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Without any public announcement, the U.S. Securities and Exchange
Commission appears to be implementing through recent enforcement
settlements a new approach to disgorgement awards that can affect a
settling party's ability to claim a tax deduction for amounts paid as
disgorgement.

Using fairly standard language in its orders, the SEC seems to take the
position that disgorgement awards can be transferred to the Treasury
General Account, the general checking account of the U.S. Department of
the Treasury, if it is infeasible to return the funds to injured investors.
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That approach creates challenges for deducting disgorgement payments
under final regulations, recently released by the Internal Revenue

Service and the Treasury Department, under Section 162(f) of the
Internal Revenue Code.[1] Parties settling SEC enforcement cases that
include disgorgement need to consider the new requirements to maximize
their ability to deduct the disgorgement payments.

The law governing disgorgement in SEC enforcement cases has changed
dramatically over the past few years.[2] Historically, the SEC has used
disgorgement aggressively as part of its arsenal of enforcement tools.
Some of its allure stemmed from the belief that disgorgement was not
subject to a statute of limitations, and from the SEC's considerable
discretion with respect to the amount of disgorgement it could obtain.
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In 2017, however, a unanimous U.S. Supreme Court ruled in Kokesh v.
SEC that disgorgement as traditionally obtained by the SEC is a penalty
subject to the same five-year statute of limitation that applies to SEC
actions for civil money penalties.[3] The Kokesh court reserved the
question whether the SEC was authorized to obtain disgorgement at all.

Last year, the Supreme Court in Liu v. SEC clarified that the SEC may
obtain disgorgement as part of its authorization to obtain equitable
remedies, subject to certain equitable limitations.[4] The Liu court left unanswered whether
the SEC's practice of depositing disgorgement funds with the Treasury — as opposed to
requiring direct payments to or for injured investors — was consistent with those equitable
limitations.[5]
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Following these two rulings, Congress slipped an amendment into the fiscal year 2021
National Defense Authorization Act that provided the SEC with an explicit statutory grant of
power to order disgorgement, among other technical changes.[6]

Since Liu and the NDAA amendments, the SEC seems to have taken the position that
disgorgement awards may be deposited with the Treasury when it has proven impracticable
to return those funds to injured investors.

Recent settled SEC enforcement orders have included consistent language asserting that
disgorgement awards comply with equitable principles and will be returned to harmed
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investors to the extent feasible, but that any amounts infeasible to return to investors will
be "transferred to the general fund of the U.S. Treasury."[7]

For example, in the September agreement settling In the Matter of George L. Divel III, the
SEC included the following now-standard paragraph:

The disgorgement and prejudgment interest ordered in paragraph IV.B is consistent
with equitable principles and does not exceed Respondent's net profits from his
violations, and will be distributed to harmed investors to the extent feasible. The
commission will hold funds paid pursuant to paragraph IV.B in an account at the
United States Treasury pending distribution. Upon approval of the distribution final
accounting by the commission, any amounts remaining that are infeasible to return
to investors, and any amounts returned to the commission in the future that are
infeasible to return to investors, may be transferred to the general fund of the U.S.
Treasury, subject to Section 21F(g)(3) of the Exchange Act.[8]

The principal intent of this paragraph appears to be consistent with Liu: As a matter of
equitable principles, the disgorged funds should be distributed to harmed investors. At the
same time, however, the SEC asserts that it can also transfer disgorged funds to the
Treasury if the SEC determines that it is infeasible to return the funds to harmed investors.

For example, the SEC could take the $454,434 of disgorgement ordered in Divel, return
$200,000 to harmed investors, and then transfer the remaining $254,434 to the Treasury
because the SEC decided it was infeasible to do otherwise.

Even assuming the transfer to the Treasury is permissible — a matter that the court did not
decide in Liu — that transfer could make $254,434 not deductible for federal income tax
purposes.[9]

Section 162(f) of the Internal Revenue Code generally prohibits the deduction of amounts
paid to or at the direction of governments, agencies and certain nongovernmental entities in
relation to the violation of any law or the investigation into the potential violation of any
law.[10]

Under the current provision and prior law, it has long been recognized that SEC penalties
ordinarily are not deductible for federal taxes. The Tax Cuts and Jobs Act, passed in 2017,
expanded the scope of Section 162(f), which had been limited to fines or penalties, and
imposed additional limitations on deductibility.[11]

As amended, however, the statute also included an exception to the general rule, permitting
the deductibility of amounts paid for restitution or remediation, or incurred to come into
compliance with the law. In January, the IRS released final regulations treating
disgorgement of net profits as restitution, which makes disgorgement payments deductible
if certain other requirements are met.[12]

As originally published in May 2020, the proposed regulations would not have treated
disgorgement as a form of restitution.[13] The final regulations reversed this position,
based largely on the Supreme Court's decisions in Kokesh and Liu.[14]

The final regulations recognized that generally disgorgement is a form of "[r]estitution
measured by the defendant's wrongful gain"[15] and that amounts paid through
disgorgement that do not exceed the wrongdoer's net profits and that are paid to individual
victims may constitute an equitable remedy.[16]



Under the final regulations, however, disgorgement is deductible only if two requirements
are met.

