Definitions

• Situations in which a government or governmental entity is enforcing rights as 
a private party would in, for instance, contractual disputes

• Statutes that impose liabilities regardless of whether a law was violated such as 
clean up requirements under environmental statutes

• Routine investigations or inquiries of regulated businesses or industries not 
related to wrongdoing

Violations of Law Do Not Include
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Example: A banking regulator, at the end of an annual examination conducted in 
the ordinary course of business, issues a letter to a bank identifying concerns 
with the bank’s internal compliance functions. The bank takes corrective action 
consisting of investments in its internal compliance functions. Such investments, 
to the extent otherwise deductible, are not disallowed under section 162(f).



Exceptions to Disallowance Rule | Definitions

• Under the Final Regulations, the focus of the definition of restitution and 
remediation is on the restoration of victims of the taxpayer’s acts in violation of 
law

• An amount is paid or incurred for restitution or remediation if it is paid or incurred to 
restore to the same or substantially similar position or condition as existed prior to 
such harm, injury or damage the person, government, governmental entity, 
property, environment, wildlife; or natural resources harmed, injured, or damaged 
by the violation or potential violation of law

• Amounts paid or incurred for restitution and remediation may be paid to a 
segregated fund or account established pursuant a court order or agreement to 
restore the victims of the violation of law

• This rule with respect to segregated funds or accounts does not apply if the 
amounts are disbursed to the general account of the government or governmental 
entity for general enforcement efforts or other discretionary purposes

Restitution and Remediation Generally
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Exceptions to Disallowance Rule | Definitions

• The Final Regulations also provide that disgorgement and forfeiture may qualify 
under the restitution and remediation exception 

• In this context, disgorgement and forfeiture refer to the surrender by the 
taxpayer of the net profits earned from the violation of law

• Disgorgement and forfeiture involve restoration of the taxpayer to the status 
quo ex ante – i.e., before the violation of law

• As with other restitution and remediation payments, disgorgement and 
forfeiture may be paid to a segregated fund or account but will not qualify as 
restitution or remediation if the amounts are disbursed for general enforcement 
efforts or other discretionary purposes

• Cf. Nacchio v. United States, in which the Federal Circuit held that insider trading 
profits forfeited to the government could not be deducted even where the 
government subsequently used the funds to compensate victims

Restitution and Remediation Can Include Disgorgement and Forfeiture
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Exceptions to Disallowance Rule | Definitions

• During the notice and comment process leading to the Final Regulations, 
several commenters, including Shearman, asked Treasury and the IRS to 
reconsider the rule in the proposed regulations, which categorically excluded 
disgorgement and forfeiture from restitution

• The commenters cited the Supreme Court’s decision in Kokesh v. SEC, which 
makes clear that disgorgement is a form of “[r]estitution measured by the 
defendant’s wrongful gain,” and also its recent decision in Liu v. SEC, which also 
recognized that disgorgement of net profits is a form of restitution

• In particular, the deductibility of disgorgement or forfeiture should not depend 
on whether the victims actually receive compensation because, as the Supreme 
Court recognized in Kokesh, “When the SEC seeks disgorgement, it acts in the 
public interest, to remedy harm to the public at large, rather than standing in 
the shoes of particular injured parties.”

Comments on Disgorgement and Forfeiture Provisions
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Exceptions to Disallowance Rule | Definitions

• The decision by Treasury and the IRS to restrict the deductibility of 
disgorgement of net profits is bad tax policy

• The taxpayer may disgorge net income that has been previously taxed regardless of 
whether disgorged amounts go to victims

• If so, disallowing a deduction for disgorgement imposes a tax on income that the 
taxpayer does not retain

• The decision is also bad public policy
• Denying a deduction for disgorgement of previously tax net income imposes a back-

door penalty, or “double sting,” on top of the other explicit criminal or regulatory 
penalties imposed on the taxpayer

• As a penalty hidden in the federal tax code, the disgorgement provision may be 
overlooked by compliance personnel and regulatory lawyers and, thus, will serve no 
deterrence purpose

Comments on Disgorgement and Forfeiture Provisions
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Exceptions to Disallowance Rule | Definitions

• While Treasury and the IRS agreed with the commenters that disgorgement of 
net profits should not be treated as per se nondeductible (as they were in the 
proposed regulations), the Final Regulations nevertheless impose significant 
restrictions on their deductibility

• Specifically, the Final Regulations provide that disgorgement of net profits are 
deductible only if the amounts are paid directly to the victims or a fund for the 
benefit of such victims and not disbursed to the general account of the 
government or governmental entity for general enforcement efforts or other 
discretionary purposes

• These are significant restrictions because, as a practical matter, governments 
and government entities often are not willing to take the steps necessary to 
return net profits disgorged to victims due to the difficulty of identifying victims 
and administrability concerns

Failure to Heed Comments on Disgorgement and Forfeiture Provisions
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Exceptions to Disallowance Rule | Definitions

• Under the Final Regulations, an amount is paid or incurred to come into 
compliance with a law that the taxpayer has violated, or is alleged to have 
violated, by performing services; taking action, such as modifying equipment; 
providing property; or doing any combination thereof to come into compliance 
with that law

Coming Into Compliance with Law
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An example in the Final Regulations clarifies that amounts paid or incurred to 
upgrade equipment or property to come into compliance with a law are 
deductible even if the taxpayer elects to upgrade to a higher standard than 
required as long as the other deductibility requirements are met.





Exceptions to Disallowance Rule | Requirements

• Under the Final Regulations, a court order or agreement identifies an amount 
qualifying for an exception to the general disallowance rule by stating the 
nature of, or purpose for, each payment that each taxpayer is obligated to pay
and the amount of each payment identified

• The identification requirement is met if the order or settlement states (1) the 
amount of the payment, and (2) that the payment constitutes "restitution, 
remediation, or an amount paid to come into compliance with a law.”

• If the order or agreement uses a different form of the required words (such as 
“remediate” or “comply with a law”) and describes the purpose for which the 
payment will be made or the law with which the taxpayer must comply, the order or 
agreement will be treated as satisfactory

• Even in the absence of terms such as “remediate” or “comply with the law,” if the 
order or agreement specifically describes the damage done, harm suffered or 
manner of noncompliance with a law and describes the action required by the 
taxpayer, the order or agreement will be treated as satisfactory

Identification Requirement
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Exceptions to Disallowance Rule | Requirements

• The Final Regulations address two situations in which the allocations under an 
order or agreement may be unclear

• when the payment amount relating to exceptions is not identified (e.g., because the 
amounts consist of goods or services to be provided in the future)

• when a lump-sum payment or multiple damages award is identified as falling within 
exceptions but does not specify allocations to particular exceptions or to particular 
taxpayers among multiple taxpayers

• In both situations, the identification requirement may be met if the order or 
agreement describes the damage done, harm suffered, or manner of 
noncompliance with a law, and describes the action required of the taxpayer, 
such as paying or incurring costs to provide services or to provide property

Identification Requirement
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Exceptions to Disallowance Rule | Requirements

• Under the Final Regulations, the establishment requirement is met if (i) the 
documentary evidence submitted by the taxpayer proves that the taxpayer was 
legally obligated to pay the amount identified in the order or agreement as 
restitution, remediation or to come into compliance with a law, and (ii) the 
amount was paid or incurred for the nature and purpose identified

• In the case of lump-sum payments or multiple damage awards, the taxpayer 
must establish the exact amount paid or incurred for restitution, remediation 
and to come into compliance with a law with respect to each taxpayer subject 
to such obligations

Establishment Requirement

April 28, 2021Strafford Final Section 162(f) Regulations | 24



Exceptions to Disallowance Rule | Requirements

• The Final Regulations provide a non-exhaustive list of documents that may be 
used to satisfy the establishment requirement

• These documents include 
• Receipts
• The relevant law, regulation or other legal provision, 
• Documents issued by the government or governmental entity relating to the 

investigation or inquiry, including 
• relevant court pleadings, 
• judgments, decrees, documents showing how the amount was determined, and 
• relevant correspondence between the taxpayer and the government or 

governmental entity

Establishment Requirement
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Claim of Right Issues

• A taxpayer could seek to alleviate the “double sting” problem by seeking relief 
under section 1341, which provides that a taxpayer may be able to deduct 
payments to restore funds to a third party if the taxpayer included such funds 
in income in a prior year when it “appeared that the taxpayer had an 
unrestricted claims of right” to the funds

• In Nacchio v. United States, the taxpayer sought to claim relief under section 
1341 for a forfeiture of funds representing profits from insider trading

• The Federal Circuit noted that section 1341 does not provide an independent basis 
for deduction; instead, an independent basis must be established by the taxpayer

• The taxpayer argued, and the government conceded in the Court of Federal Claims, 
that the forfeiture was deductible as a loss under section 165

• Citing, inter-alia, the frustration of public policy doctrine and the pre-TCJA version of 
section 162(f), the Federal Circuit held the forfeiture non-deductible because 
Congress intended forfeiture to be punitive, not compensatory

Interplay Between Sections 1341, 162 and 165
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Claim of Right Issues

• Nacchio v. United States (cont’d)
• The court distinguished Stephens v. Commissioner, a Second Circuit case in which a 

taxpayer was allowed a deduction for forfeiture of embezzlement profits because his 
return of such profits to the company under a court order was restitution

• The court noted that Nacchio’s forfeiture was $44 million, as compared to alleged 
victim losses attributable to his insider trading of $12 billion

• The court also rejected his alternative claim to a deduction under section 162(a), 
concluding that section 162(f) barred such a claim

• Lastly, having decided that the taxpayer had no independent grounds for the 
deduction, the court left open the question of whether the taxpayer could claim that 
it “appeared” he had an unrestricted claim of right to the insider trading profits 
under section 1341 after pleading guilty to a crime that required a showing of 
fraudulent intent

• How might a court decide a case with Nacchio’s facts after the TCJA 
amendments to section 162(f)?

Interplay Between Sections 1341, 162 and 165
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Section 6050X Information Reporting

• In conjunction with the revisions to section 162(f), the TCJA also added section 
6050X to the Code, which requires governments or governmental entities to file 
information returns regarding the amounts relevant under section 162(f) and to 
notify the payor of the information reflected on such returns

• Notably, the taxpayer cannot rely on compliance with the information reporting 
under section 6050X for either the identification or establishment requirements

• The Final Regulations exercise the authority granted under the statute to 
increase the threshold amount for information reporting purposes from the 
statutorily provided $600 to $50,000

Final Regulations
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Negotiating Settlement Agreements

• There is a substantial amount of variation among prosecutors and government 
agency enforcement attorneys at federal and state levels in terms of their 
willingness to take into account deductibility of amounts for tax purposes

• In the past, many federal prosecutors have sought to extract non-deduction 
covenants as part of plea agreements and deferred prosecution agreements

• The reporting requirements under 6050X may give taxpayers more leverage in 
such discussions

• Taxpayers may now be able to, if necessary, elevate section 162(f) issues to 
higher levels within the Department of Justice and other agencies

Key Considerations 
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