First, under the identification requirement, the order or agreement must identify the
payment — not in excess of net profits — as restitution, remediation or an amount paid to
come into compliance with a law.[17]

An order or agreement will satisfy the identification requirement — even if it does not use
the words "restitution," "remediation," "remediate," "come into compliance," or "comply" —
if (1) the nature and purpose of the payment as described in the order or agreement are
clearly and unambiguously to restore the injured party or property or to correct the
noncompliance; and (2) the amount paid for such purpose is identified or otherwise
determinable based on the terms of the order or agreement.[18]

Second, under the establishment requirement, the taxpayer must establish that the amount
was paid as restitution, remediation or an amount paid to come into compliance with a
law.[19]

To satisfy the establishment requirement, a taxpayer must have documentary evidence of
(1) a legal obligation to pay the amount of the order or an agreement identified as
restitution, remediation or to come into compliance with a law; (2) the amount paid or
incurred; and (3) the date on which the amount was paid or incurred.[20]

Disgorgement paid to the Treasury or the general account of a governmental entity for
general enforcement efforts or other discretionary purposes is generally not considered
restitution or remediation, and therefore is generally not deductible.[21]

But disgorgement payments made to a fund for reimbursement of victims should be
deductible, if the identification and establishment requirements are satisfied.

When settling an SEC enforcement action that includes disgorgement, respondents should
consider the following practical points to enhance the likelihood that they will be able to
deduct the payments for disgorgement.

First, the settlement should provide that the disgorgement will be distributed to harmed
investors and not deposited with the Treasury. Distribution plans should be discussed with
the SEC staff in connection with the settlement.

The commission's rules on fair funds and disgorgement plans allow the commission or a
hearing officer to order that disgorgement amounts be held in a fund for the benefit of
investors who were harmed by the violation, which is often called a fair fund.[22]

The plan of distribution should be clear as to which portion of the disgorgement will be
returned to harmed investors.

Any residual funds sent to the Treasury are unlikely to be deductible, so a distribution plan
should clearly distinguish those funds and maximize the funds to be returned to investors.

Second, the order should include language that meets the identification requirement. The
order should state that the party is legally obligated to pay the disgorgement — the amount
of which will be specified — and that the payment constitutes restitution, remediation or an
amount paid to come into compliance with a law.



Although the standardized language in recent SEC enforcement orders does not include
words like restitution or remediation, it includes other language that should still help to
meet the identification requirement under the IRS regulations.[23]

In particular, the statement that the disgorgement will be distributed to harmed investors
should establish that the purpose of the disgorgement is to restore the injured party to the
position they were in before the violation.[24]

The SEC appears to have taken the position, however, that any disgorgement funds that
cannot be feasibly returned to injured investors can be transferred to the general fund of
the Treasury. Any disgorgement funds ultimately transferred to the Treasury probably will
not be deductible.

Third, respondents should plan for how they will satisfy the establishment requirement
under the final regulations. Respondents should be prepared to document the actual
payment of disgorgement amounts to the SEC, and they should obtain confirmation that the
disbursal of disgorgement awards was paid to harmed investors rather than transferred to
the Treasury.

Respondents should also discuss with SEC staff how the SEC intends to complete IRS Form
1098-F for reporting certain fines, penalties and other amounts paid.

Form 1098-F requires the government agency to state separately the amount paid as
restitution or remediation and the amount paid to come into compliance with law.[25]

The SEC is required to file Form 1098-F with the IRS and to provide a copy to the payor.
The copy can be used as additional documentary evidence to help satisfy the establishment
requirement.

If amounts paid as restitution or remediation, or to comply with any law are not set forth on
the form, it could be more difficult to meet the establishment requirement.

The commission's recent orders reserving its ability to transfer disgorgement awards to the
Treasury threatens the deductibility of those amounts under the IRS' new regulations.

With proper planning and preparation, however, parties who settle SEC enforcement actions

involving disgorgement may be able to satisfy the identification and establishment
requirements to claim a deduction for federal tax purposes.
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